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THE 1971 ECONOMIC REPORT OF THE PRESIDENT

FRIDAY, FEBRUARY 5, 1971

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

Washington, D.C.
The committee met, pursuant to notice, at 10 a.m., in room 1202,

New Senate Office Building, Hon. William Proxmire (chairman of the
committee) presiding.

Present: Senators Proxmiie, Sparkman, Humphrey, Javits, and
Miller; and Representatives Reuss, Widnall, Conable, and Brown.

Also present: John R. Stark, executive director; James W. Knowles,
director of research; Loughlin F. McHugh, senior economist; John R.
Karlik, Richard F. Kaufman, and Courtenay M. Slater, economists;
Lucy A. Falcone and Jerry J. Jasinowski, research economists; George
D. Krumbhaar, Jr., minority counsel; and Walter B. Laessig and
Leslie J. Barr, economists for the minority.

OPENING STATEMENT OF CHAIRMAN PROXMIRE

Chairman PROXMIRE. The committee will come to order.
Today we start our regular hearings on the state of the economy.

This committee and the witnesses appearing here today do not need
any reminder that we are living through one of the most trying times
since the end of World War II. Not only are we engaged in a war in
Indochina which is causing the destruction of the lives of many of our
finest citizens, but our domestic problems loom so large as to threaten
the very fabric of A

Because of the urgency of these problems, we have already had
extensive hearings on the state of the economy in advance of our
regular hearings which begin today. We heard from Governors of
four of the largest States, from mayors of some of our most distressed
cities, and from expert students of such major issues as the impact
of inflation and high unemployment on the consumer, housing, the
poverty-stricken, and minority groups.

Among the domestic economic problems which are highest on the
agenda are:

(1) A present unemployment rate of 6 percent-far higher than any
modern advanced society can tolerate. A special factor will be a rapid
winding down of the war in Southeast Asia-which if it eventuates
will mean a more than normal growth in the civilian labor force and
places a heavy duty on all of us to insure our returning veterans worth-
while, responsible, and remunerative peacetime opportunities to which
they will apply their talents.

(2) Two years of inflation which shows little, if any, signs of abate-
ment. The consumer price index at yearend was once again rising at

(1)
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an annual rate of 6 percent, and wholesale prices at an even greater
rate.

(3) State and local governments in a state of near bankruptcy-in
good part, at least, due to a stagnating economy and, inflation over
which they have no control.

(4) An acute housing shortage, particularly for the poor and middle
income citizens. Although there are signs of recovery showing in hous-
ing markets, even the recovery now seemingly apparent will fall far
short of meeting the housing goal of 26 million at 2.6 million per year,
set for the 10-year period ahead in 1968.

(5) A welfare program-if it can be called that-which is in a sham-
bles with difficulties accumulating by the hour.

These are some of the economic problems facing us today. Obviously
if not solved soon, they will have a more pervasive and deeper impact
on our society as a whole. For this reason we have planned to hold
more extensive hearings with the Executive Branch on the President's
Economic Report than has been typical in the past. In addition to the
Council of Economic Advisers, we have called on the heads of the
Office of Management and Budget and the Departments of Treasury,
Agriculture, Defense, Housing and Urban Development, and Labor,
as well as the Chairman of the Federal Reserve Board.

We shall cover in these hearings not only the traditional aggravative
economic l)olicies-fiscal and monetary-but such major issues as
a rational program for a general reordering of our national priorities,
how best to readjust from a wartime to a peacetime economy, how
to aid the States and localities to meet their heavy financial burdens,
how to make adequate housing available to all who need it at reason-
able costs, what must be done to make our welfare system more
equitable and adequate.

I realize, Mr. McCracken, this is a tall order, and cannot be ade-
quately covered in the brief period covered by these hearings. But
at least, I know we shall all be trying to make a good start toward
better understanding of the nature of the problems and the solutions
that must be found.

We all have gr-eat respect, Mr. McCracken, for your outstanding
ability, your fine reputation both before you assumed your present
office and since you have assumed it, and, of course, the fine reputation
and record of your distinguished colleagues.

We might not be able to get to all the questions we would like to
ask you, and so I hope you will be willing to reply to those we may
submit to you in writing.

We do expect however to have these lengthy sessions because there
are so many questions which I am sure you anticipate we will ask.

Senator MILLER. Mr. Chairman, would it be permissible for me
to read a statement of the minority?

Chairman PROXMIRE. By all means, Senator Miller, go right ahead.

OPENING STATEMENT OF THE MINORITY MEMBERS

Senator MILLER. In the absence of Congressman Widnall I would
like to read this opening statement we have from the minority.

As this committee opens its annual hearings following receipt of
the President's 197,1 Economic Report, we find the economy in a
difficult state of transition with regard to both unemployment and
inflation. This situation is a direct consequence of the irresponsible
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fiscal and monetary policies of the previous administration from 1966
through 1968. Large deficit spending at a time of full employment
created excessive demand and high inflationary pressures which have
been exceptionally difficult to overcome. However, as a result of the
present administration's economic policies during the last 2 years,
which have by no means been adequately carried out by those in
control of the Congress, recent encouraging signs have appeared in
the economy. The rates of increase in wholesale prices declined signifi-
cantly in the last half of 1970. There are indications that consumer
prices are beginning tQ follow suit. Iiicreased industrial productivity
will tend to keep unit labor costs from rising as fast as in the recent
past. Credit availability has expanded and interest rates have dropped
sharply in the last few months. One result of this has been that housing
starts increased rapidly as 1970 ended.

During 1970 the dollar remained strong in the international economy
and our trade surplus more than doubled over the 1969 level, even
though a persistent balance-of-payments deficit remains a matter
for concern.

Now that increases in unemployment and inflation seem to be
coming under control, the administration's goal is to continue to
stimulate the economy toward full employment without aggravating
inflation. The presentation to the Congress by the President of a "full
employment budget" is a logical approach in moving toward this
objective. Such a budget supports the economy by means of an opera-
ting deficit at a time when overall demand is weak, as at present,
without sacrificing fiscal discipline. Additionally, a balanced full
employment budget has the desirable feature of avoiding excessive
levels of spending, since expenditures do not exceed the revenues
that the tax system would- generate when the economy is operating
at full employment. As projected, the President's "full employment
budget" will aid the economy in attaining full employment without
aggravating inflation and in achieving the growth in gross national
product outlined in the President's report.

An additional difficult problem facing our economy is that of prices
and wages which continue to rise during periods of both moderate
and slack demand. It has been suggested that the causes of this prob-
lem are a desire on the part of managment and labor to "catch up"
because of prior inflationary rises and to protect against possible
future rises, and the market power of concentrated economic units,
be they large corporations or labor unions. Whatever the causes we
must be concerned with solutions. The President has wisely rejected
mandatory price/wage controls, which are incompatible with a free
enterprise system, have historically resulted in numerous inequities,
and involve great difficulties in their imposition, enforcement, and
ultimate removal. The Economic Report also quite properly points
out the general futility of completely voluntary programs. We support
the administration's attempt to find ways which avoid the weak-
nesses of mandatory and voluntary controls, at the same time
reserving the right to propose measures in our minority views to the
annual report. The President's policy of regular "inflation alerts"-
which was proposed by the Joint Economic Committee minority
last year- is a useful one; governmental action in certain concentrated
industries such as lumber, steel, copper, et cetera, regarding infla-
tionary price increases can also be productive.
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During these annual hearings we are traditionally concerned
with current economic difficulties such as inflation and unemploy-
ment. Howvever, wve must also be concerned with other ongoing
national problems, such as the financial plight of State and local
governments, the welfare system, housing, national health, regional
government, the environment, et cetera. Every decision which the
Congress makes regarding any one of these problems includes an
implicit decision about the others.

Even with our great national wealth, our resources are limited.
In this regard, the discussion in the President's 1971 Economic
Report of our national priorities, as related to our national output,
is timely and useful. The projections through 1975-76 of national
"unallocated resources" indicates that both our old ongoing programs
and our projected new programs must undergo hard examination
concerning the resources to be devoted to each. The Congress cannot
enact a whole series of new spending programs, whether they be
revenue sharing, tax credits, or national welfare payments, wvitlhout
specifically deciding from where the funds for such programs will come
and which other programs will be foregone or postponed. Without
this approach to our national priorities, accompanied by sound mone-
tary and fiscal policies, our economy will be unable to meet the chal-
lenges of the decade ahead.

It would be wvell to bear in mind that our goals can only be reached
if everyone pulls together-the Congress in keeping spending within
the President's full employment budget spending ceiling, labor in
exercising restraint in wage demands, and management in exercising
restraint in price increases.

Thank you, Mr. Chairman.
Chairman PROXMIRE. Mr. McCracken, you go right ahead. Inci-

dentally, if vou skip over any part of your statement, the entire
statement will be printed in full in the record and you proceed in
your own way.

STATEMENT OF HON. PAUL W. McCRACKEN, CHAIRMAN, COUNCIL
OF ECONOMIC ADVISERS, ACCOMPANIED BY HENDRIK HOUTH-
AKKER AND HERBERT STEIN, MEMBERS

Mr. MCCRACKEN. Thank you very much, Mr. Chairman and mem-
bers of the committee. Mvy two colleagues, Mr. Stein and Mr. Houth-
akker, and I very deeply appreciate this opportunity once again
to appear before the Joint Economic Committee. I (1o have ma state-
ment here which is rather short. I may paraphrase a little of it but
I would like to run through it.

We have just published our views on the recent past and the near
future of the U.S. economv at some length in the annual Economic
Report of the President. Since this has been available to the com-
mittee, we shall not try to summarize its contents of that report here.
Instead, we shall concentrate on a few points which seem to be of
substantial interest.

The President's message and the Economic Report have empha-
sized the need for orderly expansion of the economy in 1971. We have
suggested that orderly expansion would vield a gross national product
in the neighborhood of $1,065 billion, and that this figure is both an
appropriate target and reasonable expectation. Many of the questions
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which have been provoked by our report hinge in one way or another
on this figure. Several aspects of this figure need to be discussed:

1. Is this a realistic, or credible, or probable estimate for 1971?
2. What policies would be needed to achieve it?
3. Would this achievement be consistent with reduction of the

inflation rate?
4. Is the rate of expansion implicit in this figure consistent with

our international economic goals?
We should make clear at the outset that while for convenience we

shall talk about a figure of $1,065 billion, the issue is not about that
specific figure. We use that figure to represent a path of the economy
which would significan tly reduce the unemployment rate during 1971
but would not create a niew burst of inflation.'

It is perfectly understandable that $1,065 billion should seem to
many people an improbably high figure for GNP to reach for 1971.
The implied increase from 1970, 9 percent, is larger than our normal
experience. Moreover, the figure is above the forecasts that economists
outside the Government have commonly made for 1971, which have
tended to be in the range from $1,045 to $1,055 billion.

We were, of course, well aware of these facts when we made our
estimate. However, we do not find these facts a compelling argument
against our belief that $1,065 billion GNP in 1971 is feasible and the
probable outcome for the year.

To start with some elementary facts, a year-to-year GNP increase
of 9 percent or more has occurred five times since 1947 and there
were three additional increases in excess of S percent. So while the
9-percent increase we project for 1971 is unusual, it is not so rare as to

-justify calling it extremely improbable. Moreover, there is general
agreement that even with reasonable success in restraining it, the rate
of inflation between 1970 and 1971 will be higher than average and
higher, of course, than we can be content with looking down the road.

Our own estimate is that an increase of about 9 percont in money
GNP between 1970 and 1971 would implv an increase of about 4.5
percent in real GNP or perhaps slightly more. Increases that large,
or 'larger, 1a-v-e occurred in 9 of thc' last "3 --lr, anlinreases in
excess of 4 percent have occurred in 12 of those years. The projected
rise of 4.5 percent in real GNP from 1970 to 1971 is not at all
extraordinary.

The implied increases between the fourth quarter of 1970 and the
fourth quarter of 1971 are, of course, larger. The fourth quarter 1970
figures were depressed by the auto strike and do not reflect the
underlying supply or demand conditions. After adjustment for the
effect of the strike on the fourth quarter of 1970, the estimate for
1971 implies an increase of money GNP to the fourth quarter of 1971
of 10 percent. The increase of real GNP would be about 6 percent,
this is fourth quarter to fourth quarter. Again, these are higher than
average figures. But they are not extraordinary in view of the condi-
tion from which the economv starts. These are the figures of a strong
business revival within the pattern of postwar experience, and
nothing more.

It is true that most economists outside the Government forecast
that the GNP in 1971 will be less than $1,065 billion. An average of
such forecasts would be about $1,050 billion. What light does this cast
on the feasibility or probability of $1,065 billion? One should recognize
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first that while economists' forecasts tend to cluster together within
a narrow range, the range of probable outcomes is actually much
larger. In the period 1962 to 1969, inclusive, the average departure
of the actual change in GNP from the change forecast by the Council
of Economic Advisers was equal to 1.15 percent of the actual GNP.
This may be taken as an approximate measure of the average deviation
of the "consensus" forecast from the actual outcome. Indeed, the
consensus errors were probably larger than the Council errors during
that period. Moreover, there is a persistent tendency for forecasts to
underestimate when the economy is rising most strongly. In our
opinion, a consensus forecast of $1,050 billion by no means rules out
the possibility of an outcome of $1,065 billion.

But we are saying something more than that a GNP of $1,065
billion is possible in 1971. We are saying that it is the probable out-
come. In this we surelv differ with the consensus. There is one basic
,reason for this difference. We incorporate in our view of 1971, as
earlier private forecasters have not alwavs done, the facts that
$1,065 billion GNP is the target of Government policy for 1971,
that the Government has the means to achieve the target and that
the Government will use them. It is the target of Government policv
because it describes the path that would reduce unemployment as
rapidlv as is consistent with reduction of the inflation rate. In this
sense the target is required by the Employment Act of 1946. We
should not aim for less. When we say that the Government has the
means to achieve the target we are not suggesting that the target
can be hit right on the button. However, we believe that the most
probable outcome is the one the Government is aiming at.

-The probability of the GNP forecast for 1971 thus comes down to
the question of the existence of policy instruments for achieving it
and determination to use these instruments of policy. As indicated
above, the expansion we forecast is not more than has occurred in
other business revivals. However, we do not count on a spontaneous
revival to produce the desired expansion. We count on appropriate
policy to achieve it.

One ingredient in that policy is the Federal budget. The administra-
tion has proposed a budget which will make a strong and proper
contribution to the projected 9-percent increase of GNP between
calendar 1970 and 1971. This may be seen in various ways. Between
1970 and 1971 expenditures in the national income accounts will
increase by 8.2 percent. At the same time there will be a net tax
reduction, from various rate and base changes, including the deprecia-
tion reform, equal to about 1 percent. Thus there is. an independent
budget stimulus of something over 9 percent. The deficit on the nation-
al income account will be almost exactly the same in calendar 1971
as in calendar 1970 if the $1,065 billion GNP in calendar 1971 is
achieved. This means that if gross national product tends to lag
behind the target figure the deficit will rise, which will limit the lag,
and if the GNP tends to exceed the target figure the deficit will
decline, thus limiting the excess.

Similar results are obtained by looking at the excess of the receipts
that would be generated at full employment over the expenditures
or, in other words, the so called full employment surplus. This sur-
plus, in the national income accounts, is almost exactly the same in
calendar 1971 as in 1970. This means that the Budget is tending to
support the expansion of the economy between the 2 years at about
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the rate at which the potential output rises. This is approximately
the rate of expansion implied in the $1,065 billion forecast.

The proposed Budget will support the desired orderly expansion
of the economy. It is not a Budget which takes upon itself the entire
burden of pumping the economy up to its desired rate. Neither is it
by any standard a big-spending budget. The increase of expenditures
is less than the projected increase of GNP and much less than the
increases of earlier years, whether measured in dollars or in real terms.

The increase of the Budget has been restrained by the principle
that expenditures should not exceed the receipts that would be ob-
tained at full employment. This principle serves the useful purpose
of drawing a fairly objective line which expenditures must not exceed
without a decision also to raise tax rates. It also, if observed, prevents
the generation of deficits when they would be inflationary. On the
other hand it provides enough flexibility to permit the Budget to
support the economy by running actual deficits when we are below
full employment.

This Budget with a complementary monetary policy will yield the
desired $1,065 billion GNP in 1971. What we mean by a comple-
mentary monetary policy policy is this: It should induce a rate of
private expenditure for the purchase of goods and services that, when
added to public purchases, will equal $1,065 billion. We do not pro-
pose to discuss just what monetary policy is adequate for that purpose.
The determination of monetary policy is the function of the Federal
Reserve, operating under the guidance of the Congress. Although the
administration has continuous consultations with the Federal Re-
serve, we think it best that the communication between us be in
private. However, we do think it useful here to indicate that there is
a feasible monetary policy which would yield the target $1,065 billion
GNP in 1971.

Over the postwar period the amount of money people have wvanted
to hold relative to their incomes has declined, with the result that that
GNP has in fact risen faster than the stock of money. From 1952
through 1Q-70 ther ,-net~al raite of inererre nf GONTP v-as nhot three por-
centage points higher on the average than the annual increase of the
money stock. If this relationship continued, a 6-percenit increase of the
money stock between 1970 and 1971 would prodllice the desired 9 per-
cent increase of GNP. In recent years GNP has risen less rapidly
relative to the money stock than that 3-percentage-point figure.
From 1967 to 1969 the annual rate of increase in GNP was 1.8 per-
centage points a year more than the money stock. On this basis an
increase of 7.2 percent in money would, of course, be needed to provide
tin increase of 9 percent in GNP betw-een 1970 and 1971.

M\/Jore sophisticated approaches to the problem do not yield very
(ifferent restidts. A statistical relationslhip betwet\n percenltage chan ges
in money and in Government expenditures and percentage changes in
GNP over the past I8 years indicate that the 9 percent increase in
GNP in 1971 could be achieved with a 6-percent inciease in money.
Other econometric studies suggest the need for a larger increase in the
money stock. These figures may be compared with the 6.1 percent rate
of increase of money in the first 9 months of 1970; that is, before the
auto strike.

Clearly we do not know precisely what monetary policy in 1971
would yield a GNP of $1,065 billion. The answer to that will depend
not only on which turns out to be the best expression of the average
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past relationship hut also on the particular circumstances of 1971.
There will have to be a process of trial and error; no one can expect to
stay precisely on the desired path and policy will have to be adjusted
from time to time. But the errors can be in either direction and need
not cumulate, and achievement of the target would be the most prob-
able outcome.

We believe that the rate of expansion at which we are aiming and
which we expect to achieve is consistent with reduction of the rate of
inflation during 1971 and 1972. The slowdown of the economy has
already stopped the speed up of the inflation that Nvas going on through
1969 and begun to reduce its rate. The antiinflationary effect of the
1970 slowdown will continue to be felt in 1971. It is worth remembering
that the decline of the inflation rate that followed the 1957 recession
did not come when the economy was falling but came later after the
strong revival began. We are obviously dealing with a process in
which the passage of time is critical.

The expansion we foresee for 1971 would still leave the unemploy-
ment rate at .the end of the year around 5 percent, so that throughout
the year there would be restraining pressure of excess supply on the
price and wage level. At the same time, output would be rising strongly,
business managers would be continuing efforts already begun to
tighten up their operations, and the conditions would exist for an
exceptionally high rate of productivity growth in 1971. This should
make for a low rate of increase of labor costs per unit of output,
and contribute to a lower rate or price increase.

Forces that are already present in the economy and that will be
here during 1971 will work to reduce the rate of inflation as the
economy revives. The administration will attempt to supplement
these forces in every practical and effective way in order to make the
desired result more certain. Particular emphasis will be placed on
measures to correct market conditions that insulate prices or wage
rates from the competitive forces that are at work in the economy.

The administration's new more active program for restraining price
and wage increases will largely center in the Cabinet Committee on
Economic Policy. On January 18 the Cabinet Committee directed
the Council of Economic Advisers to report to it promptly on impor-
tant cases of wage or price increases so that remedial Federal action
might be considered. The Council has made three reports to the
Cabinet Committee since that date.

The study of the steel industry ordered by the President at the
time of the first proposed increase in the price of certain steel products
last month is being conducted under the aegis of the Cabinet Com-
mittee. One element in the study is a consideration of ways in which the
existing restraints on steel imports might be adapted to protect better
the interests of U.S. users of steel, many of Wvhom also face foreign
competition. More generally, the study is concerned with the develop-
ment of a healthy U.S. steel industry that will meet U.S. needs most
efficiently.

Earlier the President directed two steps intended to restrain the
price of crude oil, by relaxing restrictions on imports and by increasing
production on Federal offshore leases. Further measures to expand
domestic supplies are under consideration by the Oil Poliev Committee.

Soaring wvage rates, costs and prices in the construction industry
have been a serious concern of the administration for almost 2 years,
and numerous actions have been taken to deal with the problem. In
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the most comprehensive attack on the question so far, the President
last month asked the unions and contractors in the industry to co-
operate in developing a program for reducing excessive increases in
wages and prices in construction.

The Regulations and Purchasing Review Board has under examina-
tion a number of Government policies that may be contributing to
excessive wage or price increases. Two weeks ago for the first time it
intervened in a case before a regulatory agency involving an applica-
tion for a rate increase, opposing the increase on the ground that it
was inflationary.

The Council of Economic Advisers will continue the publication of
the periodic inflation alert to call public attention to wage and price
increases of outstanding inflationary significance and to general prac-
tices of similar effect. The next alert will appear in A/March.

In a longer-run context, the National Commission on Productivity,
composed of representatives of business, labor, the general public
and the Federal Government is studying means to step up the rate
of increase of productivity. One object of this is to slow down the rise
of costs and consequently of prices.

It is clear that we now have in effect many elements of what has
come rather loosely to be called an incomes policy. We are now
considering w ays to make these elements more systematic and compre-
hensive, and to provide more adequately for their management, which
already strains the quite limited resources of the Council of Economic
Advisers. The basic principle by which we are guided is the one stated
in the Economic Report, where we say: "What is called for is a policy
of doing what can effectively be done, whenever it can be done, andl
not pretending to do more."

Such efforts can be expected to make only a marginal contribution
to the problem of reconciling reasonably full employment with reason-
able price stability. We believe that the steps we have taken and others
w e may take in the future to operate upon particular product and labor
markets will be helpful. But the critical thing will be to achieve the
orderly expansion which is the heart of our program.

The policy of orderly expansion on which we arte how embarked
also has implications for our international economic relations. Perhaps
the most important implication is that our price level has to benefit
from the invigorating forces of competition, both domestic and
foreign. While there are cases where rapidly growing imports may need
to be temporarily restrained in order to ease the burden of adjustment,
we have to make sure that these restraints do not serve as a cover for
excessive price increases. The methods we choose for restraining
imports have to be designed in such a way that vigorous competition
is preserved.

Our balance of payments will also reflect domestic policy, though
the repercussions are many and varied. Both our exports and our
imports are sensitive to our price performance. The improvement in
our trade performance in 1970 over 1968 and 1969 can be attributed in
part to the deceleration in our wholesale prices and also to the slow-
dlown in the economy. In fact it is not always realized that the United
States has made greater sacrifices to keep domestic price increases in
check than any other major country with the exception of Canadla-
where unemployment rose to a higher level than it did here. For the
first time in several years we thus succeeded in slightly improving our
competitive position, which depends primarily on relative price
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performance here and abroad. One estimate suggests that a 1 percent
reduction in our wholesale prices compared to those in other countries
would increase our merchandise trade surplus by more than $1 billion.
Some further improvement in our competitive position may be ex-
pected in 1971, since several other countries have not yet come to
grips with their inflationary pressures. This improvement will help
offset the adverse effect on our trade surplus of an increase in our
real GNP.

Other effects of domestic policy will come through capital move-
ments, some of which are highly sensitive to interest-rate differentials.
The fall in U.S. interest rates has been matched by some countries
but not by all, and as a result some capital has left the United States.
It is too early to say what the net effect of an orderly domestic ex-
pansion on the various measures of our international economic posi-
tion will be. As we indicated in the Economic Report, some of the
traditional measures-especially the liquidity balance-have lost much
of their usefulness as guides for policy. Our primary responsibility to
the rest of the world cannot be expressed in terms of any particular
balance-of-payments concept; it is, rather, to attain high employment
of our resources with reasonable price stability. We are adopting an
expansionary policy because it is needed at home, but we also believe
that it is in the interest of other countries. Few things, in fact, would
be more harmful to the development of the world economy than
continued economic sluggishness in the United States.

The course we have laid out for the economy is ambitious and it is
not free of risks. We believe that the times require an ambitious
policy, and that to settle for less would involve more risks and costs,
not fewer. It would accept continuation of a high unemployment rate,
probably with little advantage on the side of inflation.

When we first appeared before this committee 2 years ago we said
that all the easy ways of doing things had been used up, all had been
tried and all had failed. Then, with the frustrations of these past
years still in sight, this seemed clear to everyone. But the lesson faded.
The experience of 1965-68 became more remote, and present unem-
ployment and continued inflation became more painful. The tempta-
tion then to talk as if there were an easy way out of our. dilemmas
became very great. The administration, however, could not call upon
others to perform miracles. It had to do the hard things-holding
down the budget, supporting a policy of monetary restraint, and then
turning policy toward moderate expansion while inflation was still
high, but not reinflating the economy despite the agonizing rise of
unemployment, and all the time resisting the siren song of the con-
trolled economy.

We have done what had to be done-not perfectly but effectively.
Now, if we look at our prospects realistically and objectively we can
see the way to better times. It will require from the Congress, from
the administration, and from the monetary authorities a combination
of courage and discipline to get there. But surely this is not more than
the country can reasonably expect.

Thank you very much, Mr. Chairman.
Chairman PROXMIRE. Thank you, Mr. McCracken.
Mr. McCracken, you are predicting and expecting that the economy

will grow at a highly optimistic rate this year. In fact you predict the
economy will grow to a size of $1,065 billion. Now, the economy has
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grown, as you point out, more in the past but I doubt there ever has
been a time in the American history when the economy has grown at
anything like this rate when we have been winding down a war. Your
estimate, as you point out, greatly exceeds that of the independent,
competent economists. I have a list here of 31 economists listed in
Business Week practically all of them disagree with you. Their esti-
mate, their modal, and median average estimate is the economy will
grow to $1,045 billion.

It strikes me that your estimate is a highly political one. When I say
it is highly political, I say this with all respect, and I say it because it
serves the political interests of the President.

If the generality of economists are right and we have a $1,045 billion
economy then we won't have $11.3 billion deficit you estimate but an
$18 billion deficit. If the economists are right we won't have the 5.25
average percentage unemployment you estimate during the year but a
6-percent average.

Now it is obviously in the interests of the President, in the interests
of his reelection, to have this kind of an estimate. How do you respond
to that?

Mr. MCCRACKEN. I am very glad to respond to that, Mr. Chairman.
I do not have any judgment on the political aspects of this. Others wvill
have to respond to that aspect, but I would like to comment on two
things which bear on the question as to whether the $1,065 billion is a
reasonable and attainable figure.

So far as the estimates of the private forecasters, I touched on that a
bit in my testimony. If one looks back over the period of the decade
one will find that there has been a rather systematic tendency to
underestimate, and this is quite clearly evident also in the forecasts
that have been put forward by the Council of Economic Advisers.

But if one examines that record, the juxtaposition of the forecasts
of private forecasters together with this $1,065 billion does not in
any sense demonstrate that the $1,065 billion is unattainable. The
record would rather suggest the opposite.

But now let me comment on what I think is a more fundamental
aspect of this question. The economic oasis for tLiat ai,U0o Duollo
figure really has to be evaluated in terms of the policies which influence
the course of the economy.

Chairman PROXMIRE. That is exactly right, and with all respect,
again, Mr. McCracken, I don't see any new policies here. All I see
is that you are relying on the full employment budget, which will
stimulate to some extent, and you are relying on a monetary policy
which you suggest, I think rather conservatively, should be around
a 6- or 7-percent increase in the money supply. Of course, we don't
have, you don't have, control over that, the executive branch does
not, but I see no other stimulative policies. You have just two, fiscal
policy, budget stimulation, pump priming, on the one hand and then
the monetary policy, or more credit available. Nothing else that I
can see here, nothing in a big way. Can you see anything else?

Mr. MCCRACKEN. These are the two major instruments which
can tend to influence the course of the economy.

Chairman PROXMIRE. We have had those in the course of the
last year and they have given no growth at all. You predicted we would
have a $1.3 billion surplus, we have an $18 billion deficit. You pre-
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predicted 4.3 percent unemployment. For 10 of the 12 months last
year we were over 4.3 percent. We are now at 6 percent.

You estimated a growth of about 5 percent, we had no growth
at all, a decline of about one-half of 1 percent, and I think in view of
this record I just wonder if we have a basis for relying on the superior
judgment of the Council.

Mr. MCCRACKEN. First of all, Mr. Chairman, I think you will
find that the projection of gross national product in the Etconomic
Report last year has a smaller average deviation than you will find
in any other period since 1962.

Chairman PROXMIRE. Exactly, but the trouble is that the increase
was made up of inflation and not of growth and we have that same
thing this year. You could have a $1,065 billion GNP average this
year but if it is made up of inflation I think you would agree with me
it would be a terrible disappointment and a significant economic
failure. It would mean, as we all know, high unemployment as well
as the terrible problem of inflation, would it not?

Mr. McCRACKEN. May I finish my comment on the $1,065 billion?
Chairman PROXMIRE. Yes.
Mr. MCCRACKEN. After all the two basic instruments that determine

the economy are fiscal and monetary policy.
The fiscal stimulus can be estimated at approximately 9 percent

or perhaps slightly more. Consequently, one can at least say that the
budget which has been put forward means that fiscal policy will be
carrying its load to try to achieve a 9 percent growth in the
economy.

The other major instrument for determining the overall course of
the economy is monetary policy. Monetary policy, of course, and
fiscal policy influence the economy with some lags, though estimates
vary about that. We have not tried to pinpoint the specific rate of
monetary growth required for the economy. We said that one cannot
rule out the possibility that the 6-percent rate of growth which we
have had much of last year might be consistent with a 9-percent
growth in the economy.

Chairman PROXMIRE. Last year we had no growth at all, and we
had a stimulating fiscal policy. We have a deficit of $18 billion. We
had a full employment budget, in effect. We have some growth in the
money supply, what, around 4 or 5 percent, not far from what you
say this year. I just can't see any change, any dramatic change, that
is going to give us the stimulation. We have the President squarely
opposing the kind of job program the Congress passed last year.
What new is there in here that is going to give us the jobs and give us
the economic expansion?

Mr. MCCRACKEN. I think we have to see last year in the context of
the policies which determined the course of the economy. Monetary
policy during much of 1969 and into 1970 was really quite restrictive.
It was not until about March that we started to get a significant
easing of policy.

With normal lags that seem to prevail in monetary policy one
would not have expected the change in monetary policy at that time
to have had much opportunity to influence the economy last year.
So the fact that policy, monetary policy, last year was what it was
does not rule out the fact that this more expansionist monetary
policy will carry through into the economy and give us a more rapid
rate of growth.
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Chairman PROXMIRE. Let me get at what reallv bothers me about
the economic report and ylour statement this morning. On pages
82 and 83 the economic report reads as if you rewrote those details
we have been talking about. You rewrote this, I should say, without
putting the numbers in that you should to substantiate your estimate.
There is nothing here on what will happen to personal consumption,
what will happen to housing, what wvill happen to State and local
purchases, what will haplpen to, in other words, what is reallv behind
gross national product, how these are going to increase. In the past
you always have given us those numbers. This year you have left
them out. It is as if you made the estimate based on those numbers
and got a decision from a higher authority, the President, and knocked
out those numbers and gave us generalities. Just as in your statement
this morning instead of stating where the increases are going to be,
you just give us a vague notion that somehow the economy is going
to come along.

You don't say how personal consumption is going to increase, how
housing is going to increase, what are we going to (1o about stagnant
investments in business plants and equipment and so forth. All of the
tough figures that I have here, that the staff has given me on the
basis of the best estimates they have, have to go way, way out
in these areas to find any substantiation for a $1,065 billion economy.
Our staff has a devil of a time trying to justify the specific figures on
which a $1,065 billion GNP would be based.

They estimate, for example, that you w ould have to have a 50-
perceit increase in housing starts this year. They estimate that you
are going to have to have a 38-percent increase in inventories. They
estimate that you are going to have a very large increase in personal
consumption in spite of the fact the Michigan survey, one of the most
objective and competent surveys we have in this area, is pessimistic
about what consumers will do during this coming year. Can you give
us, fill us in with, these facts and statistics so that we have some
background for your estimate which is, as you say, not in tune with
vhat other economists have estimated. Where is vour proof?

Mr. MCCRACKEN. Chapter 2 and the section outlining the nath

of the economy in 1971 does, in my judgment, indicate the most
important things to say about the factors which will be determining
the course of the economy.

Chairman PROXMIRE. Why don't you give us the figures?
Mr. MCCRACKEN. This section lays out the basic fiscal policy, which

is one of the major instruments of policy to achieve the overall target
for the economy. We have some discussion there of monetary policy.
We (to indicate some of the evidence that we now have in the picture
about investments outlays and the saving rate. For example, the
consumer saving rate is now relatively high. I don't think there is any
question but what in terms of the basic forces of policy which determine
the path of the economy we have laid those out both in terms of fiscal
and monetary policy.

Chairman PROXMIRE. My time is up, I will be back.
Congressman Conable.
Representative CONABLE. Thank you, Mr. Chairman.
Mr. McCracken, unlike the chairman, I see in your report here

increasing activism on the part of the Council of Economic Advisers. It
seems to me you have been willing to get out on a limb here to press
for a more vigorous economic policy, including the adoption of a full
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employment budget, which is a departure from the past practice. You
have (lone this in face of what many of us have detected as an increas-
ing modesty among economists and increasing caution about predict-
ing what is going to happen and about what Government policy is
accurate and most effective. We can understand why there is some
increasing modesty among economists when we look at the fact that
Government policy in 1969 was a very restraining policy and in the
free market many economic decisions were being made which were
expansionary and, therefore, the Government restraint was frustrated.

In 1970, the Government moved toward a more expansionary policy
and, at the same time, the business community was losing confidence,
and so the result of Government policies again was dampened and
these policies were somewhat frustrated by countervailing decisions
made on the side of the economy that represented actually four-fifths
of our GNP, the Government controlling roughly one-fifth through
its $200 billion budget.

Now, my concern is a different concern. Do you see any problem of
the credibility of our Government policies if, because of factors beyond
our control in our free market economy, once again we are frustrated?
You are taking an increasing activism in connection with the economy,
and yet we have already had it demonstrated that the Government
does not control the economy and cannot guarantee all the results. It
can only influence them. Can we, therefore, wind up with a serious
issue of creditibility as you move toward a more vigorous position?

Mr. MCCRACKEN. Mr. Conable, these are considerations, of course,
that have to be kept in mind and will have to be kept in mind as we
move through the year. As we indicated in our statement, it is not
possible in anv mechanistic way to set one's sights on some bull's-eye
and just mechanistically move toward it. As we indicate it will be
necessary to some extent for the management policy to feel its way
along, there will be a certain amount of trial and error.

On the other hand, the total process of economic policymaking
does require both setting out some targets which we want to attain
and then trying to shape the decisions about the fiscal, monetary, and
other policies to achieve it, and that is what we have tried to do at this
stage, recognizing that while the Economic Report is put out once a
year, the management of economic police is a continuing thing. But
we certainly will have to watch these considerations as we go along.

Representative CONABLE. Am I correct in saying that you consider
the state of the economy sufficiently delicate so the Government must
take the risk of taking a more active role in trying to influence it; is
that correct?

Mr. MCCRACKEN. In our judgment it was important at this stage to
set a fairly ambitious target. There are risks in any course of action
that one sets out.

Representative CONABLE. I am interested in the mechanism of the
full employment budget, sir. Doesn't this involve many assumptions?
For instance, the assumption that our tax system is entirely appropri-
ate to the state of the economy, that the figure that would be gene-
rated at full employment by our revenue collecting system, therefore,
is an appropriate figure as the measure of the actual deficit that vou
are going to accept under a full employment economy. Is this assump-
tion one that safely can be made?

How many variables are involved in the formula of the full employ-
ment economy, and is it sufficiently accurate so that we can call it a
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formula or is it onlv an indicator that the stimulus, some stimulus, of
some sort of actual deficit, is necessary?

Mr. MCCRACKEN. The basic contribution which the concept of a full
employment budget makes to policymaking, it seems to me, is that it
provides logically both for the use of fiscal policy as an instrument of
stabilization and, at the same time, keeps explicitly in the picture the
concept of fiscal discipline, and thus provides a more balanced frame-
work within which the specific decisions that must be made about the
budget can be made.

One can go back a step further, as it were, and raise the question
about whether the tax system that wve have is making the proper allo-
cation of our national income as between the public and private sector
or even within that decision whether the tax structure needs to be
modified in any wiay better to accomplish other goals that society
mav have. So this is not a mechanical thing which wvill answer all the
problems, but it is a useful framework within which fiscal policy and
budget policy decisionmaking can better be made.

RepresentativeCONABLE. I understand the need for a discipline.
We are substituting a new discipline for the old discipline of the
balanced budget here. Is this discipline more accurate in an economic
sense that the discipline of the balanced budget?

Mr. MCCRACKEN. I think it more accurate in the economic sense,
and also, perhaps, therefore, more effective. The basic problem of
the always-balanced-budget rule wvas that in a period where, for
wvhatever reason the economy was below par, the budget would then
show a deficit; and this rule logically required either cutting expendi-
tures or increasing tax rates which would tend to make the economic
situation even worse. The same thing would be true if the economy
were in an overly inflationary period.

For this reason, in looking back over a long period of years, the
attempts to try to balance the budget in a recession, or the counter-
part of that on the topside, were not usually made and thus, in fact,
the disciplinary aspect of budget policy has tended to be weakened.

In the full employment budget principle we do have a measure or a
means off givi ssme guides to fisemal disCiDline, and at the same
time it encourages us to use fiscal policy to handle the state of the
economy.

Representative CONABLE. Is it possible to accommodate efficiently
a full employment budget in a moving economy, in an economy that
is in transition? You are setting your goals at the beginning of the
year, and there is change, and are wve pretty well locked into a posture
that then cannot be changed until the following year. Do you see any
problems in this respect?

Mr. MCCRACKEN. We have the usual problems. We have problems
with our economic information system, and economic policy manage-
ment is, of course, not a once-a-year proposition. We will have to
watch; we will have to keep constantly close to this as wve go along.

If I may, I would like to refer this question to one of my colleagues
who has probably done more than any other economist in the Nation
in developing this concept of the full employment budget.

Mr. STEIN. I might comment on some aspects of the Congressman's
question. First, with respect to the implied assumption that the
existing tax system is appropriate, this is not a requirement of the
full employment budget idea. The full employment budget idea
only requires that the level of expenditures should be guided by the
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revenues that the tax system we have would yield. If someone should
decide, if the President and the Congress should decide, that we ought
to have either a higher level of tax rates or a lower level of tax rates
this would, of course, change the level of expenditures as appropriate
under the full employment budget idea. So that the idea itself says
nothing about what level of tax rates is appropriate. It only prescribes
an appropriate relationship between the expenditures and the taxes.

With respect to the question of the accuracy of the estimates, I
think it should be noted that any budgetary process which has some
notion of balancing in it requires an estimate of the revenues for the
future, so the question really is whether we can estimate more reliably
the full employment revenues or the actual revenues. I think it is fair
to say we estimate the full employment revenues more reliably than
we estimate the actual revenues, because to estimate the full revenues
vou not only have to estimate everything that is required for esti-
mating the full employment revenues but you also have to estimate
what the condition of the economy will be relative to full employment.
There have been some hints around here this morning that we didn't
estimate that very well. [Laughter.] I think that is all I would add at
this point.

Representative CONABLE. My time is up.
Chairman PROXIMIRE. Congressman Reuss.
Representative REUSS. Thank you very much, Mr. Chairman.
IvMr. McCracken, and gentlemen, I intend later to get into some of

this fascinating budgetary arithmetic but first I think we ought to
address ourselves to what seems to me the real policy bombshell of
this report; namely, your section on the environment and particularly
your policy recommendations on page 122 of the report. I will just
read them with you, starting near the top of the page, and I am
quoting:

New rules for use of the environment are bound to affect competitive relation-
ships within and among industries, localities, and nations. As industries are
forced to bear the costs of using the environment, those who have high costs will
lose part of their market to those with lower costs of using the environment.
Inevitably, there will be pressures for Government action to prevent this reallo-
cation of production. It should be realized, however, that such reallocation is
necessary if environmental resources are to be used efficiently. Government
interference with this process should therefore be limited to mitigating the tran-
sitional effects.The same considerations apply internationally as well as domestically. Our
high level of material wealth has caused us to place a high value on clean air
and water than they are assigned in countries which have lower incomes-

And here I interpolate that is all countries since they all have lower
incomes-
or where clean air and water may still be abundant. As this value becomes
reflected in the costs imposed on our producers, those for whom the costs ofpollution control are high will find it harder to compete with producers in countries
where clean dir and water are less valuable or where pollution is lower. The result-
ing reallocation of production among nations should benefit all nations. * * *

I find that appalling and astounding. What you are doing is erecting
a M\agna Carta for every laggard State in the Nation and every indus-
trial laggard country in the world to pollute.

You are saving, for example, to the Wisconsin paper industry that
if it imposes decent conditions of eliminating water pollution on its
Wisconsin interstate waters that the Federal Goveinment shoult
stay out if States X, Y, and Z decide that they don't care much about
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their rivers and streams and that they want to give their industry
a competitive advantage, and so the Wisconsin paper industry, the
model, is supposed to die, while the streams of States X, Y, and Z
become progressively more degraded.

Not content with that you then apply it internationally and say
if Germany, Finland, and Italy want to play the ideological dog in
the manger they can make it impossible for this country to compete
with them. I find this right-to-pollute philosophy appalling and I
ask did you clear this with the Council on Environmental Quality?
[Laughter.]

If you didn't you are in violation of the law which requires an
environmental impact statement from every agency making a policy
position like this.

Mr. McCRAcKEN. This chapter, this section, Mr. Reuss, certainly
is not a license to pollute nor does it take a casual view of this. It is
merely laying out the fact that as societies come to place a higher
value on environment and clean air and clean water that this becomes
a factor in the industry location, and this may be the kind of readjust-
ment which takes account of that just as other location factors are
also pertinent.

If I may, Mr. Reuss, I would like to have Mr. Houthakker comment
on this also since he has been particularly close to this issue.

Representative REUSS. Yes.
Mr. HOUTHAKKER. Mr. Congressman, in the first place, I wvant

to reassure you that we have taken account of the law requiring us
to clear our statements with interested agencies including the Council
on Environmental Quality.

I feel that you read into the statement much more than it actually
says. I may perhaps refer you to page 121 where we point out the
Federal Government does have a role under present legislation in
setting national standards.

Representative REUSS. Oh, yes, but you i'estrict that role, and I
quote, "When poisons enter the food chain in a river and eventually
damage fish caught in a distant waterway, the Federal Government
must insure minillnLwn standards are set" but when yrni are through
with direct interstate murder you withdraw and say two sentences
later: "It is not clear, however, that the Federal role should extend
beyond the setting of minimum standards where most benefits and
costs of pollution are borne locally," and you go on to repeat that
which, if the English language means anything, says that the Federal
Government should not attempt to impose national standards to
prevent unfair interstate competition. -

It is like the early English industrialists in the Industrial Revolu-
tion advertising "labor docile and water plentiful, come put your
plant in our town."

Mr. HOUTHAKKER. Perhaps I may point out the circumstances
are different everywhere. Corn is grown in Iowa and various other
States because Iowa happens to have a climate and a soil perticularly
suitable for the growing of corn. Bananas are grown in the West Indies
and Central America for the same reason. Similarly, different parts
of the country are better equipped to deal with consequences of
pollution. We find for instance if a plant which emits pollutants is
located in the center of a large city there will be far more people ad-
versely affected than if this plant is located in a rural area where the
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population is small and where the wind may be strong, but the situa-
tion is such that the pollutants don't particularly bother anybody.

I would emphasize the Council of Economic Advisers is very much
concerned about pollution and make these suggestions here in order
to help the antipollution effort not to hinder it so that, therefore, if
there are differences among different parts of the country and of the
world in their bid to cope with pollution then it is elementary with
economic efficiency that certain things are carried out in certain places
that cause the least concern. That is the only reason we point to the
fact that overall pollution control may be improved if the regional
location of the industries is adapted to the different circumstances.

Representative REUSS. I have heard you and I continue to be as
appalled as ever. You apparently don't distinguish, the Council does
not distinguish, in its mind between factors of production, whether
the climate is hot or cold, the existence of transportation, skilled
labor, natural resources, which are legitimate factors of industrial
location, and whether a given government can be sufficiently conned
and corrupted into not doing anything about its pollution, and ap-
parently you are all set to give that do-nothing government a com-
petitive advantage over its neighbors.

Don't you think that the citizens of. all the States have an interest
in the condition of a river in State X?

Mr. HOUTHAKKER. Mr. Congressman, we live in a country where
power is decentralized and where citizens have the means of in-
fluencing their local environment as well as the actions of the National
Government.

We have to allow some leeway for the concerns of citizens in every
*part of the country about the extents to Which they want to be either
exposed to pollution or to be able to earn a profitable living, to have
profitable employment. There is a balance and by making this balance
explicit we hope that the overall pollution control effort will be more
effective. If we impose the same standards everywhere irrespective of
location, it is clear that some activities will have to be dropped. Now
these activities may have a secondary or the primary benefits that
may outwveigh, in some cases, the direct pollltion they cause and
therefore, eve feel that an effective pollution effort should recognize
differences in the different environments which exist in different parts
of the country and different parts of the world.

Representative REUSS. Then what you are saying is that I as a
citizen of the Unitedi States have no right to be interested in a river
in a given State if the people of that State, through their legislature,
decide that that river should be degraded because they want to get
business from other States?

Mr. HOUTHAKKER. I am sure you would not deny that the citizens
of every particular area should have some say over their own destiny.
That, I think, is essentially what is involved here.

Representative REUSS. 1 don't deny that but 1 don't see how that
is relevant to the question I asked.

Let me inquire with great specificity: Did the Council of Economic
Advisers secure the written approval of the Council of Environmental
Quality to the policy position which I just read which is contained on
page 122 of your report?

Mr. MCCRACKEN. Let me comment on that. Mr. Reuss, the
succeeding drafts of the Economic Report are circulated to all agencies
who might have any interest in this, and obviously this included the
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Council on Environmental Quality. Certainly it was circulated to
them.
. Representative REUSS. Well, they received a copy of this in their

incoming mail. Do you know whether they read it or reacted to it or
said OK?

Mr. MCCRACKEN. Of course. And we received their copies back.
1 do not, of course, remember the details of comments from various
agencies, but this was certainly circulated to all of them.

Representative REUSS. Well, would you resubmit, Mr. Mc-
Cracken, this section a'ud particularly page 122 to the Council on
Environmental Quality and include at this point in the record their
comment on what is set forth in the report, they either agree with it
or share my feeling that this is an outrageous step backward in
environmental control.

(The following information was subsequently supplied for the.
record:)

The National Environmental Policy Act of 1969 (Public Law 91-190) requires
that recommendations or reports affecting the environment should not be issued
until careful consultations with appropriate environmental agencies are completed
to obtain their comments. The Council of Economic Advisers, following long
historical practice, circulates drafts of chapters of the Economic Report of the
President to all appropriate agemies. Successive versions of chapter 4 of the 1971
Economio Report of the President were submitted to the Council on Environ-
mental Quality and the Environmental Protection Agency, and their comments
and suggestions were carefully considered in preparing the final draft of the section
on "Safeguarding the Environment" in chapter 4.

Mr. MCCRACKEN. It is really because we share the growing concern
about environmental pollution, and we have no reason to think that
it is going to be reversed, that we have to take into account the kind of
procedures that can carry out what we want to achieve in an optimum
way economically. There is an interface between this problem and
economic considerations. It was this aspect of it that we discussed here.

Representative REUSS. Well, if your page 122 remains the ad-
ministration's position I predict every polluter in the land will use it
as a Magna Carta to justify his local pollution, all on grounds of
allocation of production. I guess my time is up.

Chairman P'ROXMIRE. Congressman Widrnall.
Representative Widnall. Thank you, Mr. Chairman.
Mr. McCracken and the other two members, I have read with

interest your testimony. Do you have projections of what would
happen to the rate of inflation and unemployment if the GNP does
not attain the 9 percent growth rate which you predict?

Mr. MCCRACKEN. If gross national product does not attain the
growth rate which we have projected here, one would have to assume
that the major effect is going to be a higher level of unemployment
than would otherwise have occurred.

So far as the difference in terms of the price level is concerned, I
think that would be of a lesser magnitude. Price-making forces move
slowly through the economy, and the difference between the projected
rate of growth and a rate of growth a point or two lower than this
would be less significant for the price level. It would have its major
impact on real output and on employment and to a lesser extent on
the rate of inflation.

Representative WIDNALL. Many of us are concerned about the
ability to estimate $1 trillion figures so exactly that we can predict
up to the accuracy of one-tenth of $1 trillion, to wit, predicted $11.3
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billion deficit for fiscal 1972 and a slim $1.3 billion that.it represents
under the full employment surplus.

Suppose you are wrong this year, as you were last year, in estimating
total revenues, is it not possible we could, in fact, have a full employ-
ment deficit if this projection were off even slightly?

Mr. MCCRACKEN. As Mr. Stein indicated earlier concerning our
ability to forecast the full employment revenues, we probably can do
that somewhat better than we can project actual revenues, at least
there are pretty persuasive reasons for expecting that.

On the general point of not imputing excessive accuracy to figures
that are projections for the period ahead, we strongly agree. Because
these are estimates, we must be very cautious about attaching pinpoint
accuracy to figures. As a matter of fact, even our estimates of business
activity for the period that was just concluded have to be considered
within a certain range or zone of accuracy.

Representative WIDNALL. Of course, we are counting on the pro-
jections that you present to us and to the country and, of course, at
the critical position we are in right now with respect to the economny,
where we are hoping for it to continue to change and go up, it is
highly important that we try to pin it down as closely as possible,
and not go all out in an optimistic way if the facts and figures are not
there.

I just hope that we don't become too optimistic on some of these
things when the full justification still isn't there.

I would like to turn to something else. At the IMF conference at
Copenhagen last autumn the managing director of the IMF, Mr.
Schweitzer, said and I quote:

Until the payments position of the United States is brought into balance it is
important that the U.S. balance of payments deficit should be financed by the
use of U.S. reserve assets to the extent necessary to avoid excessive expansion
of official holdings of dollars by other countries.

In other words, Mr. Schweitzer invited surplus countries to cash in
their excess dollars in return for gold or other U.S. reserve assets.
What has been the effect of this statement?

Mr. MCCRACKEN. I would like to make a general comment on this,
Mlr. Widnall, and then Mr. Houthakker may also have more specific
technical comments to make. Certainly the basic point which Mr.
Schweitzer here makes about the importance of the United States
taking into account its external economic activity and its external
responsibilities in the international financial and trade community is
a very important one, and has been very much in our minds all along.
And, as indicated in 'the Economic Report, we were very conscious
of this.

On the question of what the impact of the speech may have been
on our reserve asset holdings, do you have information on that, Mr.
Houthakker?

Mr. HOUTHAKKER. We have been somewhat mystified by the rea-
sons why Mr. Schweitzer made this particular statement. Whether
countries want to hold their reserves in the form of dollars or in the
form of gold or SDR's is essentially up to them. It is a preference
which they can exercise.

It has been the experience during the last year that countries prefer
to hold dollars, among other things,.because dollars give a good rate
of interest whereas gold earns nothing at all and SDR's earn a very
small amount.
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Therefore, we are ready to pay out gold or SDR's to'those countries
which feel they need them. So far our outflow of gold has been very
small, at least the outflow to other countries. We have paid out some
gold during this year to the International Monetary Fund.

Representative WIDNALL. What was the outflow last month?
Mr. HOUTHAKKER. During the month of January?
Representative WIDNALL. Yes.
Mr. HOUTHAKKER. I am afraid those figures are not yet available.

I cannot tell you, but I believe the amount is very small.
Representative WIDNALL. Is it not unusual that our total reserve

assets should have dropped more than $1 billion from September to
December 1970?

Mr. HOUTHAKKER. I do not think that is an unusual change by any
historical standard. Our reserves do fluctuate considerably, and we
still have very large reserves in various forms.

Representative WIDNALL. Part of that could be attributable to the
statement made by Mr. Schweitzer.

Mr. HOUTHAKKER. It is conceivable but, as I said before, our re-
serves, particularly of gold, have dropped in large part because we
returned to the International Monetary Fund an amount of gold
which we borrowed a long time ago, because we did not feel that this
was a necessary investment, given the high interest costs attached
there to it. We also paid out some gold because the quota in the IMF
Novas increased, and under the existing rules one-fourth of the quota
increase has to be paid in gold, which eve did.

Apart from that, we have not had any major outfloxw of gold. So I do
not have impression that until now Mr. Schweitzer's statement has had
a major impact on the behavior of other countries.

Representative WIDNALL. What was our final balance-of-payments
deficit for 1970?

Mr. HOUTHAKKER. We do not have final figures, but the best esti-
mate we have now is that our official settlements deficit was some-
where between $9.5 and $10 billion.

Chairman PROXMIRE. Between $9.5 and $10 billion?
Mrr. HT-UTHAmxETR. TI bey vour pardon.
Chairman PROXMIRE. Youi said $9.5 and $10 billionY
Mr. HOUTHAKKER. That is right, Senator.
Chairman PROXMIRE. Thank you.
Mr. HOUTHAKKER. And our liquidity deficit is somewhere in the

neighborhood of $4 billion, but new figures are still coming in, and
we wvill not have a more or less final figure until the- middle of March

Representative WIDNALL. Wasn't that balance-of-payments deficit
the largest we have had in years?

Mr. HOUTHAKKER. The official settlements deficit this year is the
the largest we have had. The liquidity deficit, hboNever, is smaller,
considerably smaller, than it was last year, 1969.

Representative WIDNALL. What do you believe would be the future
of SDR's if the United States continued its rather large balance-of-
payments deficits? Would other, especially surplus, countries put
pressure on the IMF membership to slow down drastically the rate of
SDR creation? Would such a move seem logical,would it not?

Mr. HOUTHAKKER. We believe SDR's are necessary because there
is a demand for unconditional reserves, owned reserves, as distinct
from reserves which are owned, which are the liability of another coun-
try, particularly the United States. So we do not believe that the
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desirability of SDRs should be judged primarily by this criterion,
although we recognize that the accumulation of dollar holdings by
other countries is an alternative form of liquidity.

Since this particular form of international liquidity is one whliich
we and other countries do not think should be expanded too much,
we feel that there is a role for SDR's now and in the future. .

Representative WIDNALL. Thank you, Mr. Chairman. Mv time is
up).

Chairman PROXMIRE. Seniator Sparkman.
Senator SPARKMAN. Thank you, Ml. Chairman.
Mr. McCracken, I have followed the statements that have been

made now for some time with reference to the plans for 1971, and I
want to say that my best wishe3 are for 'their accomplishment. But
I do have a hard time feeling hopeful, and you have explained a good
many things to us here.

First, let me ask you this: this is referred to as a full employment
budget. The first thing that puzzled me when I heard that statement
\vas the fact that you were seeking deficit spending in order to stimui-
late the economy, step up production, increase employment, andl t(
achieve, I thought, full employment.

I just could not see how you could do all three of those and hold
down inflation. Maybe I have the answer this morning because, I
believe you say, that you do not expect to have full employment unles.
you count 5 percent unemployment full employment, and that is
not a good definition of fail! employment, is it?

Mr. MCCRACKEN. No, Senator Sparkman.
May I comment on your statement?
Senator SPARKMAN. Oh, yes, I would like you to.
Mr. MCCRACKEN. Certainly 5 percent is not full employment, and

the $1,065 billion for this year is not a full. employment level of
activity.

You have raised a question which, I am sure, is a question in the
minds of many people. Is it possible to have a rate of expansion for
the economy of about 9 percent, year to year, and continue to make
progress on the rate of inflation.

One can never be sure about these things, and a certain modesty
in the estimates of economic activity is in order.

But, let us look at the evidence here. If you go back in the 1950's,
the stability of the price level, which began to fade toward the end of
1965 or early 1966, was really established going back to about the
latter part of 1958.'

The interesting thing is that the price level was continuing to rise
all through the decline in business activity in 1957 until the early or
middle part of 1958. The stabilization of the price level really came
along as the economy was rising very rapidly and, indeed, rising at at
rate something like this year's projection, perhaps a little more.

Moreover, as one looks at the analytical evidence of what seems
to be associated with pricemaking forces in the economy, one of the
factors is what is happening to the unit costs.

There is a time. of course, for restraint, fiscal and monetary restraint,
even though one has to recognize that it will have adverse short-run
effects on output and, therefore, on output per man-hour and, there-
fore, on unit costs. But there does come a time also when the more
rapid expansion of the economy, and the more rapid gains in output
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per man-hour which that makes possible, will start to relieve the
pressures on costs per unit of output. It is for that reason that it is
reasonable to expect that in 1971 the rise in costs per unit of output
should be less than in 1970.

So that whether one looks at history or at the analytical evidence
we think that it is reasonable to expect further progress against infla-
tion even with this rate of expansion. All of us, of course, would like
to have an even more rapid expansion. Five percent, for unemploy-
ment, as you point out, is too high.

On the other hand, if one puts very heavy pressure on the economy,
one is courting a greater risk of reactivating inflationary pressures,
and certainly we do not want that.

Senator SPARKMAN. Then, if I understand correctly, the hope lies
in the possibility of reducing the unit price of the products that will
be made in a stepped up production.

Mr. MCCRACKEN. Unit costs?
Senator SPARKMAN. Unit costs.
Will that be translated to unit price to the buyer?
Mr. MCCRACKEN. The evidence, once again, the analytical evi-

dence, would suggest that it will be.
Senator SPARKMAN. Well, I can see that that would have an impact

on inflation.
By the way, you mentioned the monetary policy, and you referred

to the fact that this is a matter more or less under the control of the
Federal Reserve System, and I agree with you fully that transactions
between you and the Federal Reserve System should be kept private.
But let me ask this question: Has there been collaberation between
your Council and the Federal Reserve Board with reference to this
budget, this program, that is being submitted?

Mr. MCCRACKEN. We are in continuing consultation with the
Federal Reserve on a wide array of subjects, including fiscal and
monetary policy, and international monetary policy.

The consultation has been on a continuing basis. I think it has
been very helpful.

Senator SPARTM NA A nd that w1l.. Aontinue?

Mr. MCCRACKEN. I am sure it will.
Senator SPARKMAN. Mr. McCracken, something was said about the

number of housing starts that we plan to step up. I think we are
going to have a greatly improved situation in the housing field. How
many starts did we have in 1970; is that figure available yet?

Mr. MCCRACKEN. Yes, it is.
I think the figure was 1,450,000.
Senator SPARKMAN. Yes. What do you anticipate for 1971?
Mr. MCCRACKEN. It is 1,429,000, apparently. Total private housing

starts were 1,429,000.
Senator SPARKMAN. That is 1970?
Mr. MCCRACKEN. That was 1970.
Senator SPARKMAN. What is your prediction for 1971?
Mr. MCCRACKEN. I think Secretary Romney indicated last month

he thought we could look toward, say, 1,800,000; he thought 2 million
was a possibility. I think 2 million housing starts is a reasonable pros-
pect if we need the housing.

It does underline the urgency, of course, of our starting to have a
somewhat more favorable price-cost performance in the industry.
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Mortgage funds are becoming more readily available, and that has
been an encouraging development.

Senator SPARKMAN. Well, with reference to cost-price, the cost-price
situation, one of the members earlier asked you a question, if it was
not true that the administration was adopting a more activist policy
in that field. That is true, and I notice in your statement you say
that whatever needs to be done, the administration is going to do it.

I remember 2 years ago just about this time when you first appeared
before us, as I recall, you announced it, and I am sure the Secretary
of the Treasury announced it, and others who met with the committee,
that we were not going to have guidelines and yet you were not going
to engage in jawboning.

I remember fussing with you a good bit about that, and with all of
the others, saying that you needed guidelines, and that you needed

.to do some of this thing that you called jawboning. I prefer to call it
moral suasion, and I am thinking, for instance, right now of the Gen-
eral Motors settlement. As I recall, the President criticized that settle-
ment, said it was inflationary, and yet what was done before the
negotiations got underway? No guidelines have been suggested, they
are not sponsored or suggested for their guidance, and I assume no
interest-I won't say no interest, but no active participation taken in
the course of the negotiations to try to keep them in line.

I am pleased to say that of late apparently there has been a good
bid of jawboning, and I still think that it would be a good policy for
the Government to have guidelines suggesting levels within which
price-wage contracts would be made, and to use its great, its enormous,
power of moral suasion during the negotiation and in connection with
the final settlement.

Would you comment on that?
Mr. MCCRACKEN. Yes; I would be glad to, Senator Sparkman.
The absence of formal guidelines really goes back to about 1966,

when airline mechanics strike was finally settled for substantially
beyond the guidelines which had been promulgated to that point and,
I believe I am correct, in the next Economic Report no numerical
guidelines were suggested.

The most recent experience with guidelines, with an explicit guide-
line, has been that of our friends to the north in Canada. A guideline of
6 percent was laid down by the Income and Prices Commission there.
The actual wage settlements in Canada have been roughly in line with
those in the United States; in fact, they may have been slightly
higher.

I have given a great deal of thought to this. As I look at the exper-
ience I find it difficult to see either the role that a numerical guideline
can play in this kind of a situation or the effectiveness of it in cases
where, including recent cases, it has been tried.

At the same time, I think it is also fair to say that the tempo of our
activity, of our concern, about hastening adjustments in the economy
that will enable us to move forward in a more expansionist way,
without reactivating a rising rate of inflation, is something that all
of us would support.

As we said in our statement and in the Economic Report, we want
to do all that we can in an effective way.

Senator SPARKMAN. My time is up. Thank you very much.
Chairman PROXMIRE. Senator Miller.
Senator MILLER. Thank you, Mr. Chairman.
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First, I would like to make this observation. The suggestion has
been made that possibly some of the estimates of the Council of Eco-
nomic Advisers were motivated by political considerations.

I note in some of the estimates of the economists from the private
sector, an estimate by Robert Turner of Indiana University of $1,070
billion, which is in excess of what the Council estimated. Mr. Turner
is a former member of the Council of Economic Advisers under
former President Truman.

I suppose that Gardner Ackley's estimate of only $1,042 billion
might be politically motivated simply because he was a member of
the Council under a Democratic administration.

But I would say, my reaction would be, that the Council has
probably bent over backwards to avoid being political on this. I
would suggest that sinde we are professionals, and you have a great
amount of professional pride, particularly in the Council of Economic
Advisers, that to preserve the credibility and enhance the credibility
of the Council you probably have been sorely tempted to have under-
estimated, to be on the safe side; is that so?

Mr. MCCRACKEN. If the projection to be put forward were merely
another one of the many guesses about something, in this case a level
of GNP, then there might have been a temptation to have a figure
that is well within the range that everyone else is talking about.

We see these projections in a quite different light. We see them as
a part of a package of economic policies. You cannot manage economic
policies until you know what you are trying to achieve.

Capsulating these objectives in quantitative. terms has certain
hazards because, in all probability, as we see over the last 10 years,
what finally happens will be a little different from the projections.
Nonetheless, it does add a specificity to our objectives which is worth-
while. We thought in this economy, having already last year incubated
a good deal of disinflation which has not yet hatched out, it was
important for us to set as a guide for policy a fairly ambitious target
which could be obtained without seriously reactivating inflation.

Senator MILLER. Would it be correct to say in making these esti-
mates that the Council made certain assumptions such as that the
international picture would remain relatively the same as it is, that the
domestic scene would remain relatively stable and tranquil?

TMr. MCCRACKEN. Yes.
Senator MILLER. All right.
Now, if that is so, and then there is an international development of

major consequences, for example, suppose the Common M/larket should
decide to violate the GATT rules as a result of which there would be a
serious impact on our exports or on the domestic scene, that there
would be a rather long and costly strike in the steel industry or in
some other area of major consequence, I would gain from what you
said then that all bets are off and that the estimates are going
to naturally be less in their results than you had expected.

Mr. MCCRACKEN. Yes. Those contingencies, of course, are not
embedded in these figures.

Senator MILLER. And then if the Congress does not stay within the
President's spending budget and decides to exceed it substantially,
all bets are off, too; is that not so?

Mr. MCCRACKEN. Yes, that would alter the figures, too.
Senator MILLER. Now, Mr. McCracken, there was quite a stir

raised in some quarters by the President's statement on television
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recently that he was a Keynesian, and there has been the suggestion
made that if that is so then, perhaps, he was influenced in this respect
by you or the Council as a whole.

I would like to read from the hearings of this committee on the
1967 Economic Report of the President:

Senator SYMINQTON. One final question: everybody today is a Keynesian. Somestress structural employment, some public works expenditures, some loweringtaxes, but the basic theory of Keynes, was it not, was in times of prosperity toincrease taxes and reduce Government expenditures, and in times of nonprosperity,
vice versa. We are not pursuing that policy, are we?

Mr. MARTIN. We have failed to compensate. We have been relying too much,
in my judgment, on deficit financing without ever having a surplus. I think that
you have got to have a balance. We should use deficit financing under certain
circumstances, but if deficit financing becomes permanent then I think it is just
a matter of time before you do undermine your currency.

Senator SYMINGTON. These disciples of Keynes perhaps haven't read everything
he wrote on the subject of the importance of the integrity of the dollar. Many
years ago he said, "Lenin was certainly right. There is no subtler nor surer means
of overturning the existing basis of society than to debauch the currency. The
process engages all the hidden forces of economic law-on the side of destruction
and does it in a manner which not one man in a million is able to diagnose."

Would you agree?
Mr. MARTIN. I would indeed, and I would like to inject here, in a recent talk I

made in London I had the privilege of knowing Lord Keynes and I had several
long discussions with him. Before the end of the war he was convinced that the
main problem of the post-war world was going to be unemployment. Later when
I sat at the Bretton Woods meeting at Savannah with him I had a 2-hour con-
versation with him in which he explained to me that his views had completely
changed and he was convinced that the problem of the post-war world was going
to be dealing with inflation. He recognized that inflationary surges would bring
inevitable adjustment from time to time, putting two and three people out of
work when otherwise only one person would have been unemployed.

NoW, insofar as the Keynesian theory is concerned with respect to
debauchery of the currency and inflation, would you say that the
Council subscribes to that?

Mr. MCCRACKEN. We certainly have been dteeply committed to
the importance of maintaining the value of the currency, and we
continue to be.

Senator MILLER. Well, (1o you subscribe to what has been set
forth in that interchange between former Federal Reserve Board
Chairman Martin and Senator Symingtoii as to Keynes views on
this subject, on these points.

Mr. MCCRACKEN. Keynes' position on these policy issues was ap-
parenltly flexible. as. was indicated by the shift in his position here.

Senator MILLER. I am talking about his final position.
Mr. MCCRACKEN. Final position, yes. The basic thing we are

trying to get at in this concept of the full employment balance in the
budget is precisely to try to reconcile two things in fiscal policy.

When Keynes first came along back in the 1930's-his major book
wvas published in 1936-the problem with compensatory fiscal p olicy
was that it addressed itself to the problem of economic instability.
But we found we then had lost something which was very important,
the always balanced budgeL; namely, the concept of fiscal discipline.

On the othei hand, if we had tiied always to balance the budget it
could have produced short-run perverse changes. No one knows what
Keynes would say if hee were here, but I would hazard a guess that he
W ould be able to look fairly realistically at the world we have now.

Senator MILLER. Well, we know that his last position was feat of
inflation.
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Mr. MCCRACKEN. Right.
Senator MILLER. And when we realize that compared to a 1939

dollar worth 100 cents, our dollar is worth about 35 cents today, I
presume that he would be concerned about it, and I suggest the Coun-
cil must be very concerned about it, too.

Mr. MCCRACKEN. Very much so.
Senator MILLER. I would just like to ask one further question, and

that is, in your projections and in this full employment budget theory,
I recognize the logic of the theory, the logic is powerful, and I also
recognize, that there is quit e a difference in inflationary impact between
deficit spending under a full employment, in a full employment,
economy and deficit spending in an underemployment economy. But
I am concerned about two things:

No. 1, what it would look like if we took 1971, as it is going now,
and said this is a full employment budget picture, and yet we do not
have results or probably w-on'i have results for fiscal 1971 that would
have been forecast; and No. 2, the softness in these statistics and
figures on the basis of which you make your estimates. You will recall,
Mr. McCracken, last Decembcx I asked you about this article in the
local press indicating that because of inadequate reporting iequire-
ments from corporations we might b6 $10 billion low in our estimate
of GNP on that one area alone.

Now, you cannot make sound estimates without sound figures and
sound statistics. I think you have come pretty close to this. A $1.5
billion difference in GNP estimate sounds pretty good, but that could
be off because of your statistics. Would you care to comment?

M,\r. MCCRACKEN. Yes.
Senator MILLER. Pardon me, I am referring to the Washington

Post article which was carried in the December 15th issue, "GNP
Estimate Possibly Distorted by Data Lack."

I am sure you saw that.
Mr. MCCRACKEN. Yes, I do remember that story-.
Certainly the problems of information are one of the major vexations

for all of us in forming economic policy. It is no criticism of the people,
of course. but it is true that w7e have had several instaices of this
during the 2 years I have been here.

We have had two major revisions in the money supplk which gave
a somewhat different picture from the track that we thought we were
on, and there have been other revisions of the figures which have
altered the appearance of the econioiiy. For this reason the Council
has supported efforts to try to tighten up our estimating procedures
so that we are not subjected to this uncertainty as to where we have
been, let alone where we are going.

Certainly these are going to continue to be problems. The one thing
we are going to have to emphasize as we move ahead is, in view of
the uncertainty of these figures, to try to give ourselves the benefit
of the doubt in the management of the budget and fiscal policy.

I think you have touched on something that is very important.
Chairman PROXMIRE. Senator Humphrey.
Senator HUMPHREY. Mr. Chairman, it is generally agreed that

Democrats are the most optimistic of humans, particularly in the
political arena. I have been accused of congenital optimism myself.

But I want to say I take second best to your statement this morning.
Of course, that is not unusual for me, I have been second best in a
number of things. [Laughter.]

59-591-71-pt. 1-3
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* I am, like Senator Sparkman, hopeful that everything you say here
will turn out to be just like you say, only a little better.

I was not here a year ago, through the will of the electorate, and
the facts in the Constitution, but I recall reading the projection that
for the fiscal 1971 budget there would be a surplus of a little over
$1 billion. Then in May a revision converted that to a deficit of over
$3 billion. Now, I believe, the deficit has climbed to around $17 or
$18 billion.

I merely point out that as we now judge the prescription of the
doctors, I think we must also know a bit about the record of cure and
rehabilitation.

I had read this statement with considerable interest. We clearly do
not have time to review it in detail. But one part is very intriguing. It
says here, "This budget, with a complementary monetary policy, will
yield the desired $1,065 billion GNP in 1971."

And then you define what we mean by a complementary monetary
policy, and then you say, "We do not propose to discuss just what
monetary policy is adequate for that purpose."

But then you proceed to discuss exactly what you believe to be
adequate.for.that purpose. You say that "determination of monetary
policy is the function of the Federal Reserve, operating under the
guidance of Congress." May I say, that is a new revelation to me. The
Federal Reserve has not been doing much consulting with Congress
over the past.50 or 60 years, though the administration has continuous
consultations.

Then you say, "Over the postwar period the amount of money people
have wanted to hold relative to their incomes has declined, and from
1952 to 1970 the annual rate of increase of GNP has been about three
percentage points higher on the average than the annual increase in
the money stock."

Discussing monetary policy now, "If this relationship continued,"
and I remind you, you said you did not propose to discuss just what
monetary policy would be adequate for that purpose, you say, "If this
relationship continued, a 6 -percent increase of the money stock between
1970 and 1971 would produce the desired 9-percent increase of GNP,"
the 9 percent you say is essential to achieve a GNP of $1,065 billion.

You discuss what has happened in recent years relative to the money
supply. I call your attention now to this, "From 1967 to 1969 the
annual rate of increase in GNP was 1.8 percentage points a year more
than the money stock. On this basis an increase of 7.2 percent of the
money, of course, would be needed to provide an increase of 9 percent
in the GNP between 1970 and 1971."

Well now, you just said that 6 percent would be adequate, viewing
the history of the 1952-70 period. Then you point out that it will take
7.2 percent. Then you say, before the committee, and here is the kicker,
"Clearly, we do not know precisely what monetary policy in 1971
would yield a GNP of $1,065 billion."

Mr. McCracken, am I correct in stating that until about the last
6 months the Federal Reserve was increasing the money supply at
about a 6-percent annual rate?

Mr. MCCRACKEN. Yes, that is correct.
Senator HUMPHREY. What actually was the rate of increase in the

last 6 months? What is the money supply rate of increase?
Mr. MCCRACKEN. It was a little less toward the end of the year.
Senator HUMPHREY. About 3.8 percent?



Mr. MCCRACKEN. That sounds reasonable.
Senator HUMPHREY. Well you say, according to your figures, it

took 7.2 percent from 1967 to 1969 to achieve an increase of 9 percent
in GNP. But your projections for the coming year plus a present
rate increase of 3.8 percent, plus your outline here of the comple-
mentary relationship between an expansionist budget and monetary
policy seem inherently contradictory. And then to compound the
confusion you say you really do not know what the monetery policy
is or what it is going to be. Mr. McCracken, what kind of medicine
is this?

I mean, what are we to presume?
Mr. MCCRACKEN. Senator Humphrey, let me comment on this.
First of all, what is the point of any allusion to monetary policyhere beyond simply a general statement that monetary policy

will undoubtedly have something to do with the way the economy
works out? The basic point is this: The budget that was put forward
is not a budget which attempts to do everything through fiscalpolicy, but that this budget, together with a complementary monetary
policy can reasonably be expected to lead to our objectives.

Having said that, we did have some obligation to raise the questionat least as to whether we were just using a phrase, complementary
monetary policy, which really would have implied something that
was substantially outside the boundaries of experience. It is for that
reason that we went through this arithmetic.

The fact of the matter is that different analytical models withessentially comparable technical validity will give somewhat different
answers. It is just a fact of life. There is no absolutely precise andmechanically fixed relationship between monetary policy or an
increase in the money supply and the subsequent course of the
economy.

What we did want to do, however, was to indicate that the phrase
"complementary monetary policy" on the basis of this kind of evi-
dence was well within the boundaries of experience.

We do not manage monetary policy. We recognize that monetary
avery comiplx thing, as is true of other instruments ofpolicy, but that at least as we are talking about it here, it is something

reasonably within experience.
Senator HUMPHREY. Mr. McCracken, if I may just conclude onthis point. It is a fact, is it not, that your expansionary budget, yourfull employment budget, as we call it now, requires a monetary .policy

fostering a percentage increase in the money supply.
Mr. MCCRACKEN. Yes.
Senator HUMPHREY. You said here that it was, and I quote, "We

do think it useful here to indicate that there is a feasible monetary
policy which would yield a target for your GNP in 1971." Then you
describe it, and how do you describe it? You say "a 6-percent increaseof the money stock between 1970 and 1971 would produce the desired
9-percent increase in GNP." You proceed through a few more sentences
and then say, "On the basis of an increase of 7.2 percent of moneyit would be needed to provide an increase of 9 percent in the GNP."
Then we find we have had a 6-percent increase plus a very heavy
deficit. We also note that the increase rate of the money supply isless than 4 percent at the present time. It seems to me that there is aconglomeration of figures here which is not only confusing to thelayman, but not very reassuring to the expert.
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If you say that it takes 6 percent for a feasible money supply to
bring you up to your projected 9 percent growth of GNP in one page
and then you point out from the experience of 1967 to 1969 it would
take 7.2 percent and then you frankly say, "Clearly we don't even
know what precisely the monetary policy is of 1971 would yield the
desired GNP." And you end up finding out right now you have less
than a 4 percent money supply increase. I ask you, what kind of reas-
suring evidence is this that you over here? The fiscal-monetary mix
that will produce the results you project-which are not too bright
anyway, including a 5 percent rate of unemployment. I really believe
this is the Achilles' heel of your whole argument.

The rest of it is based upon very neatly constructed assumptions.
The fact is that your evidence reveals that with less than a 6 percent
money supply you are not going to get anyplace, and the fact of the
matter is you say so. But then you say you need a 7.2 percent money
supply increase on the basis of the evidence from 1967 to '1969, and
now we look at the solid facts and find out Mr. Federal Reserve
actually is giving us less than 4 percent.

What assurance do you have, Mr. McCracken, that the Federal
Reserve is going to come up with a 7-percent increase? What assur-
ance do you have even that they would maintain it at 6 percent? Very
frankly, may I ask what is the money supply-what is the policy that
you need? Would you resolve your dilemmas here more precisely? "We
do not know precisely what monetary policy in 1971 would yield this
GNP."

I say we a-re presently at four and you say, "Well, frankly, gentle-
men, we don't know." Well, now, if you don't know how in the world
can we have a budget or an Economic Repoit here that makes any
sense?

Mr. MCCRACKEN. There is a key word in that, Senatoi: We do not
know precisely. What we tried to do in this statement was in effect
to raise this question: What does the evidence suggest about the rate
of monetary expansion that would be consistent with a $1,065 billion
track.

We looked at this in different ways. We looked at some monetary
mathematical models and we looked at the experience of the relation-
ship between the money supply and the level of business activity
allowing, by the way, for a rather significant lag between changes in
the money supply and the visible effect of those changes in the
economy.

The point of this arithmetic was this: That there are credible analyt-
ical models that would suggest you can get the $1,065 billion-a 9 per-
cent GNP growth-with a rate of increase in the money supply as
low as 6 peicent. There are others that would .suggest a somewhat
higher rate. I am not acquainted with any analytical model which
would suggest that on a going basis you can have a 9 percent growth
of GNP with a 4 percent growth in the money supply.

Senator HUMPHREY. What is the rate vou think you need, Mr.
McCracken, in light of your budget? If not precise, what is an edu-
cated, carefully thought out percentage figure in money supply?

Mr. MCCRACKEN. I would want to respond to that in terms of a
range because the fact of the matter is we cannot pinpoint it that
precisely, but I would say that any sustained shortfall from the 6 per-
cent would strike me as courting a risk of not making our economic
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objectives because I don't know of any analytical evidence which
would support anything less that that.

Senator HUMPHREY. Thank you.
Chairman PROXMIRE. Before I yield to Senator Javits, let me say

to Senator Humphrey that his interrogation I think has been tre-
mendously important and especially to the functioning of this com-
mittee.

Mr. McCracken is absolutely right, of course, in his statement that
the Federal Reserve Board is independent of the Executive but it is
under the Congress, it is under our supervision. We are having Arthur.
Burns, the Chairman of the Federal Reserve Board, before us on
February 19, Friday, and I hope very much you can be here at that
time, and this is an indication of how useful this committee can be
in trying to get some kind of coordination and coherence in our
economic policies, because the administrative branch and the Congress
have control, of course, over fiscal policy. It is up to us to exeit some
real influence on monetary policy, something we haven't done ade-
quately in the past.

Representative REUss. Mr. Chairman, may I make a unanimous
consent request that I and other members be permitted at the end of
their colloquies with the witnesses to propound additional written
questions so that the Council may answer them, when they correct
their transcript for the record.

Chairman PROXMIRE. Yes. Without objection, and I ask Mr.
McCracken to respond to those questions when he corrects his tran-
script for the record.

Mr. McCRACKEN. We will be glad to do that.
Chairman PROXMIRE. Senator Javits.
Senator JAVITS. Mr. Chairman, I thank you very much.
Mr. McCracken, don't you think that we ought to have the oppor-

tunity from you to do something which the administration may not
be willing to recommend but which we may think is absolutely essen-
tial? If we don't agree with your optimistic forecasts, shouldn't we be
equipped with your best expertise as to how we ought to proceed if we
believe that the forecasts prospectively which you make of unemiploy-
ment and inflation are too optimistic?

Mr. MCCRACKEN. We, of course, feel that these estimates are the
best estimates that we can make now of what the policy ought to be
and what will be attained, but, of course, we always stand ready to
consult on any aspect of this problem.

Senator JAVITS. Now, this whole thing, all your forecasts, can go
overboard can't they, if you have inflationary settlements in respect
of steel and other industries which must be reflected in price?

Mr. MCCRACKEN. The wage-cost aspect of the problem has been
one of the very difficult areas to try to make progress. Certainly if we
could start to see some evidence that our rates of increase in compensa-
tion are beginning to come into line better this would be enormously
reassuring in looking at our inflationary problem in the period ahead.
I do regard this as the most difficult aspect of the problem.

Senator JAVITS. Do you consider, do you wvish us to accept, the
way in which you now practice inflation alerts as they relate to wages
and prices to be adequate in order to keep the situation on the basis
upon which you base your suppositions? Let me see if I can phrase the
question better: If we just go along with what you have got in the way
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of inflation alerts, do you represent to us that that is enough to keep
wages and prices in line to the extent that you expect them to be kept
in line these forecasts?

Mr. MCCRACKEN. The door must always be kept open for new
and different ways to deal with economic problems. Over the last
year, several steps have been taken which were new. For example, the
President last month called in representatives of the construction in-
dustry to discuss the very difficult problem that we face in that in-
dustry and asked them to come back within a month to make sug-
gestions as to how to get hold of this. Here is an action in a very diffi-
cult area of the economy which we have taken very recently.

We have taken certain other actions. The inflation alerts are one of
several ways to try to get at this problem.
- Senator JAVITS. Do you feel that the 6-percent increase in steel
and/or, pick either one, the increase in wage rates from the automo-
bile industry, are consistent with a policy which will sustain your
estimates?

Mr. MCCRACKEN. I would certainly hope for something better.
I would not want to venture an opinion on a specific price or wage
situation here as to what would be appropriate or adequate; but I
would hope for something better, and we are going to have to be mak-
ing progress in this area if we finally break out in the open with a more
stable cost-price level.

Senator JAVITS. Do you know of any other single item that is more
likely to spoil your estimates than wage and price increases?

Mr. MCCRACKEN. I think that is very high on the list.
Senator JAVITS. Very high on the agenda.
Under those circumstances, and with the experience it has had, why

doesn't the administration reconimeend a wage-price board-or some
other more effective machinery to hold the lid on wages and prices?

Mr. MCCRACKEN. There are several ways of trying to get at this
problem. The action that was taken in construction was reasonably
well tailored to the nature of the problem here.

So far as a general outside wage-price board is concerned, this has
been suggested. It has certain advantages. One does have to say that
the evidence of experience in other countries is not reassuring, par-
ticularly when it comes to the wage side as indicated by what hap-
pened, of course, in Canada last year.

But I would want to say that we remain open-minded. I can see no
reason to think that the rising tempo of activity in this area by the
administration will necessarily stop.

Senator JAVITS. So, Mr. McCracken, you would not necessarily
exclude the need for some form of stricter regulation, perhaps a wage-
price board even in this very year, in dealing with wages and prices?
o Mr. MCCRACKEN. I would certainly not exclude other possible ways

of trying to get at this problem than the ones that are being used at the
present time, and that would include this one.

Senator JAVITS. Well, there is a widespread feeling that the admin-
istration, because of the views of the President, will simply not ask for
a wage-price board or other tighter controls because the administration
just doesn't believe in it. Now, is there anything in the administration's
doctrine or philosophic beliefs that you know of that would prevent it
from seeking that or a more stringent remedy directly to wages and
prices than it has yet sought?
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Mr.. MCCRACKEN. I suppose the administration's basic orientation
has been one of a concern about maintaining the vitality and viability
of our free economy, and that is a concern which must always be
thought through very carefully in a specific action. Of course, ul-
timately what decisions are made here would be the decision of the
President himself.

Senator JAVITS. I have just time for one other question, Mr.
McCracken. Would you tell us what legislation you think we need to
pass, as, for example, a manpower training public service employment
bill which is on my mind very strongly because of the veto, ori some
other measure or measures, which would be of the greatest assistance in
carrying out these policies and making good these forecasts on un-
employment and inflation.

Mr. MCCRACKEN. I would not have any comments in terms of
specific legislation at this time. But certainly action which can improve
the operation of the labor market so that jobs and people can get
together more easily would have to be on this list, and other types of
actions which might have some effect on market forces that are deter-
mining costs and prices would also be on that list.

Senator JAVITS. Would that include the antitrust laws either in
their enforcement or their revision?

Mr. MCCRA CKEN. Certainly the antitrust laws -and any legislation
concerned with that sort of agglomeration of power would be on that
list.

Senator JAVITS. I thank the chairman very much.
Chairman PROXMIRE. Congressman Brown.
Representative BROWN. Mr. McCracken, in this business of predict-

ing the economy and reacting to it and trying to take action to stimu-
late it or restrict it, it seems to me that there is always a timelag from
policy to result. I notice for instance with reference to jawboning or
moral suasion, as it has been called this morning, we had Mr. Califano
*of the Johnson administration before us the other day, and he said
there was a certain point before that administration where they just
simply abandoned jawboning based on the 3.2-percent-increase guide-

lins bcaue toseguielieshad bLeen exceeded' by Uhat was Uhapert-

ing within the economy, inflation, and it was pointless after that to
undertake jawboning on a basis certainlv of 3.2 because time had
passed that moment by.

President Nixon has been reluctant to take up jawboning and I
assume or do 1 assume properly that the reason for that was that the
situation when he came into office was pretty much out of control.
Nobody knew quite where he was going to be headed.

Now, that we seem to be having some yielding of the price struc-
ture or the inflationary pressures, do I sense properly that he is going
to undertake this jawboning with some more vigor? Is that the thrust
of your remark?

Mr. MCCRACKEN. Certainly, the activity of the administration
-concerned with developments in specific market problems has acceler-
rated in the last year. The climate and the conditions have changed.
When the economy is splitting at the seams, as it was with long
inflation, it was unrealistic to expect that much could be done.

Representative BROWN. In other words, the psychological factors,
plus all the economic factors, were working in the other direction,
weren't they?
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Mr. MCCRACKEN. Both were working in the other direction.
Representative BROWN. Well now, if we follow this assumption

that in economics just as in humor or politics timing is everything, let

me go back to the question raised by Senator Humphrey with refer-
ence to the monetary policy, is there a time when that policy should
begin to turn? In other words, how long do you continue expansionary
monetary policy in the interests of trying to balance out this very

difficult position of stimulating the economy so that we can cut down
on the unemployment, and not stimulate it so much that we start
setting prices soaring again?

Mr. MCCRACKEN. You are touching there, Mr. Brown, on some-

thing that is extremely important; namely, the timelag between the

change in policy and the effect that we see in the economy from those
changes.

I think failure to recognize this has probably been, over the history
of fiscal and monetary policy, one of our major problems. Changes in
policy can come too late. There is a tendency to want to see in the
economy what we are after before policies change, but, of course,
that leaves you with the effect of the old policies for quite awhile.
The return to the zone of reasonable full employment is ahead of us,
so we don't want to slow the growth rate prematurely or to overshoot.

Similarly, in the period of restraint, the question had inevitably to
be raised about how long one could pursue policies of restraint before
it was appropriate to relax. The one certain thing was that the time
to relax would probably be before it looked as if the time had come.

Representative BROWN. Now, with reference to the monetary
policy and your ambition to achieve a 9 percent growth in gross
national product, a 4.5 percent increase in prices or 4.5 percent
inflationary increase, would that indicate that sometime during that
growth period, as I gathered, the monetary policy should be, mon-
etary expansion policy should be, slowed?

Mr. MCCRACKEN. Sometime down the way the rate of monetary
expansion would have to be slowed because we must try to effect
this reentry into the zone of full employment rather carefully or we
will do what we did last time. We will collide with the economy's
productive potential and jar loose our price-cost situtation.

Representative BROWN. To go off to another generalized area, let
me just ask you what are the major steps that would be expansionist,
that the Government could take and that you could recommend at
this time? Are there any expansionist steps which have not -been
taken which would serve to stimulate our economy? I have in mind,
for instance, the fiscal deficit. You have indicated there is a fairly
close formula, the full employment budget that you are following in
that regard. In monetary expansion you pursue the idea that that
is somewhere between 6 percent and 7.2 percent monetary expansion

on an annual basis, and in your comments you indicated that what is

a historical factor' was a current fact that we are also having now a
tax reduction which puts more money into the hands of consumers.
One of the things that Congress unfortunately didn't get around to
last year was the social security increase which would have been

expansionist. Are there any other steps which you would recommend
in the expansionary area which either the administration ought to
take or the Congress ought to take which we are not taking?

Mr. MCCRACKEN. I think the basic program which has been put

forward, which is given expression in the $229-billion budget, to-
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gether with a complementary monetary policy, as discussed here,
does give promise of realizing this target.

Representative BROWN. Those are the major steps, the tax re-
ductions and the social security, I assume, and the other two would
be minor steps. Are there any others that you can suggest that would
be major or minor?

Mr. MCCRACKEN. The one beyond that I suppose would be hous-
ing. But I want to say the program as it is laid out now is all that I
would be prepared to support now. We will naturally have to watch
this as we go along and we will have to adjust our policies as new
evidence comes in.

Representative BROWN. Now, restrictive steps are being taken with
reference to inflation, and apparently an increase in jawboning on
price and wages increases, and the expansion of imports, the lifting
of some quotas is under consideration, is that right?

Mr. MCCRACKEN. The question of voluntary restraint program
in steel is one that has been in the news recently. These are some of
the specific steps and, as we indicate here, where effective action can
be taken we wvill certainly want to take them.

I think very few things would contribute more to realizing these
targets than growing confidence in the price level.

Representative BROWN. All right. Now that is the other thing I
want to go to. It seems to me we spent very little time this morning
just discussing what may be a very important factor in this whole
picture, both ways, both with reference to inflation and with refer-
ence to the stimulation of business. And that is the matter of confidence,
the psychology of inflation, the psychology of not investing in capital
goods, or not developing business expansion plans. Quickly, if you can
respond to this, how important is consumer confidence, how do we
establish it both for the benefit of the economy in these areas of
inflation and business expansion, jobs; and what is your future assess-
ment of it?

Mr. MCCRACKEN. First, I consider that changes in consumer
sentiment or confidence are important in determining consumer de-
mand. For some years I had a slight association with the survey
research center at the University of Michigan, and there is a good
deal of empirical evidence that consumer spending is responsive to
these changes.

When we come to the question of what are the influences which
bear on consumer sentiment we are a little more in the area of con-
jecture. We can measure changes in sentiment, but it is not quite so
easy to try to identify the forces which determine these changes. But
one of the factors, at least historically, that has had debilitating effect
on consumer confidence has been uneasiness about the price level. In
other words, growing concern about inflation does not lead people to
spend more. This conclusion may seem strange, but'it tends to reduce
their inclination to buy. This is not so irrational as it sounds because
the explanation seems to be that the most important items, the big
items require borrowing, and people don't want to commit themselves
for future payment.

The most important thing is, through basic policies, to start getting
the economy moving up and as people start to have a little more con-
fidence in the basic job situation, the unemployment rate starts to
edge downward instead of edging upward, these things can make
their contribution.
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Representative BROWN. Perhaps optimism by the Council of Eco-
nomic Advisers might be beneficial. Thank you, Mr. Chairman.

Chairman PROXMIRE. Mr. McCracken, it is past 11 o'clock now so
I think we can discuss the fact that we are told that the unemployment
rate last month in January was 6 percent. We are now told at the
same time that the unemployment rate has been revised to a 6.2
percent level in December.

Now, it is my understanding that the 6.2 percent should be further
corrected to allow for the impact of the GM strike. One newspaper
reported that the estimate of the administration on the effect of the
GM.strike on unemployment was about four-tenths of a percent. If
this is correct, I mean if you correct that 6.2, that absent the GM
strike you would have had about a 5.8 percent unemployment in
December, and a 6-percent unemployment in January, unemploy-
ment is high still at 6 percent, perhaps it is rising if we have a full
analysis of what has happened. What would your view be of this?

Mr. MCCRACKEN. The trends in the unemployment picture are very
complex at the present time. The unemployment rate, as you have
indicated, declined from a revised figure of 6.2 percent in December
to 6.0 percent in January. On the other hand, if you look at the unem-
ployment rate based on unemployment compensation data you will
find that figure dropped in December and it dropped again in January.
This is not a drop which seems to be explained by such things as
you are talking about.

We do have to bear in mind that it is not unusual for the unemplov-
ment rate to reach its apex somewhat after business activity itself
starts to rise because in the early stages you get very heavy gains in
productivity and, consequently, you get gains in the economy which
are not paralleled by a corresponding rise in employment.

Chairman PROXMIRE. Let me-
Mr. MCCRACKEN. May I make one further comment.
Chairman PROXMIRE. Yes, please.
Mr. MCCRACKEN. We estimated, I think this was for November,

that as much as a half percentage point of the unemployment rate
at that time might be the GM strike.

Chairman PROXMIRE. How much in December?
Mr. MCCRACKEN. I simply don't have that figure. It would be less.
Chairman PROXMIRE. Would it be fair overall to assume then that

unemployment is about the same, absent the GM strike in January
as it was in December seasonally corrected? Of course it's gone up
by 780,000 people more out of woik, as you know.

Mr. MCCRACKEN. It would look as if that figure was essentially
unchanged now. The decline in unemployment compensation rate
would be lower.

Chairman PROXMIRE. There has been some reference again, I
don't want to labor this point because we have discussed it, but I
want to go back to the point that you seem to be all alone and all
out of step with the other economists who have been estimating what
is going to be happening~to the economy. I have 31, Senator Miller
picked up Robert Tuiner of Indiana who estimated $1,070 billion,
but he estimated a lower real growth and a higher inflation. Nobody
comes to the growth that you estimated. He estimated a growth of
only 4.3 percent, so once again you seem to be really out by yourself,
everybody is out of step except the Council, it would seem, and I just
feel that you are taking the attitude that was taken by Mr. Pangloss
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as you will recall in Voltaire's Candide when no matter what hap-
pened, you might say, no matter how bad unemployment is or infla-
tion is but you say it is all for the best in the best of all possible worlds.
It is hard for me to accept this notion that you can come up with an
estimate which does serve the political interests' of the administration
and, at the same time, does seem to be so far out of keeping with
what other economists have estimated.

Mr. MCCRACKEN. In the first place, the $1,065 billion constitutes
what, in our judgment, ought to be the target toward which fiscal
and monetary policies ought to be managed.

Chairman PROXMIRE. As a target it is one thing'but I understand
you think this is an expectation.

Mr. MCCRACKEN. If we manage our fiscal and monetary policies
well we have a reasonable expectation of getting it.

Chairman PROXMIRE. In your response to Mr. Brown, you indi-
cated that you thought that there were elements in this budget which
were particularly expansionary. What concerns me is that. it repre-
sents an increase of about $17 billion in expenditures. Of those $17
billion, which is about an 8-percent increase, 5 percent is accounted
for by inflation, only about 3 percent by growth in real terms, and yet
you expect this' to have the kind of stimulating effect you have
described. How do you justify it?

Mr. MCCRACKEN. I would justify that on the grounds that when you
take an account of the 8-percent thrust on the expenditure side and
about another percentage point on the revenue side that fiscal policy is
moving in step with the 9-percent growth in the total economy that
we want, ali(l that we have laid out as the objective for policy.

Chairman PROXMIRE. But the actual stimulation in real teims,
Ieally corrected for inflation, is only about a 3-percent stimulation.

Mr. MCCRACKEN. The $1,065 billion is in terms of current prices.
Chairrian PROXMIRE. Well, I realize that, I am afraid so much of. it

'is going to be inflationary.
I just don't feel, as chairman of this committee, that I should let you

get away with not giving us the figures you have always given us in the
past, the breakdown of what the gross national product is composed.
Y ou didn't tell us in answeT to my questions, didn't tell us in the
report, you didn't tell us in the statement what this increase is going
to mean in terms of personal consumption, in terms of fixed purchases,
the principal ingredient of the gross national product. If you cannot
tell me that now, and perhaps it is unfair to ask you just off the cuff to
give the precise estimates which would be very impoi tant to the
countiy, will you do that when you correct your remarks so that we
can have it in the next few days because without this kind of break-
down it is very hard for this committee to make a responsible analysis
of its own.

I hope you wvill give us those specific figures.
Mr. MCCRACKEN. We shall see what we can do.
(The following information was subsequently supplied for the

record:)
FEBRUARY 5, 1971.

Hon. PAUL W. MCCRACKEN, F
Chairman, Council of Economic Advisers,
Executive Oflice of the President, Washington, D.C.

DEAR MR. MCCRACKEN: As I indicated at the hearing this morniig, the Com-
mittee attaches considerable importance to obtaining the Council of Economic
Advisers' 1971 forecast in greater detail. In view of the divergency between your
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forecast and the predominant private forecast, it is difficult to evaluate the out-
look objectively in the absence of more information. In particular, we would like
to have you supply your best estimates of the 1971 average for the major com-
ponents of Gross National Product, including personal consumption expenditure,
fixed nonresidential investment, residential investment, inventories, Federal pur-
chases, State and local purchases, and net exports.

We would be grateful if this information could be supplied promptly so that
the Committee and the Committee staff can have it available as we proceed with
our evaluation of the outlook.

Other questions which the Committee members may wish to submit for the
record will be forwarded to you within a few days. Let me add my thanks for
your fine testimony this morning, and for the cooperation we can always count
on from the Council.

Sincerely,
WILLIAM PROXMIRE,

Chairman.

CHAIRMAN OF THE
COUNCIL OF ECONOMIC ADVISERS,

Washington, February 12, 1971.
Hon. WILLIAM PROUMIRE,

Chairman, Joint Economic Committee, Congress of the United States, Washington,
D.C.

DEAR SENATOR PROXMIRE: You have asked that we supply estimates of the
major components of the $1,065 billion gross national product that we have pro-
jected for 1971, and I am glad to respond. First, however, I would like to make
some general observations that may be helpful in interpreting them.

Some of the questions raised have seemed to imply that the GNP can be reliably
forecast onlv by separately forecasting and adding up a number of components,
or at least that the validity Qf a forecast for total GNP can be tested only by the
plausibility of the estimates for the components. These are very doubtful proposi-
lions.

Many forces operate upon the economy and determine its total level and com-
position. For some of these forces we are better able to predict the effect on the
total than the distribution of these effects among the components of GNP. This
does not mean that the total effects are unreal or mysterious or that they will not
in the event be distributed among the components. It only means that to know
the distribution we would need additional information that we may not have.
The relation between changes in the money stock and changes in GNP is of that
character. We are more confident of the effect of changes in money on the total
GNP than of the distribution of those effects among components, while recogniz-
ing of course that the effects on the total will be seen in the components.

On the other hand there are forces whose effect on some component of GNP
may be fairly clear but whose effect on the total is obscure. For example, one
might be confident that an increase in the rate of family formation would increase
residential construction. However, the effect on total GNP, if any, would depend
on a chain of developments including effects on interest rates, savings, business
investment and the demand for money. The use of more savings to finance mort-
gages, for example, might mean reduced financing for State and local construction
or business investments.

In these circumstances it is easily possible that an estimate of GNP made by
adding up independent estimates of components would be less reliable than an
estimate of the total made without regard to components. This does not mean
that one approach should be used to the exclusion of the other. It does mean that
such information as we have about particular sectors must be interpreted in the
light of information about influences operating upon the level of total economic
activity. We try to do this in our continuing work at the Council. In the Economic
Report we briefly reviewed the conditions in the main sectors of the economy and
concluded that while they supported the expectation of an advance in the economy
they did not suggest the probability of a sufficiently strong spontaneous advance
to achieve the goals of economic policy without strong support from fiscal and
monetary policy.

We did not present a breakdown of the $1,065 billion GNP projection, although
we could easily have done so, because our position with respect to the total is
different from our position with respect to the components. The $1,065 billion
GNP for 1971 is, in our view, the target for the economy which is consistent with
national requirements and the equipments of the Employment Act. It is the
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probable outcome because the Government will follow policies aimed at achieving
it. The Government does not have targets of the same importance andspecificity
with respect to the composition of the GNP and will not be following policies
aimed at achieving some precise composition of the GNP. Therefore, there is no
particular composition of the GNP which has the same probability as the total.
How the GNP will be distributed among its components will depend upon the
propensities of the private sector as well as upon details of Government policy.

In the table below we present an estimate of a composition of the GNP in
1971 that would be consistent with a total of $1,065 billion achieved by the
combination of spontaneous forces, the President's budget and a complementary
monetary policy. We emphasize that this is not the only possible composition
that would yield $1,065 billion.

GNP, BILLIONS OF DOLLARS

1970 1971 estimate

Total -S976.5 $l,065

Business fixed investment -102.6 106Residential construction -29.7 41Inventory change- 3.5 8Net exports- 3.6 4
Federal purchases- 99.7 98State and local purchases -120.9 135
Personal consumption expenditures -616. 7 675

The 1971 estimates may be briefly explained:
The estimate for business fixed investment is about $2 billion higher than

would result from literal application of the 1-fi% increase from 1970 to 1971
reported in the most recent Commerce-SEC survey of business intentions. This
$2 billion is intended to allow for the catch-up of business purchases of auto-
mobiles and trucks, the effects of the depreciation reform, and the adjustment of
plans to a faster rate of economic expansion than was commonly forecast when
the survey was made.

The estimate for residential construction implies starts of 2 million houses'in
1971, continuing'the'strong upward trend'begun in 1970 and reflectinig the-larige
increase in funds available to finance housing.

The increased rate of inventory accumulation for the year as a whole incor-
porates some make-up after the auto strike and an adjustment to the projected
rate of economic expansion.

The net export figure is held unchanged.
Federal purchases are based on the President's budget.
State and local purchases rise more rapidly than in 1970 because of an extraor-

dinary increase in Federal grants, the improvement of the economy which raises
the State and local revenues and the easing of credit conditions.

Personal consumption expenditures are derived from an estimated personal
savings rate of 6.9% in 1971, which is reduced from the 7.3% rate of 1970 because
of improving economic conditions and consumer confidence, rising consumer
assets and liqudity, the effect of high residential construction on purchases of
furniture and household equipment, some catch-up of automobile purchases
deferred because of the 1970 strike and other factors. However the estimated
6.9% saving rate is still higher than in any year of the 1960's except 1967.

All of these estimates require judgments about matters that are inevitably
uncertain. I would only emphasize, repeating what was said earlier, that dis-
agreement about one or another component does not necessarily imply disagree-
ment about the total GNP, since there are many possible sets of components
that would yield the same total.

Sincerely yours,
PAUL W. MCCRACKEN.

Chairman PROXMIRE. Now, you have given us some analysis of
the effect of defense spending on the economy, the first time in a long
time. You confined it, however, to six pages in the report and in those
six pages to the effect of the slowdown of the war on employment.. You
attribute 1.1 million unemployment increase in 1971 to the war slow-
down. Now, it seems to me that this administration should have been
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able to do more than just give us a historical record in view of the
fact the President told the country again and again and kept to his
promises how much we were going to wind down the war, withdraw
our troops, discharge people from the military, cut down on defense
contracts. We ought to have had some, we should have had some, plan
for putting these people to work. As you recall after World War II,
13 million men were discharged, defense spending dropped over $70
billion, and we had very little unemployment. Now, it is true at that
time we had pent-up demand but we have pent-up demand n6w, if we
can find a way through Government leadership of providing jobs in
those areas of pent-up demand. We certainly have it in housing, in
health services, in pollution control, in rebuilding central cities, in
cities' services, and so forth, but where is the administration program
to provide the people who have been-laid off and are going to be laid
off in defense to find these kind of constructive jobs other than a
vague notion that monetary and fiscal policy will take care of them,
which it certainly didn't last year.

Mr. MCCRACKEN. The figures that we give on the employment
impact of the cutback on defense spending pertain, of course, to the
total change during the 3-year period, fiscal years 1968 through 1971.

Chairman PROXMIRE. No. I was referring to 1970, I have gone over
those figures four or five times because I had an argument with my
staff on it and I am referring to the 1.1 millon figure, is that correct?

Mr.'MCCRAC~KEN. During. 1970; that is correct, I was looking at
another figure.

Chairman PROXMIRE. All right.
Mr.- MCCRACKEN: The total unemployment problem is, of course,

a combination of both trying to come to grips with the general problem
of inflation and at the same time the specific problem of unemployment
in defense. This was more than an ordinarily difficult problem because
it occurred at the same time- we were trying to relieve the pressure on
the economy. If the unemployment'had been spread a great deal more
evenly over the economy, it would have been easier.

On the other hand, a great deal was done. The Department of
Defense had a substantial amount of manpower training programs to
returning veterans.

Chairman PROXMIRE. Can you give us specifics for the record of
how many they have trained,-how many have found jobs after the
training, and so forth?

Mr. MCCRACKEN. I will be glad to see what can be done on that,
Mr. Chairman. -

Chairman PROXMIRE. That is the kind 'of information we would
like to have:because itfis my impression that there was very little of
that when you consider the fact that we knew this was going to happen.
It. was predicted weQl by you last year and by the President.

Mr. MCCRACKEN. Well, I will be glad to see what can be done about
that.

Ch'airman PROXIMTR. Will you do that right along the line in all of
these other areas, Department of Defense or any other agencies of
the Government?

Mr. MCCRACKEN. Yes.
(The following information was subsequently supplied for the

record':)
- .**jo- . :.
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Department of Defense related manpower retraining programs, are, as follows:
A. Project Transition:

This includes over 200 programs on different military bases, each-of which has
three functions:

1. To counsel returning veterans (job market information)-800,000 have been
counseled since the Project's'inception in January 1968.

2. To provide skilled training for these veterans-approximately 150,000 have
received training thus far.

3. To provide job placement for these veterans-data are not available here
as the response to post-training questionnaires has been small.
B. Jobs for Veterans Program:

This program is designed to promote better use of existing avenues of job
placement. It includes no training, but does solicit by mail the pledges of em-.
ployers to hire returning veterans.
C. Referral Program:

This is a computer job-matching project for service retirees. People who plan to
retire from the service cansfibmit their r6sumas which are sent to industry on
the basis of job vacancy information submitted by industry. Since 'it began in
June 1970, this project has sent 22,000 r6sum6s to various industries.

Chairman PROXMIRE. Now, if I have time, I would like to get into
another area.

Representative BROWN. Mr. Chairman, would /you yield on that
point you just made for- an -observation?

Chairman PROXMIRE. I ask unanimous consent not to take it out
of my time.

Representative BROWN. One of the things which has occurred to the
veterans returning from the Vietnam war is very low-rate utilization
of GI opportunities in the educational field which this Congress and this
administration and previous administrations and Congresses have
provided for them; and it seems to me we would serve the current
situation well if we could figure out some method to encourage more
utilization of the GI bill of rights education benefits for those men,
both for themir now and, the'situation now and, in the long run for
this country.
* Chairman PROXMIRE. My time is about up. I would like to ask'

one other question. The heart of an effective anti-inflationnary pro-
gram consistent with expansion of the economy, it seems to me, is
improvement in productivity. This it seems to me is exactly what we
have not gotten. It's been very disappointing. These have been predic-
tions in early 1970 that productivity was improving and increasing.
The facts seem to point in the opposite direction. The average in-
crease in 1970 over 19694was only six-tenths of a percent and in the
fourth quarter of 1970 it was a minus nine-tenths of a percent in
productivity. In other words, we are not getting the kind of
productivity increase even allowing for the General Motors strike.

It seems to me we are far below what we need. The traditional
increase, historical increase, in productivity has been about 3 percent.
Now, if we do not get this, then it seems to me we are in very difficult
circumstances because 'the only way we get expansion of GNP is
through very serious inflation. What is your response there? What
encouragement can we find that we are moving in the direction of
improved and increased productivity in view of 'thr'disappointing
record of 1970?

Mr. MCCRACKEN. If one looks at the 1970 picture in terms of'
productivity, the quarterly pattein is as follows: We had a decline in
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productivity at the rate of 2.9 percent per year in the first quarter, a
rise at the rate of 3.9 percent in the second, 4.5 percent in the third,
and then a decline, a modest decline, 0.9 percent, in the fourth. This,
by the way, is in the nonfarm private sector figure. It will vary a little
bit depending upon what sector we are using.

Both logic and juxtaposition of the figures here would suggest that
the automobile strike played a major role in that reversal of produc-
tivity in the fourth quarter.

Chairman PROXMIRE. After all, this is a nine-tenths drop. It could
have played a big part and you would still have a veiy disappointing
record for the whole year and a very disapplointing trend in the last
quarter.

Mr. MCCRACKEN. But we did have a very good gain here in the
second quarter and again in the third quarter, and so it is the 0.9
percent drop which was out of step with the data, and it is, I think,
quite reasonable to expect that this is going to look better after the
strike.

My guess is that we are going to see some fairly sharp gains in
productivity if we get the kind of economic expansion we are talking
about because output per man-hour is output oriented and the most
important thing we can get here is a strong gain in productivity-a
strong gain in output in order to get a stirong gain in oultput pi-e-Y
man-hour.

Chairman PROXMIRE. We should get it but we are not getting it.
My.time is up. Thank you.

Congressman Conable.
Representative CONABLE. Thank you.
MI. McCracken, the chairman has alluded several times to the

unduly optimistic projections of the gross national product serving
the political aims of the administration. I don't want to appear argu-
mentative but I wonder if it would bo.your idea of a good political
strategy tb make a big mistake now 2 years in advance of a general
election. It seems to me that would be a particularly poor strategy
that if that is your motivation in an optimistic report.

Isn't it true that one of your serious problems is the credibility of
the Government, certainly when you are dealing with a distant
election?

Mr. MCCRACKEN. Well, I can certainly say that my recommanding
$1,065 billion as the objective was not political. Our interest in this
as an objective of policy was just that. Taking into account the state
of the economy, it represents what needs to be d6ne by way of gains
in output and employment. This rel)resente(l the kind of optimum
figure that was as high as it was realistic to go without courting
excessive risks on the inflationary front.

My political colleagues must evaluate its political implications. This
is a bona fide target or objective for ecolionoic I)olicy.

Representative CONABLE. I think this whole area is one of concern
to Members of Congress. We are aware that psychology does play a
large part in the economics of a free market economy, and looking at
the whole issue of jawboning about which Mr. Brown cross examined
you, we recall in John Gardner's "No Easy Victories" his reference to
the fact that an anthropologist friend of his studied the Zuni Indians
and came up with the conclusion that the rain dance didn't bring the
rain but made the tribe feel better. Now we are 'aware making the
tribe feel better is one of the functions of leadership, but that if you
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have the rain dance eight times and don't get any rain aftei awhile
there is a ieduction in the marginal pleasure for the tribe in repetition
of the formula. While I am sure the administration wvants to encourage
confidence of the economy it is aware of the fact that there has to
be somewhere some good performance. Is that an accurate analysis
of the role of psychology here in the process?

Ml. MCCRACKEN. I certainly agree.
Representative CONABLE. Well, now, what about the business of

consumer saving-at this point, is the rate of saving continuing to rise
or has it leveled off? How much relationship does this bear to an
expansionairy monetary policy? As a layman, I don',t quite understand
whether theic is a complete tradeoff between the rate of saving and
the need foi an expansive monetary policy.

Mr. MCCRACKEN. The saving rate averaged 7.3 percent last year,
which was high, of course, by historical standards although not a
peak. It was 7.4 percent in 1967. Through the year it was as low as
6.7 in the first quarter and as high as 7.6 in the third quarter. It
dropped a little in the fourth.

I would expect a fairly high savings rate during a period when
measures of consumer sentiment and-consumer confidence-were
fairly cautiou-s. I think it is reasonable to expect.some tendency for
the savings rate to assume a more normal or average level as the
economy starts to stabilize and move upward, and this will then, in
turn, help to carry along the expansion.

Representative CONABLE. How direct a relationship is there be-
tween the need for monetary expansioli and the rate of saving? There
is some tradleoff obviously. If there is a high rate of saving, conven-
tional sources are available for the financingg of mortgages, for instance.
If there is'a&high l ate ofsaviing it ob4iously lhas something to do with
the available capital resources in the country.

Is there any rule of thumb that we can apply here? If the rate of
savings stays very high, is it likely to require a less expansionary
monetary policy or more expansionary monetary policy on account of
the Fed?

ITr. MICCRACKEN. The evidence here would be rather inconclusive
as to wvhat efforts to make. One can argue that with savings providing
more of the flow of fundsot ,.potential borrowers, the rate of monetary
expansion might needl to be less.

One could also say that this higher saving rate is an indication that,
people want to hold more money, more of their resources in liquid
assets, and it ought to be the objective of public policy to provide
those liquid assets, provide these funds for money that people want
to hold.

The evidence is a little unclear, but I would not in this context
want to rely on an unusually high assumption about the velocity of
money in order to. assure the expansion wve want.

Representative CONABLE. May I ask Mr. Houthakker if he expects
continuing improvement in the balance of trade or if in their respect
other factors thitan relative rates of inflation are likely to become
dominant?

.Mr. HOUTHAKKER. As we said in our statement today, we do not
expect much inmlpovemnient in the balance of trade. There are two
offsettingo factors. One is that our price performance appears to be
somewhat better than that of the rest of the world. With all the
differences it is not very significant. On the other hand, we are pro-

59-591-71-pt. 1 -
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jecting a considerable expansion of the economy which by itself-would
tend to reduce the trade balance so right now the best we can foresee
is a fairly small reduction in our trade surplus, 1971 compared to 1970.

Representative CONABLE. You are recommending extension of the
interest equalization tax, are you not?

Mr. HOUTHAKKER. I am afraid I have to defer that question until
the Secretary of Treasury comes here.

Representative CONABLE. I see, all right. Thank you.
Chairman PROXMIRE. Congressman Brown.
Representative BROWN. Mr. McCracken, you made a reference or,

as a matter of fact, several references, this morning to the circum-
stance of 1957-58 when we experienced a somewhat briefer but sharper
decline in the economy, and you indicated that the reduction in the
increase in the rate of inflation didn't really begin to occur until the
economy was on the way up. During that time when the economy
was on the way up, the rate of increase in the gross national product,
how did that compare to the projected growth in the GNP which
you included in your figures for this year?

Mr. MCCRACKEN. In money terms, the rate of increase in the gross
national product might have been slightly less, but it was, I think,
fairly comparable with what we are talking about here. I would be
glad to supply the precise figures for the record if that would be helpful.

(The following information was subsequently supplitd for the
record:)

From the first quarter of 1958 to the first quarter of 1959, GNP rose 9.0 percent.
Compare rate of increase in GNP starting with expansionary phase in 1958

with projected expansion for 1971 (fourth quarter to fourth quarter without
adjustment for the strike).

[In percent]

5811-5911 70 IV-71 IV

Real, GNP -9.2 7. 5
Money, GNP -11.1 11.7

Representative BROWN. And relative price stability was accom-
plished then in what period of time during that experience?

Mr. MCCRACKEN. By the latter part of 1958, as I recall it, the price
level had pretty well established its stability. I think by the latter
part of 1958.

Representative BROWN. In the colloquy you had earlier on the
matter of pollution, I have read over that section and tried to find you
writing the Magna Carta in favor of pollution and with all your other
sins I didn't want to let you off the hook on that one, or all the other
implied sins, but I just don't find the concern in there.

It seems to me what you are saying in effect is that the cleanup of
pollution is going to cost industrial nations money, isn't that about
it; and that there are some nonindustrial nations which may opt in
order to industrialize for the option that apparently this and other
nations took in recent history of going ahead -and polluting as a means
of diffusing the costs of the developments of their industrial economics
but that we are living in a more critical time now when, to permit
other nations to pollute, has a more direct adverse effect on us both
economically and in the ecological areas. As I read your final state-
ment, you are calling, in effect, for some kind of international under-
standing to defer this adverse ecological and economic effect by
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trying to control the degree of pollution in the world. Is that unfair,
am I giving you virtue that you don't'have in that?

Mr. MCCRACKEN. No, I think that is stated very well. Our basic
concern was just that, that having regard for our environment, the
cleanup of pollution in the rivers and air, is going to involve a substan-
tial commitment in the way of economic resources. We need to be
aware of these things and to. use our resources so that we commit in
this direction as effectively as we can.

Representative BROWN. Now the cleanup of pollution, where it
may be an additional economic cost to a product, in other words, to
keep a steel mill from polluting may actually add to the cost of a ton
of steel. From that point I would like to switch to what I consider the
economic benefit area and that almost surely is the area of transpor-
tation. It seems to me that investment made in transportation or any-
thing that reduces the cost of transportation and increases its effi-
ciency has a distributable economic benefit over the whole economy.
Would you concur?

Mr. MCCRACKEN. Yes, I would.
Representative BROWN. Would you comment in some-well, let

me phrase the question this way: You suggested in your section on
transportation that we may get economic benefit from the deregulation
of transportation or relative deregulation of transportation so that
the forces of competition lower the rates, lower the costs of transpor-
tation nationally; but you mention, I think, natural gas where these
costs have been held down by tighter regulation.

Are you really saying that we should deregulate or are you saying
we should regulate better? That is my question.

Mr. MCCRACkEN. The language that we used in the case of natural
gas was that it was important that the price be closer to a market
clearing level because if the price is held substantially below- that-
we naturally both encourage the use of this resource and tend to
discourage exploration to increase supply.

In the case of deregulation-or, to put it differently, in the case
of. the problems we had in surface transportation-certainly, we
would all agree that we have substantial problems. There are signin-
cant areas where the price has been different from the social costs
and this has produced certain distortions in the pattern. The problem
of trying to rationalize this is not a new one. The solution might be
found in the direction of better regulation, it might be found in the
direction of deregulation, or it may be found in' some combination.

Representative BROWN. Let me suggest just one other thing in this
connection, and that is that, in view of the delicacy and the depth
of those problems which you outline in the transportation area, that
before we deregulate perhaps we should achieve some better balance
among the modes in the regulation because, it seems to me, if.-we
deregulate roughly it. is sort of like throwing the farmer into a free
market economy-you have an ultimate benefit for society in -a
generalized sense but you may in the process have abruptly terminated
the successful operation of some people who have learned to lean on
the process which Government has imposed on them-in this case
regulation; and it seems to me we have such a series of delicate
problems in the transportation area we ought to be careful.

I want to get back into one other area in the hopes we might estab-
lish som6 confidence inh'6i economy that can be de'Vloped from it
and that is this increase in savings on the part of the individual.
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The consumer who perhaps from the standpoint of the economy and
employment is saving more now than we would like to have him save
because right now we would like to have him out there spending it
to put some of that 6 percent back to work; but even like the 6 percent
unemployment the Chairman mentioned where the rate has, the
rate of increase in unemployment has now leveled off, which seems
to me to be a very good sign, we can gain some comfort from the fact
that this increase in savings makes the average citizen much less-
puts him in much less position of hazard for the current economic
circumstance if his job becomes jeopardized or his hours decrease.
The average citizen is in a better position to sustain himself and
activity of the economy in the face of such occurrence, isn't that
correct?

Mr. MCCRACKEN. Yes, I agree, it is an important aspect of eco-
nomic security.

Representative BROWN. So, really, we are in a better position in
this regard than we were some months ago when that savings rate
was quite low. You indicate that we have developed over this recent
inflationary psychology period a tendency for the average person
to be on a pretty slender thread economically. Is there some index
of the improvement of that situation that you can give?

Mr: MCCRACKtN. One could assemble the statistics on liquid
savings held by individuals. That would be one possiblity. The re-
duction or any change one way or the other in their debt position
would be another. Yes, I shall supply some information on that.

(The following information was subsequently supplied for the
record:)

SELECTED LIQUID ASSETS HELD BY THE PUBLIC, 1946-701

-IBillionslof dollars, seasonally adjustedi

U.S.
Govern-

Time deposits U.S. ment
Demand - Savings Govern- securities
deposits Com- Mutual Postal and ment maturing

and mercial savings savings loan savings withinEnd of year or month Total currency' banksa banks system shares bonds4
1year

19-46-- - - - - - - - - - -
1947
1i&49 i1 -- -- -- -- -- -- -- -- ---

I .

1950
1951 -- - - - - - - - - - -
1952
1953 -- - - - - - - - - - -
1954

1955 - - - - - - - - - - -
1956
1957 - - - - - - - - - - -
1958
1959

1960
1961
1962 - - - - - - - - - - -
1963 - - - - - - - - -
1964 - - - - - - - - - - -

1965

196681967
1968 - - - - - - - - - - -
1969 - - - - - - - - - - -

1970 -
See footnotes at end of table, p.

239.1 108.5 33.9 16.9 3.3 8.5
246.2 112.4 35.3 17.8 3.4 9.7
254.1 110.I5 35.9 18:4, 3.3 11.0
262:1 110:4 36.3 3 19.3 3.2 12. 5

271.4 115.5 36.6 20.1 2.9 14.0
281.0 120.9 38.2 20.9 2.7 16.1
296.0 125.5 41.2 22.6 2.5 19.2
311.5 127.3 44.6 24.4 2.4 22.8
320.3 130.2 48.2 26.3 2.1 27.2

332.5 133.3 49.7 28.1 1.9 32.0
343.2 134.6 52.0 30.0 1.6 37.0
356.0 133.5 57.5 31.6 1.3 41.7
373.1 138.8 65.4 33.9 1.1 47.7
393.9 139.7 67.4 34.9 .9 54.3

399.2 138.4 73.1 36.2 .8 61.8
424.6 142.6 82.5 38.3 .6 70.5
459.0 144.8 98..1 414 .5 79.8
495.4. 149.6 112.9- 44.5 .5 90.9
530.5 156.7 127.1 49.0 .4 101.4

573.1 164.1 147.1 52.6 .3 109.8
601.5 168.6 159.3 55.2 .1 113.4
650.4 180.7 183.1 60.3 - - 123.9
709.6 6199.2 203.8 64.7 - - 131.0
731.8 206.8 197.1 67.3 135.0

785.0 207.6 233.7 71.2 146.0
47.

4 4&6
50. 9

1 53.4
55.0

55.8
55.4
55.7
55. 6
55. 6

55.9
54.8
51.6

f 50.5
47.9

47.0
47.4
47.6
49.0
49.9

50. 5
50.9
51.9
52.5
52.4

52.7

19. 4
16. &
21. 6
25.5

26. 4
26.8
29.3
34.4
30.6

31.6
33. 2
38.8
35.6
48.8

41. 9
42.6
46.8
43.1
46. 1

48.6
53. 9
50. 5
58. 5

'73.2

73.8
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SELECTED LIQUID ASSETS HELD BY THE PUBLIC, 1946-70 -Continued

[Billions of dollars, seasonally adjusted!

U.S.
Govern-

Time deposits U.S. ment
Demand Savings Govern- securities
deposits Com- Mutual Postal and ment maturing

and mercial savings savings loan savings within
End of year or month Total currency2 banks3 banks system shares honds' 1year'

1969: January - -- 703.7 188.8 203.4 64.8 131.0 52.5 63.4
February --- 705. 7 189. 9 202.9 65.2 --- 132.0 52.3 63.4
March . . 713.2 192.4 201.9 65.5 5. . 133.4 52.2 67.7
April . . 711.3 190.8 201.8 65.7.133.3 52.2 67.5

May . . . ~~~~~714.4 191.6 202. 7 66. 1. . .---- 133.6 52. 2 68.3
June - 713. 9 194. 2 200.4 66.3 .133. 7 52.2 67.3
July . . 709.6 2 191.9 197.5 66.3 133.7 52.2 68.1
August 713.3 193.3 195.6 66.4 -- 134.2 52.1 71.6
September - 718.2 194.1 195.5 66.6 . . 135.4 52.0 74. 6
October . . 715.1 193.9 195.7 66.7 135.0 52.0 71. 7
November . - 722.2 195.8 197.9 67.0 . . 135.4 52.0 74.2
December 731.8 206.8 197.1 67.3 . . 135.0 52.4 73.2

1970: January 720.6 195.4 196.0 67.0 . . 133.7 52.2 76.3
February 722.0 194.8 196.7 67.4 134.3 52.1 76.6
March. . 733. 7 199.3 198.8 67. 5 135.9 52.0 80.1
April . . 731.4 196.7 201.5 68.0 136.5 52.0 76.8
May. . 734.1 197.9 201.7 68.4 137.0 52.0 77.2
June . . 738.7 199.8 202.9 68.7 137.6 52.0 77.7
July. 749.9 198.7 211.8 69.2 139.2 52.4 78.5
August . . 751.1 199.3 215.4 69.4.140.3 52.0 74.6
September. . 765.6 203.6 221.5 69.9 . . 142.4 52.1 76.0
October 8 '764.7 199.6 224.5 70.4 143.5 52.1 74. 5
November 8 '773.7 201.2 230.3 70.9 .- . 144.8 52.2 74.3
December a . .785.0 207.6 233. 7 71. 2 . . 146.0 52.7 73. 8

1971: January 8 '785.8 201. 7 239.6 71. 2 148.6 52.8 71. 9

' Excludes holdings of the U.S. Government, Government agencies and trust funds, domestic commercial banks, and
'Federal Reserve Banks. Adjusted wherever possible to avoid double counting.

2 Agrees in concept with the money stock, table C-52, except for deduction of demand deposits held by mutual savings
banks and savings and loan association. Data are for last Wednesday of month. Data prior to July 1969 have not been re-
vised to conform to the money stock revision.

a Time deposits at all commercial banks other than those due to domestic commercial banks and the U.S. Government
,(same concept as in table C-52). Data are for last Wednesday of month, except that June 30 and Dec. 31 call data are
used where available.

4 Excludes holdings at Government agencies and trust funds, domestic commercial and mutual savings banks, Federal
Reserve Banks, and beginning February 1960, savings and loan associations.

5 Effective June 1966, balances accumulated for the payment of personal loans (about $1,100,000,000) are excluded from
time deposits at all commercial banks and from total liquid assets.

6 Estimates for Tuesday, Dec. 31, rather than last Wednesday of December.
7 Beginning 1969, data have been adjusted to conform to the new budget concept.
8 Preliminary;
Source: Board of Governors of the Federal Reserve System.

Representative BROWN. There has been a substantial decrease in
the amount of accumulated consumer debt, hasn't there?

Mr. MCCRACKEN. That is right.
Representative BROWN. My time is Up.

CHAIRMAN PROXMIRE. Well, I would just like to say, Mr. Mc-
Cracken, before we are through, and I want to thank you so much for
your patience and your efforts to respond to us this morning, I would
like to once again emphasize as strongly as I can that unless you are
able to give us a breakdown in this increase in gross national product
which is out of step with what every other economist predicts, the
skepticism in the Congress and the country is going to grow that the
administration is making too optimistic an estimate, and I think there
'Would be far less faith in our policies because you failed to give us the
analysis that has always been given to this committee in the economic
report before us.

So I hope you will give us the consumption figures, the investment
figures, the governmental purchases, all broken down by the cate-
:gories we have had before.
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One other concluding point, I think I must say that this six percent
unemployment figure is not only disappointing both in human terms
and under the terms of the employment act that gives this committee
its charter, but is just plain unacceptable if not intolerable.

Mr. MCCRACKEN. I agree with you.
Chairman PROXMIRE. I want to thank you once again very much.

The committee will stand in recess until Tuesday morning at 10.
Unfortunately, on Monday, Governor Connally will not appear
because he will not have been confirmed at that point by the Senate.
We will have no session on Monday. On Tuesday, we will have hearings
with Mr. Shultz, director of the Office of Budget and Management.

Mr. MCCRACKEN. Thank you.
(Whereupon, at 1:05 p.m., the committee recessed until 10 a.m.,

Tuesday, February 9, 1971.)
(The following information was subsequently supplied for the

record:)

RESPONSE OF THE COUNCIL OF ECONOMIC ADVISERS TO ADDITIONAL WRITTEN
QUESTIONS POSED BY REPRESENTATIVE REuss

Question 1. On page 6, an 8.2 percent rise in Federal spending is added to tax
changes equal to 1 percent of GNP to obtain a 9.2 percent stimulus. This seems
inconsistent. Wouldn't the proper procedure be to take %5th of the 8.2 percent
and add it to the 1 percent to yield a stimulus of 2.6 percent? After all, Federal
spending is only about Y5 th of GNP and this must be considered in calculating
fiscal stimulus or have you assumed a multiplier of 5 to 1?

Answer. The statement on page 6 regarding the Federal Budget was not meant
to imply that proposed expenditure increases and tax cuts between calendar 1970
and 1971 would cause a 9.2 percent rise in GNP over the same period. Both the
rise in expenditures and scheduled net reductions in taxes will provide a stimulus
to the economy insofar as economic activity in 1971 would be lower in the ab-
sence of such stimulus. These were described as "an independent budget stimulus
of about 9.2 percent."

As indicated on page 7 in connection with the full employment surplus the
proposed budget will permit the economy to expand at about the same rate at
which the potential of the economy is rising. Monetary policy is expected to
provide the additional thrust needed to reduce the gap between actual and po-
tential output.

Question 2. On page 72 of the Economic Report emphasis is placed on changes
in the full employment surplus as an -indicator of fiscal stimulus. On page 7 of
your statement you say that the full employment surplus in calendar 1971 will
be the same as in calendar 1970. Thus you seem to be saying there is no fiscal
stimulus or very little. But on page 6 you suggest a large fiscal stimulus. Which
is right? Why?

Answer. As noted in the Appendix to Chapter 1 of the Economic Report, changes
in fiscal policy can be measured in a number of ways, and it cannot be said that
any one method is "more right" than any of the others. The suggestion of a large
fiscal stimulus on page 6 of the Report refers to the result of discretionary fiscal
actions by the Government, that is to say, changes in expenditures and changes
in tax legislation. In 1971 such policy actions will have an expansionary impact
on balance.

The full employment surplus concept not only considers the effect of discre-
tionary policy actions, but it also includes the automatic growth in tax revenues
which would occur as full employment GNP grows. If no discretionary policy
actions were taken the budget would automatically become more contractionary
along a full'employment growth path. The expansionary policy actions projected
for calendar 1971 almost exactly offset this automatic tendency towards con-
traction. Consequently, along a full employment path the combination of dis-
cretionary policy changes and automatic effects is virtually neutral between
calendar 1970 and calendar 1971, but it can be said that the budget will be much
more expansionary than it would be if no discretionary actions were projected
or if there was an attempt to balance the actual budget.

Question S. On page 7 of your statement you state that the so-called full em-
ployment surplus will be almost exactly the same in calendar 1971 as in calendar
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1970. In the Economic Report (page'24) this is indicated to be $6.7 billion for
calendar 1970, but in the Budget (page 9) the full employment surplus for fiscal
year 1971 is $1.4 billion and for fiscal year 1972 it is $0.1 billion. Granted there are
some differences in the concept involved-perhaps as much as $1 billion to $2
billion. That still doesn't explain the discrepancy between a little over $1 billion in
the Budget and something in the order of magnitude of $6.7 billion in your Report.
What is the explanation? Can you provide a detailed reconciliation between the-
two sets of full employment budget data?

Answer. On page. 24 of the Economic Report the surplus of $6.7 billion is cal-
culated according to national income accounting (NIA) concepts and refers to
calendar 1970 whereas the $1.4 billion in the Budget is calculated according to
unified budget concepts and refers to fiscal 1971. The first step in the reconciliation
process is to compare the two full employment surplus concepts for the same time
period. For fiscal 1971 we estimate that the NIA full employment surplus will be
$5.7 billion compared to the unified full employment surplus of $1.4 billion.

On the revenue side, full employment NIA budget receipts are estimated at.
$218.5 billion whereas in the unified budget, full employment receipts are $214.2
billion. National income receipts are "grossed up" for Government contributions
to employee pension funds and there are also important differences in timing
between the two budgets. In the unified budget corporate tax payments are re-
corded when payment is received whereas the NIA budget records receipts when
the tax liability is accrued. There are also differences in the timing of personal
income tax receipts. These and other conceptual differences are described in detail
in Special Analysis A of the Budget, pp. 17-19.

On the expenditure side, it so happens that unified and NIA full employment
outlays are equal at $212.8 billion. However, this is pure accident and there are
important conceptual differences in the estimation of the two budgets. Lending
does not appear-in the NIA budget and there are important differences in timing
between the two budgets. Again, the details can be found in Special Analysis A.
Aside from the conceptual differences between NIA and unified budget expendi-
tures, there was a slight difference in the method of estimating full employment
expenditures in the two cases. In the former a downward adjustment to actual
expenditures was made in order to reflect lower outlays on unemployment com-
pensation at full employment. In calculating the unified full employment expendi-
tures, it was believed that there would be offsetting factors at full employment and
this adjustment was not made.

In summary, the difference between the $6.7 billion 1970 NIA full employment
surplus which you quote and the $1.4 billion unified budget surplus for fiscal
1971 is comprised of $1.0 billion due to the difference in the time period considered
and $4.3 billion which is due to conceptual differences on the revenue side. The
conceptual differences on the expenditure side cancel out.

Comparing fiscal 1971 and fiscal 1972 the NIA full employment surplus goes
from $5.7 billion to $7.9 billion while the unified full employment budget goes
from $1.4 billion to $0.1 billion. In other words conceptual differences between
the two budgets are expected to grow in importance over the period. Comparing
calendar 1970 and 1971 the NIA budget goes from $6.7 to $7.1 billion. None of
these changes are very large relative to the size of the total budget.

In conclusion, it must be emphasized that no one budget concept provides a
perfect indicator of the Government's impact on the economy. All must be
watched constantly along with various Government credit programs which are not
reflected in either budget.

RESPONSE OF THE COUNCIL OF ECONOMIC ADVISERS TO ADDITIONAL WRITTEN
QUESTIONS POSED BY SENATOR MILLER

Question 1. What is the real dollar increase in the "full employment" budget
spending for fiscal 1972 compared to the estimated spending for fiscal 1971?

Answer. While Government purchases of goods and services can be deflated
by the Government portion of the GN*P deflator, it is not clear how transfers,
grants-in-aid, interest and subsidies less the current surplus of Government
enterprises should be deflated in order to get the real value of all Government
spending. Therefore, any calculation of the real dollar increase in full employment
expenditures will be extremely crude.

One approach is to deflate goods and services expenditures by the Government
deflator while using the overall GNP deflator to calculate the real value of all
other Government spending. Using this approach and national income accounting
concepts, full employment spending of $228.1 billion in current dollars for fiscal
1972 is reduced to $214.1 billion measured in fiscal 1971 dollars. This represents
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an increase of 0.6 percent in "real" full employment spending over the $212.8
billion projected for fiscal 1971.

Question 2. What is the real dollar increase in defense spending in the fiscal
1972 budget compared to the estimated defense spending for fiscal 1971?

Aniswer. On a national income accounting basis the real value of defense spend-
ing, measured in 1970 dollars, will decline to roughly $65.0 billion in fiscal 1972
from $71.6 billion in fiscal 1971. The relevant price deflator is expected to rise
about 10 percent in fiscal 1972 partly because of the pay increases resulting
from the move toward a volunteer army.

Question S. What is the estimated loss of jobs over the past twelve months
resulting from reductions in defense and space contracts?

Answer. During 1970 there was an estimated decline of 1.1 million jobs attribut-
able to the fall in Department of Defense expenditures. The employment situation
in space industries has not been studied as carefully, but employment losses will
have been small relative to those in defense-related industries. While the real
value of defense purchases fell by roughly 10 billion 1970 dollars between 1969
and 1970, the fall in the real value of space spending was less than $1 billion in
1970. Therefore, as a rough approximation, job losses were less than one-tenth
as important as those in defense-related industries or probably less than 100,000.

Question 4. Is it not true that the makeup of the GNP can have a substantial
effect on both revenue and employment? For example, one mix in GNP might
produce a certain amount of revenue. Another mix might produce less. If this is
so, it would seem that the Council's estimated GNP would have made some
basic assumptions about the mix of that GNP. What were they?

Answer. The composition of the income side of the GNP accounts is an extremely
important determinant of Government revenues. The two most important com-
ponents are personal income and corporate profits before tax. Our estimate of
this breakdown is provided on page 73 of the Budget. For a 1971 GNP of $1065
billion, the breakdown is: personal income, $868 billion; and corporate profits
before tax, $98 billion. The latter figure is a projection of corporate profits under
the old depreciation rules. This concept is used so that 1971 corporate profits
can be more readily compared with those of earlier years.

Theoretically, the composition of the expenditure side of the GNP accounts
should have some relevance to the level of empolyment. However, we do not yet
possess detailed knowledge of the characteristics of this relationship. Therefore,
we find it more satisfactory to base our forecast of the unemployment rate on
aggregate relationships which have been studied in detail by many economists.

Of course, if significant changes are expected in the composition of expenditures
and these have known effects on employment, our aggregate forecasts are adjusted
accordingly. Our breakdown for 1971 GNP is:

Personal consumption expenditures - -$674. 6
Business fixed investment 106. 0
Residential construction - 40. 6
Change in inventories -- 7. 9
Net exports -------------------------------- 3. 5
Federal spending on goods and services -97. 8
State and local government spending - -135. 0

Total GNP I -1, 065. 2
I Details do not add to total because of rounding.

Question 5. Reference Chairman McCracken's statement, page 11, second
paragraph. What "remedial Federal action" might be considered? Please specify.

Answer. As a general rule "remedial Federal action" would involve the modifica-
tion of Government policies which make it easier for firms and labor unions to
raise prices and wages. The recent suspension of the Davis-Bacon Act is a good
example of the sort of action implied by this philosophy. Other examples would
include the relaxation of import quotas, and sales of commodities from Govern-
ment stockpiles.

Question 6. Same statement, page 12, second paragraph. Please list several of
the "numerous actions".

Answer. Some of the actions taken to limit rising prices, wages, and other
costs in construction are as follows:

(i) In March 1969, the Administration increased the supply of timber
from national forests and took steps to reduce Government demand for
softwood lumber and plywood.

(ii) In the fall of 1969 Operation Breakthrough was established by HUD
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to investigate the technological and market feasibility of innovation in the
housing industry.

(iii) On March 17, 1970, the President issued a statement covering a large
number of programs to lower the costs in construction, including programs to
encourage and increase skill training in the construction industry.

(iv) Most recently the President suspended the Davis-Bacon Act.
Question 7. Same statement, page 14, second line from bottom. How much was

the improvement in competitive position? It would be helpful, for example, to
have specified several major products on a country-by-country basis (e.g., major
competitor countries).

Answer. The statement concerning the slight improvement in the U.S. com-
petitive position during 1970 referred to relative price movements here and abroad.
We do not have the information which would be required to determine by how much
our price-competitiveness improved, but the general picture is a composite of the
following pieces of information: as compiled by the International Monetary Fund,
the U.S. index of unit labor costs in manufacturing and our index of export unit.
values in manufacturing each increase at a lower rate than the comparable com-
posite index for competitor countries during each of the first three quarters of 1970,
while the U.S. wholesale price index for manufacturing increased at a less rapid
rate than the competitors' index during two of the three quarters. Supporting data
are given in Table 1, attached.

The Department of Commerce unit value index for all U.S. exports increased
by 5.7 percent from 1969 to 1970, while the comparable index for all U.S. imports
increased by 7.8 percent. As indicated in Table 2, more rapid increases were
registered in the unit value index for imports than in the comparable index for
exports in three of the five major commodity groups. These unit value indexes are
extremely rough measures of price change, since they are not adjusted for quality
changes, but they are all that are available. -

The U.S. share of total world exports increased marginally in 1970, after
dropping in 1969, but this aggregate masks widely divergent experiences in
different commodity groups. The long-run trend in the U.S. share of world exports
has tended to be downward, reflecting the effects of the rapid recovery and ex-
pansion of other industrial economies since World War II. In any case, we would
expect that much of the impact of the relative improvement in U.S. price trends
during 1970 would affect trade flows in subsequent periods, rather than during
the same year.

TABLE 1.-CHANGES IN PRICE INDEXES-UNITED STATES AND COMPETITOR COUNTRIES (PERCENTAGE INCREASE
OVER PREVIOUS QUARTER AT ANNUAL RATES)

1970-1 1970-11 1970-111

'Unit laborcosts, manufacturing(national currency basis):
u.. index - - --- --. b -U.4 1.1
Compettors' index - 4.0 9.2 10.9

Wholesale price index, manufacturing(national currency basis):
U.S. index - 5.3 -0.3 2.4
Competitors' index --- 7.8 4.1 0.7

Export unit values ($U.S. basis):
U.S. index ------ -- - 3.3 3.3 0
Competitors' index ---- - 8.5 3.9 5.0

Indexes for the following countries, waighted by tradn: B31giu., C3n3J3, France, Gurmany, Italy, Japan, Netherlands
Sweden, United Kingdom.

Source: International Monetary Fund.

TABLE 2.-UNIT VALUE INDEXES OF U.S. IMPORTS AND EXPORTS (1967=100)

Imports Exports

Percent Percent
1969 1970 change 1969 1970 change

Total- - - 104.2 112.3 7.8 104.7 110.7 5.7

Crudefoods - - -104.9 122.9 17.2 96.6 99.0 2.5
Manufactured foods - - -106.6 112.1 5.2 101.6 105.7 4.0
Crude materials - - -104.9 105.7 0.8 99.6 107.1 7.5
Semimanufacturers -- -104.1 109.5 5.2 96.2 101.7 5.7
Finished manufactures 103.7 112.5 8.5 109.2 115.6 5.9

Source: Department of Commerce.
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Question 8. Granted the logic of the "full employment" budget approach, will
not the Government borrowing needed to cover the deficit have an adverse impact
on the interest rates in the money market and impose, at least, a "drag" on ex-
pansion in certain areas of the economy?

Answer. It is quite accurate to say that Government spending financed by
issuing bonds is less expansionary than spending financed by money creation. On
the other hand,. it is more expansionary than spending financed taxation. Our
forecast includes this "partial offset" to our expansionary fiscal policy. Let me
-also note, however, that the sector which is likely to be most sensitive to such
interest rate pressures is housing. The housing sector, however, will be subject to
numerous expansionary forces (e.g., the current large deposit-inflows to savings
institutions) that will more than compensate for the upward pressure on rates due
to Government debt sales. Furthermore, while interest rates would be "higher than
otherwise" due to debt financing, the overall level of rates will be lower in 1971
compared with 1970.

RESPONSE OF THE COUNCIL OF ECONOMIC ADVISERS TO ADDITIONAL WRITTEN
QUESTIONS POSED BY ONE OF THE COMMITTEE MEMBERS

Question 1. This year's economic report does not contain the chart showing
actual and potential GNP which has been a standard feature of past reports. The
Committee has available, however, the Council's estimates of potential GNP
through 1975, which were supplied last year and printed in our hearing record. Do
you have new estimates of potential GNP; or do the numbers you supplied last
year still represent your best judgment as to our economic potential? If there are
new estimates, please supply them for the record.

Answer. There have been no revisions in the calculation of potential real GNP
since the 1970 Economic Report. This is evident in the long-term analysis of Chapter
3 in the Ec. Report 1971 where Table 26 specifies levels of potential GNP (in
constant 1969 dollars) that are consistent with the levels in the 1970 Economic
Report.

Question 2. The Administration has indicated that $1065 billion gross national
product in 1971 will represent an economy that provides significant reductions in
unemployment. Even if the 9 percent gain in GNP over 1970 that the $1065
billion represents is comprised of 4 percent inflation and 5 percent real output, it
seems unlikely that the economy will grow fast enough to both absorb the increase
in the labor force and reduce the number of unemployed.

During the last five years the labor force (including the armed forces) grew an
average of over 1,700,000 a year. Demographic and other pertinent data indicate
that there should be at least 1,700,000 persons joining the labor force in 1971. The
civilian labor force should grow faster than the total labor force. The armed
services declined 0.5 million in the last year and are expected to decline about 0.3
million in 1971 (Special Analyses, Budget of the United States Government for'
Fiscal Year 1972, Table H-2). From the pool of 0.8 million men that represents
reduction in the armed forces, there will be an additional increment to the civilian
labor force. The number may easily be 0.3 million, which would result in a 2.0
million increase in the civilian labor force in 1971.

A 1.7 million increase in employment would be more than 2 percent. Since pro-
ductivity is expected to increase at least 3 percent in 1971 in order to meet the
Administration's expectations for inflation, a 5 percent gain in real GNP would
hardly be enough to achieve a reduction in unemployment. How, then do you ex-
plain the Administration's expectations that unemployment will begin to decline
this year?

Answer. All of the statistics in this question specify labor market conditions in
calendar year 1971 relative to calendar year 1970. The inference is then made that
it may be difficult to reduce the unemployment rate in 1971 relative to the un-
employment rate in 1970.

The target GNP path of $1065 B in 1971 was never presented as a path that
would definitely reduce the 1971 average unemployment rate relative to the 1970
average. Rather it was claimed that the unemployment rate in December 1971
would be lower than the unemployment rate in January 1971. On the $1065 B
GNP path the real growth rate (fourth quarter 1971 over the fourth quarter 1970)
is close to 8 percent. This rate should be more than sufficient to absorb the normal
increases and even the extra increases in the civilian labor force that may occur
this year, thus resulting in a declining unemployment rate throughout 1971.
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TUESDAY, FEBRUARY 9, 1971

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

Washington, D.C.
The committee met, pursuant to recess, at 10:05 a.m., in room 1202,

New Senate Office Building, Hon. William Proxmire (chairman of,
the committee) presiding.

Present: Senators Proxmire, Miller, and Percy; and Representatives
Boggs, Reuss, and Brown.

Also present: John R. Stark, executive director; James W. Knowles,
director of research; Loughlin F. McHugh, senior economist; John R.
Karlik, Richard F. Kaufman, and Courtenay M. Slater, economists;
Lucy A. Falcone and Jerry J. Jasinowsky, research economists; and
George D. Krumbhaar, Jr., minority counsel; and Walter B. Laessig
and Leslie J. Barr, economists for the minority.

OPENING STATEMENT OF CHAIRMAN PROXMIRE

Chairman PROXMIRE. The committee will come to order.
Today, we continue our regular hearings on the state of the econ-

omy, using as our takeoff point the President's Economic Report and
budget message. Last Friday we heard from the Council of Economic
Advisers. While the Chairman, Mr. McCracken, was testifying as to
how the administration's economic policies were turning out, the
Labor Department was issuing its report on the unemployment
.;+.,,ai+n i TonJianryr pething the sad feet. that. for the last .3 months-
November, December, and January-unemployment averaged more
than 6 percent. And just a week or two ago, we had the equally sad
report of consumer prices rising at a rate of 6 percent.

I must confess that the Council's testimony last Friday has in no
way narrowed the credibility chasm which has been widening over the
past year, as the President and his economic advisers tried to talk us
out of a recession while failing to recognize that the economy was
indeed in a stagnant quagmire, caught up in inflation and rising
unemployment.

Today we have with us Mr. Shultz, Director of the Office of Man-
agement and Budget and one of the foremost and broadgaged econ-
omists in the country, a man with an outstanding and well-earned
reputation both before he came to office in this administration and
since. While we shall tend to concentrate our discussion with him on
budgetary and fiscal policy matters, I am certain he is fully capable
of covering the broad range of economic policies.
t-We shall, I am sure, derive some wisdom from his comments on the
relation of fiscal and monetary measures. Just how expansive is the

(53)
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President's 1972 budget? Mr. Shultz is well aware that just putting
two words-full employment-before the word "budget" does not
make it expansive. I intend to direct some of the dialog for example
to a point raised by Mr. McCracken's testimony in which he notes
that the full employment budget-on a NIA basis-is approximately
in balance in both fiscal 1971 and fiscal 1972. Where then is the expan-
sionary impact which is going to thrust the economy upward to a
GNP of $1,065 billion this current year a rise of 9 percent?

What sort of monetary policy would be "complimentary" to the
fiscal policy enacted by the President? This is another question the
answer to which is still quite hazy.

There are many of us here in Congress who are uneasy that this
administration is still wedded to the outmoded notion that only
fiscal-monetary policy counts. We are convinced that this administra-
tion must do far more in the wage-price area if inflation is to be brought
under control while we move forward to a healthy full employment
economy and beyond to an economy with steady growth without
inflation.

We shall also discuss the adequacy of whatever steps are being
taken to assure returning servicemen displaced defense workers and
of course. the existing unemployed that adequate, economically
productive employment is available.

Finally, needless to say, we shall, I hope, have a meaningful dialog
on the extent to which the present and 1972 budgets provide for
meeting our most urgent needs while dispensing with programs of
lower priority.

Mr. Shultz, you may proceed in your own fashion. I note that you
have no prepared statement. You have as you indicated to me infor-
mally prepared a number of quite detailed statements, on the budget,
so there is no question of where you stand on the budget. But I think
it would be helpful if you could summarize your views before the
questioning begins.

STATEMENT OF HON. GEORGE P. SHULTZ, DIRECTOR, OFFICE OF
MANAGEMENT AND BUDGET, ACCOMPANIED BY CASPAR F.
WEINBERGER, DEPUTY DIRECTOR; SAMUEL M. COHN, ASSIST-
ANT DIRECTOR FOR BUDGET REVIEW; JAMES SCHLESINGER,
ASSISTANT DIRECTOR; DONALD RICE, ASSISTANT DIRECTOR;
RICHARD NATHAN, ASSISTANT DIRECTOR; AND ARTHUR
LAFFER, ECONOMIST

Mr. SHTULTZ. Thank you, Mr. Chairman. I appreciate the oppor-
tunity to appear here. As you suggested, we have written a great
deal of testimony. You have the President's budget, the Budget in
Brief, the Special Analysis volume, and the large appendix before you..
It was our view in getting ready for this session that the time would
be better used if we didn't have me reading a long rehash of the
budget, but rather making a very brief oral statement and then pro-
ceeding directly to the questions that you might want to raise about
it.

In order that we might be as fully responsive as possible to your
questions, we have brought along the people in the Office of Manage-
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ment and Budget who have been most directly concerned with the
working out of the budget detail.

The Deputy Director, A/fr. Weinberger, is detained at the White
House momentarily but he will be here very soon, and his Assistant
Directors, Schlesinger, Rice, and Nathan are here, as well as his
Assistant Director Cohn, whom you have known for many years, and
who can find any number in the budget faster than any other human
being. He is the quickest gun in the Office. We are glad he is here.

In addition, Arthur Laffer, who is in charge of the economic work
in the Office of Management and Budget. So we look forward to
responding to your questions.

I might say a word about the budget and our current outlook on it.
The budget is a massive document involving a tremendous amount

of money. As we go through the process of budget review, we question
everything and review all the agency requests, not being so impressed
with this or more impressed with that. To an extent, that puts us
into a negative frame of mind. That is, a frame of mind that questions
what is put forward.

Nonetheless, we want to look upon this document as a positive
document. The large sum of money that is expected to be spent, $229
billion, is a sum of money with which we hope to accomplish things
for the American people, and we want to look at it in that regard.

The budget contains a large number of important initiatives that
the President has spelled out in his state of the Union message and,
of course, detailed here to a greater extent in the budget document
itself. The revenue-sharing proposal and the reorganization proposal
come to mind first. The President will be sending up a health message
very soon. The environmental message came up yesterday. Inciden-
tally, there is is a great deal of material in the budget on that subject.

You made reference to the full employment budget concept. The
President has very explicitly had this in mind; it provided the basic
guide for the 1972 budget.

The full employment concept is a helpful one from the standpoint
of looking at the impact of the budget on the economy. In a deeper
sense, hoxever, it s-houild be regnrrded not so much as a short-term
fiscal policy guideline but a long-term guideline. The basic idea of the
concept is to relate budget outlays to the revenues that the tax system
can generate when the economy is at full employment and to guide
decisions about outlays by that market.

The full employment budget concept does not mean that we would
spend all of that all the time, but experience indicates when outlays.
exceed full employment revenues-and the excess tends to cascade
over a period of years-we get into very serious economic trouble.
Then we have to wrench the economy back to get it on to a different
path. We had to do that between fiscal 1968 and fiscal 1969; as a result,
there was a very large fiscal swing in the budget of almost $30 million
from one year to the next.

It is important to avoid that kind of a wrench to the economy.
lImight note that there was a bipartisan effort involving the passage

of the surtax by the Congress.
So using as a guide the full employment revenue, it is possible to

make a plan for Government expenditures that is more orderly and
that is sustainable over a period of years. At the same time, when the



56

economy is operating at less than full employment actual outlays tend
to exceed receipts. Under those circumstances, the Government budget
is helping to stimulate the economy and, the actual deficit that arises is
not something to be deplored but to be accepted as a means of helping
the economy move forward.

The use of the full employment budget concept-a new idea 'but an
important idea-has been helpful to us in the budget process.

Mr. Chairman, as I said, we are here to respond to your questions
and we look forward to exploring the budget, the budget in relation-
ship to the economy, and other questions that you may raise. We' will
do the best job we can in answering your questions.

Thank you.
Chairman PROXMIRE. Thank you very much, Mr. Shultz.
One measure of the straits of our economy at the present time is that

you predict or expect, have as your goal, unemployment which will be
approaching 5 percent as the year goes on. Five percent and inflation
which will be four and a half percent during the year.

Now, both of these are shockingly high on the basis of recent history,
over the past 20 years, and yet at the same time, the irony is that every-
body says these are very optimistic, and it is unlikely you can do even
that well.

In view of the fact that the administration has been in office, this is
its third year, what is your explanation of the grim state of the economy
and what many people seem to feel is the grim outlook for the economy?

Mr. SHULTZ. I think that the outlook for the economy is not grim
but rather it is quite good. If we hold to a reasonable and steady course,
we will be able to get the economy into the zone of full employment,
and where we will have the rate of inflation will be declining and mov-
ing toward a more acceptable rate.

The basic explanation for the difficulties that we are having with
inflation lies in the extraordinary excesses that were built into the 1966,
1967, and 1968 fiscal year budgets, accompanied as they were by a very
rapid increase in the money supply. The increase in money supply
continued even after President Johnson tried to bring some sense to the
situation in the latter' half of 1968, and it left us with a residue of
inflation that is very hard to whip. The current indicators say that the
back of the inflation problem has been broken, even though there is no
do~ubt that the inflation problem is still very much with us.

I share your sense of puzzlement at the criticisms of the adminis-
tration's outlook. It is important to achieve a gross national product
of at least $1,065 billion-and I would hope that we can do better-if
we are to have success in bringing unemployment down. The prospects
are that the rate of inflation will continue to decline while we have
that kind of expansion. Obviously you can't have an expansion that
blows the lid off and expect to continue to make progress against
inflation.

Chairman PROXMIRE. I want to get into both of these in turn, both
the employment outlook and effects in unemployment, and also on
inflation. I just wonder in view of your response how long the adminis-
tration is going to justify and how long the Republicans are going to'
campaign against Lyndon Johnson's inflationary actions of 1966 and
1967. It reminds me of the fact we Democrats have been campaigning
with some success for 40 years against Herbert Hoover. I wonder if
you expect to campaign 40 years against Lyndon Johnson.

Senator PERCY. No. Thirty, 35 years. [Laughter.]
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We have got quite -a few years to go.
Chairman PROXMIRE. That is on Senator Percy's time. [Laughter.]
Mr. SHULTZ. I take your comment to suggest that the very infla-

tionary budget and situation that we inherited is somewhat com-
parable.

Chairman PROXMIRE. Well, perhaps, but I think that most people,
fair-minded people, certain economic historians like yourself, realize
that whatever advantage the Democrats got out of campaigning against
Herbert Hoover was pretty badly misplaced. By 1935 or 1936 the
Democrats after all were on their own. Herbert Hoover couldn't
be blamed for continuing the depression. The Democrats didn't
do enough to get us out of this depression. They did something, a lot
more than Hoover did, but not enough, but I don't see that you have
done a great deal.,

Let me point to the details of that budget of yours. It seems to me
that unless you have some kind of magic up your sleeve it is very
hard to see how you are going to get to this 4ff24 percent zone of unem-
ployment. Although it is extraordinarily high on the basis of recent
standards. Let's examine the budget piece by piece.

In the first place, defense spending is going back up but that is in
dollar terms only. In real terms it is certainly not going to stimulate
the economy. Quite the reverse. Commerce and transportation is declin-
ing, no stimulation there. Income security, largest civilian item in the
budget by far, the programs that really get money into the hands of
consumers. Social security and veterans' pensions, et cetera, that is
increasing less than half as much in fiscal 1972 as in fiscal 1971.
Education and manpower up just half as much in 1972 as in 1971.
Less than half in percentage terms. Health up just a little more than
half as much in 1972 as in 1971. Again less than half in percentage
terms. Veteran's benefits, up just a little more than half as much in
1972 as 1971, again less than half in percentage terms. Community
development and housing, a smaller increase in 1972 than in 1971.
As badly as we need housing, up only 17 percent in 1972.

In short, the whole civilian budget is increasing by $5 billion less
in 1972 than it did in 1971. That is including revenue sharing and
everything else except defense.

Now, I don't say that you are not right in holding down some of this
spending. I would agree especially in the defense area, but unless we
are going to reduce taxes or take some other kind of action, I can't
see that there is a fiscal stimulus of the kind you described that would
move us in the direction of substantial lowering of unemployment.
Where is it?

Mr. SHULTZ. Well, when we are talking about the economy as a
whole, we want to look to the budget as a whole. The fallacy of trying
to pick apart particular things as suggested by your comments about
housing is that in doing so we tend to lose sight of the major forces
that drive the economy. Housing starts have gone up very sharply
during the past year, and, for the most part, people didn't quite
anticipate the strength of that rise. It has been a reflection of many
things, including household formations. It is partially a reaction to
the quite sharp decline in interest rates. To some extent, the strong
recovery of housing is a budget matter; to some extent it isn't. In any
event, the strong recovery is something that is going on.

We have to look much more broadly than we have in the recent
past. The overall rate of expenditures is up by about the same between
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fiscal 1971 and fiscal 1972 as between fiscal 1970 and 1971, about $16
billion.

The rate of taxation is down a little, partly as a result of scheduled
declines contained in the Tax Reform Act, and partly through the
change in depreciation rates.

Chairman PROXMIRE. Are you saying there is more stimulus from
reducing taxes or revenues in fiscal 1972 than there was in 1971,
because there was some reduction as you know in 1971.

Mr. SHULTZ. I think a little.
Chairman PROXMIRE. I would like to see an analysis of that. The

only direct explicit action taken by the administration recently that
I know of is the increase in depreciation which I approve. Many
people disapprove. I think it is good, but that is a long term influence.
Wouldn't you agree that is not going to do much for us in fiscal 1972?

Mr. SHULTZ. It will do something for us immediately but I think
its basic impact is a longer term one. Fundamentally, it will help
improve the rate of increase in productivity. It will help us deal with
the inflation problem. It will help us to increase our real standard of
living.

-Chairman PROXMIRE. My question, Mr. Shultz, was what stimulus
we are going to get out of this budget? You immediately referred to
housing, pointed out housing has been rising more rapidly than many
people expected. It is a sort of thing most people didn't anticipate.
Senator Percy and I are on the Housing Subcommittee. We are un-
happy about the relatively low levels against our goals which are 2.6
million housing starts per year.

I can see some stimulus here. I don't think it flows from the budget
and I doubt very much if it is enough to provide the kind of employ-
ment increase that is needed.

Mr. SHULTZ. Well, I would say that concentrating exclusvely on
the budget as the sole and only tool of economic policy is not cor-
rect and that we should also look at monetary policy. That is an
extremely important ingredient. Beyond that, when we are thinking
of these broad aggregates that we are talking about, it is much better
to consider the economy as a whole. The process; whether in the form
of very fancy econometric models or less elaborate techniques, of
looking at the economy piece by piece and trying to add it up has
consistently over the years led people to underestimate the strengths
of the economy.

I think that is a pretty well demonstrated proposition.
Chairman PROXMIRE. Let's get it piece by piece. We can't really

understand what is meant unless as we compare the stimulus in
this 1972 budget to the budget stimulus of the economy in 1971 fiscal
year, I can't see that the 1972 budget represents any greater degree
of stimulus.

You might say there is some lag involved. But it certainly isn't
the kind of dynamic, forceful effect which would give confidence to
those of us in Congress and the public generally.

Senator PERCY. Mr. Chairman, would you yield at that point
because you have mentioned that I was unhappy about the housing
situation.

Chairman PROXMIRE. Yes, indeed.
Senator PERCY. I certainly have been in the past. But I think of

all the areas of the economy which have shown the effects of a wise
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and prudent administration policy coupled with wise policies of the
Congress, the housing industry is one of the brightest spots we have
today. And it will account in large part for a renewed stimulative
growth because of its rippling effects.

The administration took necessary action to bring dow~n prices.
It freed up lumber supplies. It made available routes to get at that
lumber. It brought about a reduction in interest costs which is the
biggest single factor in the housing market. Now people can afford
to finance 25- and 30-year mortgages where before they would be
stuck for 30 years with an 8.5-to 9-percent mortgage.

So housing starts this year look as though they are going to be a
very stimulating sustaining basic factor in the economy. That will
have a favorable fallout in household goods and in many, many
other areas of the economy.

So I would like to commend the administration. Though I have
been very unhappy in past years, I think this has been one of the
dramatic illustrations of what a wise policy can do to stimulate the
private sector.

Chairman PROXMIRE. I think that is right but you see this is
exactly the problem.

I agree with much of what Senator Percy said, in fact virtually
all of this. This administration did a fine job in the area of low-income
housing, better than it has been done before. This administration has
done well perhaps in housing generally. But when we ask where the
stimulus is coming from we say, well, housing and that is part of the
answer, but housing is not going to do the entire job. Is it going to
do half the job?

The Council of Economic Advisers wouldn't tell us how much
they expect to increase. I don't see any specific estimate from you.
There is nothing in ainv documents of this administration as to how
much it is going to increase. We can't really analyze this to determine
where the stimulus is coming from. Sure, there is going to be a
stimulus in housing. Everybody agrees with that. It may be 1.8 or
1.9 million starts this year. It may be more than that. We all hope
atid pray it will be but we would like to know, we would like to have
a breakdown so we can determine the extent to which additional
policies are needed.

M\r. SHULTZ. Let me respond to that, if I may, by again saying that
I think this method of trying to add up the economy from the inside
out consistently misleads you. As some side evidence of that; let me
go over the record of the so-called consensus. It is this forecast that the
administration's forecast is being compared with, and it is the basis
for everybody's statement or lots of people's statements that our
forecast is not correct.

We went back through the National Industrial Conference Board
publication "Business Outlook." As you know, each year they as-
semble a group of private economists who know a lot about various
sectors of the economv. These economists talk about how much to
expect from construction and how much to expect from new plant and
equipment, and how much to expect from this, that, and the other
thing. They discuss the various expert opinions and come out with a
so-called consensus forecast.

There are some differences but this is a process of forecasting that is
very, very widespread.

59-591-71-pt. 1-5
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I might say that this is not a process that produces a set of inde-
pendent forecasts by economists or businessmen who individually
think it over for themselves, by themselves, and come out with a view
that is then compared with independent views. They are formed by a
kind of interactive process in which there must be a lot of social pres-
sure on the.person whose initial thoughts are somewhat different.
At any rate, this is the process which results in the consensus forecast
that ours has been compared with.

We compared this over the period of the 1960's, during which the
gross national product was rising; it is a very instructive comparison.
I don't want to make too much out of it, but I think it is still instruc-
tive.

In 1961, which was not an expanding year, the error was a negilgible
shortfall of $2 billion. In 1962 as the economy started to move forward,
the shortfall in the consensus forecast was $12 billion. In 1963 it was
$23 billion. In 1964 the shortfall was $17 billion. In 1965 it was $29
billion. In 1966 the shortfall in the consensus forecast compared to the
actual was $40 billion. In 1967 it was $7 billion. In 1968 it was $23
billion. In 1969 it was $16 billion.

And so typically they were on the wrong end of it. They overesti-
mated by $9 billion.

Now, I don't say this as a matter of derogation of the people in-
volved, but I think the record shows that when the economy was ex-
panding, these forecasts consistently underestimated by a substantial
amount the capacity for expansion in the economy. Interestingly
enough if you take these errors and express them in percentage
terms to the GNP. and average them-I am not suggesting this as
a technique of forecasting but it is kind of interesting when you
do that-and then take the consensus forecast for this year and add
that amount on, you come to a number higher than the one the ad-
ministration has put forward.

Chairman PROXMIRE. Well, my time is up but let me just say that
both you and Mr. McCracken primarily defended the administra-
tion's forecast by pointing historically how poor the forecasts of other
people have been in the past. There hasn't been the kind of detailed
specific justification, affirmative justification of why the administra-
tion's analysis is right. I don't see how you can provide an analysis
unless you break it down by ingredients and say what is going to
happen to personal investments, what is going to happen to personal
income, what is going to happen to Government purchases, et cetera.
You can vaguely generalize, I suppose, but I just don't see how this
is going to be convincing.

Mr. SHULTZ. No; there is another method and that has a more
empirical basis. It goes at the problem in a different way. We have
used this different method and in some respects have elaborated it to
quite an extensive degree. We will be glad to discuss that with you
and show you some of the bases for our own estimates.

Chairman PROXMIRE. As I say, my time is up.
Mr. Brown, you are next. Senator Percy came in first. I want to

yield to him because he did come in first.
Mr. SHULTZ. As a former Secretary of Labor I am glad to see you

are still honoring seniority.
Senator PERCY. We are doing the best we can to break it down.
Chairman PROXMIRE. I might say every year that seniority looks

better to me. [Laughter.]
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Representative BROWN. Even comity between the two bodies, I
might say.

Senator PERCY. The senior Republican member told me the other
day when we changed our rules in the Republican caucus that your
are going to regret this in 10 years, but right now we are not.

Mr. Shultz, I had a group of prominent Illinois Labor Leaders in
my office this morning. We got so deep into the economy and what
was happening that I finally invited them to come in and join me here
to listen to you.

They told about the problems in the electronic industry, small
companies that were down in volume and therefore being forced out of
business, imports coming in, and the general softness in employment
in Chicago, particularly in the electronics area.

I wonder if you could comment on some of the things the adminis-
tration is doing to stimulate employment? I told them about the sub-
sidized interest program for small business which is an administration
program. They asked particularly about the program for public service
positions to provide employment until the economy comes back. I
think you could answer their questions better than I could and these
general questions on the economy that all of us in the Congress are
getting from our constituencies.

Mr. SHULTZ. Well, let me address the public service employment
question, since it is one that people have been interested in, and it has
been receiving continued attention.

First, I would state that the Nixon administration pioneered a public
service employment program which got started a little more than a
year ago. It has been working quite well. It is an effort to put into place
a public service counterpart of the private job opportunities in the
business sector program. That is, you would contract with units of
Federal, State, and local governments to employ a disadvantaged
worker, particularly on a public service job, train that person and get
that person into the regular employment.

The program has been going along well; it is a constructive and
helpful program. Beyond that, as the manpower bill was being wvorkec
on last year by the Congress, the idea of federally subsidized temporary
public service jobs that would be viewed essentially as a training device
was welcomed by the administration. We worked with the Members
of the House of Representatives who are trying hard to make that a
reality.

The bill that finally came to the President proposed essentially a
return to personal public works and subsidization of personal govern-
ment jobs, not necessarily jobs that needed to be done but jobs that
were created in order to employ somebody.

Our feeling has been that the kind of jobs that we want in a healthy
economy are jobs that are there because somebody wants that service,
whether it is a public service or a private service. We think that the
public service area is an area in which job development can take place
and where support of the kind I have mentioned is appropriate. More
than that, we think the way to have healthy employment opportuni-
ties is to have a healthy economy, and a healthy economy will absorb
people and give jobs that have permanence to them and that have
the attribute that they are there because the community wants to
have the job done. I think that this is the kind of job that people
want.
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You mentioned the subject of import competition. The whole sub-
ject of international trade and monetary affairs is one that we have
given a great deal of thought to within the administration. Very
recently, in order to bring a greater sense of strategy and coherence
to the area, the President has put into play a Council on International
Economic Policv that will stand with the Domestic Council and the
National Security Council as a policy-making body. He appointed an
outstanding businessman to be the executive director of that council,
Peter Peterson, who is a young fellow from an otherwise unheard of
company named Bell and Howell.

Senator PERCY. I understand they are looking for a Democratic
replacement so that we won't have such a high rate of attrition out
there. [Laughter.]

Mr. SHULTZ. That sounds like a good long term move, all right.
[Laughter.]

Senator PERCY. I wonder if you could comment, Mr. Shultz, on
what will happen to inflation and unemployment levels if we do not.
achieve the 9 percent. projected growth rate in fiscal 1972? If we see
that we are not achieving that level as we go into that year, what
steps might the Federal Government take to stimulate the economy
more than would otherwise be the case?

Mr. SHULTZ. We estimate that if the economy moves at the
prospected 9 percent rate in calendar year 1971, the rate of inflation
will continue to fall and unemployment will fall. Those are counter-
parts, so to speak, of the $1,065 billion estimate.

Now, if the economy operates at a lesser pace, then we would expect
to see the rate of inflation decline even more and, obviously, the rate
of unemployment would be higher. So that as you think about eco-
nomic policy, trying to see what the Government can do that will
help the economy be a healthy economy, you always have to think
about the problems of both inflation and employment or plant utili-
zation, to see how much thrust there is together. You never can lose
sight of either one. The objectives that eve have set, and the ex-
pectations that we have, are compatible with the balance moving on
both of these fronts.

Our view is that with the budget that has been put into place-
one that doesn't have a full employment deficit-and with strong
support from monetary policy, we will be able to achieve a lessening
of the rate of inflation and a fall in unemployment.
* I know that a great deal has been said about policies toward wages
and prices and I welcomed your comment on it. The administration's
position has been from the outset that it is extremely important to
examine the wav in which individual wage and price markets are
working, and try to make them operate as competively as possible so
that all the discipline of the marketplace can be exercised.

There have been quite a number of examples of action of that kind
and we will continue to take actions of that kind.

Senator PERCY. The change by the administration in amortization
and depreciation schedules, which has been called a two and a quarter
billion dollar windfall for business by the administration, I happen
to think will create jobs, will lower costs, will make us more competitive
and will broaden our worldwide competitive position. In your judge-
ment will this change have an effect that is measurable in the fiscal
1972 and fiscal 1973 years? In calendar year terms the President has
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said those years will be a better year and a good year in that sequence.
Will that have an effect on those years?

Mr. SHULTZ. I think it will help. It is always difficult to disentangle
one event from all other events and spotlight exactly what its impact
is, but I think it will have an impact immediately, and as we were
discussing a little bit earlier, it will have an impact over a period oftime, particularly along the lines that you suggest.

It is the sort of thing that helps make our industry competitive andleads to investment and improved technology.
Senator PERCY. I support the full employment budget concept. Ithink it is a brilliant concept. It is hard for some Republicans to

swallow, I suppose, but I think it does give us a guide by which weshould project our budget surplus or deficit.
Could you comment, however, on the Committee on Economic

Development's call for a $6 to $9 billion full employment surplus asagainst the $0.1 billion surplus in the actual budget? How do you
reconcile these differences in viewpoint?

Mr. SHULTZ. Well, the idea of operating with a large full emplov-ment surplus in a year when we would like to see the economy expand
did not strike the President as very sensible economic policy. Theremay be times when you would want to have a substantial full employ-
ment surplus, in effect, the government doing the saving on-behalf ofthe community. But in this clay, with very high personal savings andwith the economy operating at a rate less than we would like, thePresident's view was we should bring the budget at full employmentabout into balance.

His decisions, which were not simply spending. decisions-the taximpact decision that you mentioned was part of it-were designed todo just that. In this sense, the budget goes right up to the limit ofwhat the President feels it can do to sustain a strong expansion in theeconomy.
Senator PERCY. Thank you very much, Mr. Shultz.
Chairman PROXMIRE. Congressman Reuss.
Representative REUSS. Mr. Shultz, suppose that Congress behaves

angelically with regard to the President's economic, program do-Ieverything that is asked of it, and suppose all the other blocks fall into
place except that as you go ahead with this program in the months tocome, it develops that actually you are not progressing at the 9 percent
rate and aren't on your way to the $1,065 billion GNP which you
confidently predict.

If that should happen, what would be your recommendation at thattime as to monetary policy? Or to put it another way, this would
indicate, would it not, that the Fed has not been creating enough newmoney to validate the projections.

Mr. SRHULTZ. Well, our analysis of the situation, and our way oflooking at the economy, shows that monetary policy is a very impor-
tant active ingredient in determining the direction of the economy.
And we would look to monetary policy to be expansive and to be a.strong support of attaining the kind of objective that we have setforth, which-

Representative REUSS. But suppose, though, that at this projected
time, say 4 months from now, 6 months from now, the Fed has been
creating new money narrowly defined as the 7 percent a year which
is ordinarily considered to be expansive but still even though every-
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body else has been cooperating the thing isn't working and you
aren't on your way toward the $1,065 billion GNP upon which hang
all the hopes as to reducing unemployment, inflation, and so on.

Would that situation indicate to you that 7 percent new money has
not been enough and that the Fed should be more expansive?

Mr. SHULTZ. Well, I would certainly be surprised if that rate of
monetary growth were sustained-

Representative REUSS. We would both be surprised.
Mr. SHULTZ (continuing). Up and down
Representative REUSS. But suppose that is what happened?
Mr. SHULTZ. We would have to go back and look at the textbooks

again because I think the evidence is very clear in economic history
that when you combine the kind of big budget swing that occurred
between fiscal 1968 and fiscal 1969 with the extremely tight money
policy that followed in the latter half of 1969 and 1970, that the
input gets an output. I think that we have been feeling the effects
of those policy devices, particularly the very, very tight money
policy in 1969 and early 1970.

Now, I think by the same token you can turn that around. Budget
policy has been more expansive beginning in the wintertime of last
year, and monetary policy has also shifted. All our economic history
teaches us that when you get this kind of a switch, particularly if one
were to have a certain monetary policy that you suggest, that we
would have a strongly expanding economy.

Representative REUSS. But if we should turn out to be wrong, if we
do everything in the budget that you and the President have recom-
mended, but we aren't growing sufficiently to meet our target in this
case, monetary policy would have to be the culprit, would it not, and
whatever rate of monetary increment had been the order of the day
for the Fed would in the event it should turn out to be wrong and
should be increased.

I suppose I am trying to put words in your mouth but not mali-
ciously because this seems to me-

Representative BROWN. Or successfully.
Representative REUSS (continuing). That is what you have been

saying.
Mr. SHULTZ. I suppose that people all have their own ideas about

who is the culprit for what, and we have our analysis of the economy
operating. We do put a lot of weight on monetary policy. At least, it
looks to us from our analysis that monetary policy is exceedingly im-
portant, and all of our experience suggest that what you are suggesting
as a monetary policy will bring a very strong expansion. I would like
the record to show that the 7-percent figure was your suggestion, not
my suggestion.

Representative REUSS. Yes.
Mr. SHULTZ. I don't want to have that word in nmy mouth.
Representative REUSS. It so shows.
Turning to another field, it is still your view, is it not, that it would

be a mistake for the administration to impose a temporary price-wage
freeze in order to get a handle on inflation?

I\/Ir. SHULTZ. My analysis of the wage and price situation is that the
problem, to the extent that there is a problem, is widely dispersed.
Particularly if we look at the wages, the picture varies a great deal
across the economy. There are many sectors of the economy where it
looks to me as though the wage changes that are being put into place



65

are quite moderate and, given the rate of inflation that accompanies
them, are barely keeping workers even in terms of their real income.

It never has appeared to me that you can solve the inflation
problem by forcing workers to take reductions in real income. I just
don't think the situation works that way or that this is tolerable.

Now, by the same token, I think there are areas where the wage
bargaining picture seems to have gotten out of control and badly so.
Perhaps the most important and obvious one is the construction
industry, where rates of increase have soared way beyond what is
happening in most other industries.

We are working on that problem. We have had a commission on
collective bargaining in the construction industry for about a year and a
half. Their attitudes are constructive and concerned. They met with
the President 2 or 3 weeks ago, and his challenge to them was to come
up with a program of some sort. We are in the midst of doing that, and
we will have to see whether or not it is possible. But I think that when
it comes to the wage picture, you need. to figure out where your
problems are. They aren't everywhere, just in certaiin places.

Representative REUSS. In addition to opposing price-wage com-
pulsory controls, do you still continue to oppose the evolution of
wage-price guideposts?

Mr. SHULTZ. My analysis of that approach, whether it is an enun-
ciated guidepost that is enforced to some extent by the Council of
Economic Advisers and the strong right arm of the President or by
the Justice Department or by somebody that has some clout over
individual companies, is that it really hasn't been very successful in
dealing with the problem of inflation broadly speaking. To the extent
that it has been successful, it has been exclusively concentrated on
large visible firms. I don't know of instances where that approach has
really had much impact on the wage picture. As I have heard the
people who talk the most about this kind of thing, they complain the
most about construction wage settlements. I agree with the analysis
that those are real problems, and I think that whatever is proposed
has to meet the test of whether or not it is going to do anything about
those wage settlements. That is what we are concentrating on.

RCprCesntative EREuss. Finally, everybody has been making his
own estimates of what the GNP in 1971 will be, and I suppose it is a
game that any number can play. My own projection is, and I would
ask your comment on it, particularly in light of what you have just
said on inflation, that if this country does attain a $1,065 billion GNP
in 1971, most of that 9 percent growth rate will be in inflation
rather than real growth. That is the Reuss projection. I take it you
don't agree to that.

Mr. SHIULTZ. No, sir; I don't.
Representative REUSS. How far wrong do you think that is, and

I hope it is wrong.
Mr. SHULTZ. Well, I do not want to put numbers in your mouth.
Representative REUSS. I ask you to.
Mr. SHULTZ. But, if what you are projecting is a rate of growth

of real gross national product on the order of, say, 1 percent and
money gross national product on the order of 9 percent in a rapidly
accelerating rate of inflation, I just do not think that makes sense.

Representative REUSS. All I said is that of the 9 percent growth,
something more than 4Y2 percent would be in price increases and
something less than 4Y2 percent in real honest-to-goodness growth?
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Mr. SHULTZ. Yes. Well, the lower the real growth, the lower the
price inflation will be. So, those who are pessimistic about real growth
are projecting a picture in which prices tend to be held down more
than in the kind of growth picture that we are projecting-at least
given a common understanding of the way prices behave.

Representative REUSS. But it is clear to your view, and here is
where we differ, that if your goal of $1,065 billion GNP is realized,
and you are confident it will be, that the majority of that 9 percent
growth will have been real growth rather than inflation?

Mr. SHULTZ. Yes. I think that word majority is well chosen. On
the point of confidence, I do think that we will have strong real
growth. It may turn out that $1,065 billion is a conservative number
rather than an optimistic number. At the same time, as I observed
earlier, I think we economists have a lot to be modest about when
it comes to predicting the economy, so that the notion of watching
as you go along, and changing as conditions warrant is an important
concept here.

Representative REUSS. Yes. The requirement of modesty is why
I stay away from predicting a figure myself. I simply say that if that
figure is realized you are going to find yourself doing it more by
inflation than by real growth, but we will see and we both hope I am
wrong.

Mr. SHULTZ. I think that the point that you are making, which
I fully agree with, is that the $1,065 billion as such is not a particularly
meaningful figure. The important thing really is: what is going on
with real growth? That is the most important thing. Are we moving
ahead in terms of real growth, and, at the same time, are we managing
to get a little better control of the inflation problem as we go along?
Whatever the exact number comes out to be, I agree with you, if we
got $1,065 billion and it was practically all inflation, that would be a
very sour victory for those who have been arguing for $1,065 billion.

Chairman PROXMIRE. Congressman Brown.
Representative BROWN. Some of those inverse things fascinate men

and one of them that you mentioned now appeals to me to find out
just what the facts are.

You said that the experts tend to be wrong by a considerable
amount. What is the percentage on average that the experts fall
short in their predictions over a period of expansionary time?

Mr. SHULTZ. It has been about 2.3 percent.
Representative BROWN. Well, if I read the figures that are before

us correctly, the experts have sort of averaged out or found a con-
sensus around $1,045 billion as the budget-gross national product
for next year. So 2 percent error would make it $1,065 billion. Two
and a half percent raises that to about $1,070 billion; is that right?

* Mr. SHULTZ. In the general vicinity, yes. I do not want to leave the
implication that there is some one number that everybody else has.
settled on and then there is this other number that the administration
has proposed. There is a lot of dispersion. But $1,045 billion is the
approximate central tendency.

Representative BROWN. Well, suffice to say if the experts are
correct with their usual degree of correctness, the budget will-the
GNP will run about $1,070 billion and you will be wrong too.

Mr. SHULTZ. We would be delighted to be wrong in that regard.
Representative BROWN. Let me ask you directly, the expansionary

steps taken by this administration, the full employment budget con-
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cept, the fiscal approach, I think has been fairlv well laid out in the
budget booklets that you put oiut. An $18 billion deficit is inclined to
be rather specifically expansionary. What rate of expansion in the
-monetary efforts, in the money supply, are. you recommending or
have you urged in the councils-at the administration level?

MAir. SHULTZ. I would prefer to get at that question in a roundabout
way, without trying to settle on any particular number, and just say
that it seems to us that the rate of expansion suggested bv the admin-
istration's forecast and plan is a reasonable, doable, 'and desirable
situation. And if we can do a little better that would be even more
desirable.

I think it is a starting point. We should ask ourselves: would'it be
desirable if the economy were to expand on the average'by about 9
percent with a majority, to use C6ngressman Reuss word, iii'real
growth, meaning that the rate of inflation will -be declining? The
answer to that question is "yes."

Now, as far as monetary policy is concern6d," beyond saying 'that
it is obviously of great importance, I would settle for general agree-
ment that this goal is desirable and achievable but I would try lto tell
the Federal Reserve how to do its job in detail.

Arthur Burns' and his colleagues are in charge of that.
Representative BROWN. The figures -that we heard from Mr.

McCracken and members of the Council of Economic Advisers
rapge between 6 and 7.2' percent, at least in general ternis. They
assumed that somewhere' in there would take care of the expansion.
Would you think that those were realistic figures to accomplish the
expansion in the growth-the expansion of GNP that you have inh
mind in terms of monetary expansion?

Mr. SHULTZ. Well, as Isay, I would prefer not to get into a dis-
cussion of specific nuibers but rather to focus attention' on the
objective and thed'do-ableness and desirability of the objective, and
to' look' to the Federal Reserve to take the policy actions that are
needed to get us there or to improve on the situation. But certainly
we need a strong lev6l 'of monetary growth.

Renrp~e11t~ti1.7e 'BROM..T. Let me mov into another area, thall,
failing specific response on that question, and that is the psychological
area. How do we get' the psychological response that would free up
the consumer spending in the economy which would help make this
kind of expansion possible? It occurs to me that perhaps the pessimistic
statement does not sefve an expanding economy very well and that a
continual attitude of pessimism may be harmful. It also occurs to me
that perhaps the very area of jawboning may in effect be a dampending
effect on the expansion of the economy. Would you care to comment on
those two comments?

Mr. SHULTZ. Well, this question of people having confidence is an
important one. It is an elusive sort of an idea, but I think that, fund-
amentally, people take confidence from what they see around them.
That is, they're perceptive of what the facts are.

It is fruitless to try to talk people into thinking something that is
not confirmed by the policies that they see and by the results of those
policies.

At the same time, I think there is a lot more to this than just the
economics of it.

I was interested to read in the paper this morning, for example, that
apparently there has been an increase in retail sales in the city of
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Washington, D.C. That must have a lot to do with the fact that the
crime rate has declined somewhat. So I think that if we work more
successfully on some of these problems, on some of these nightmares,
as the President has called them, and get those nightmares behind us,
we will give people confidence that the society is working well, and that
things are getting more under control. This would tend to buoy the
kind of confidence that will also spread over into the economic field.

I believe that the touchstone of the revenue-sharing proposals, both
the general revenue sharing and special revenue sharing-with all
that can be said for them in terms of relative merits, tax systems, and
the fiscal crises of the States and cities-is the desire to put a greater
element of decisionmaking authority and power and control into the
hands of people all over the country on matters that are closest to
them. When people have that control, and they are making headway
because of what they do in solving their problems as they see them,
then we tend to tone up the whole society. That in turn, tends to
spread across and help the economic area, just as when the economy
improves, it tends to help other areas as well.

Representative BROWN. Now, are you suggesting that revenue
sharing is a significant sign, psychological impact on people who spend
because they think their taxes might not be going up? Is that what
you are saying? I am a little bit lost of how this revenue sharing
fts the

Mr. SHIJLTZ. My point is that the outlook that people have is re-
lated to lots of things, some of which fall in the economic sphere
strictly speaking, but some of which are totally outside of it. And when
people feel, for example, that crime is rampant and uncontrolled,
that does not do very much for their sense of confidence in the society
or in the economy. On the other hand, if they feel that crime is being
brought under control, that helps and overlaps.

I am really just trying to get at your point about confidence and
what builds it and to suggest that there are things outside the strictly
economic sphere that contribute.

Representative BROWN. Let me ask you specifically about price
and wage controls as opposed to jawboning or what we have like you
been through, a period of let-alone in reference to price and wage
renegotiations. Would price and wage controls serve to stimulate
this psychological feeling of encouragement about the economy or
would they in fact tend to depress the economy, do you think?

Mr. SHULTZ. Well, I think that if we were to have a full-scale wage
and price control program, with all of the accompanying rules and
regulations and the bureaucracy that would be required to enforce
them, people would rapidly get fed up with it. Beyond that, controls
would rapidly strangle the economy.

Representative BROWN. In order words, the tight price and wage
control may have, in effect, a depressing effect on the expansion of the
economy, is that what you are saying?

Mr. SHULTZ. Could very well be.
Representative BROWN. What about trade policies, Mr. Shultz,

in terms of stimulating the economy toward a $1,065 billion GNP?
Restrictions on imports to gain a short-range stimulation of domestic
business or freeing up of imports?

Mr. SHULTZ. I think, in general, we gain very strongly from trade,
in this country and in other countries. We gain by importing things
that can be produced more economically abroad and exporting things
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that we can produce more economically. It is noteworthy that we are
and have been, over a long period of years, net exporters. If you were
just looking at it from the standpoint of jobs alone, there are more
people who have jobs in exporting businesses than in importing busi-
nesses. So the idea of just cutting off all imports, which would have
quite an impact on our export markets, does not seem to me like the
road to improving employment. It certainly is not the road toward
improving our standard of living.

Representative BROWN. Are there any expansionary steps that this
administration might take in terms of stimulating economy that they
are not taking?

Mr. SHULTZ. Well, the principal expansionary elements are the
President's decision to budget outlays right up to the full employment
revenue, and a strong expansive monetary policy. Those are the two
principal elements.

Representative BROWN. Are there others?
Mr. SHULTZ. Those are the ones that will affect the overall require-

ments of the economy and, at the same time-going back to a comment
that I made earlier-the administration has, from the beginning, been
working on the question of trying to get individual wage and price
markets to work well. This is also an important element in the picture.

Representative BROWN. Thank you.
Chairman PROXMIRE. The Chair takes great pride in recognizing

a veteran member of this committee, served on the committee for
15 years and this year, of course, he has become the majority leader of
the House of Representatives. So it is with great pride as I say I
recognize Congressman Boggs.

Representative BOGGS. Mr. Chairman, I am very pleased to be a
member of this committee.

Mr. Shultz, it is good to see you.
I read a piece in the Post this morning, a column by Mr. Rowen

who has always struck me as being a very wise man, and I quote in
part from that column:

After two years of searching, the Nation and Administration has located its
jawbone, and is beginning to exericse it.

Then Mr. Rowen goes on to say that:
"Incomes policy" is a loosely defined phrase generally taken to mean some

measures of direst government intervention-short of price and wage controls-to
limit the upward spiral of wages and the cost of goods and services. Presidential
Advisor Paul W. McCracken went so far as to say that a wage and price board
to bring pressure against bit wage and price increases before they go into effect,
was among the possibilities.

Writes Mr. Rowen:
That represents a long distance for the Nixon Administration to have traveled.

At the beginning the President volunteered an unrestrained commitment to "the
free market." He said in last year's Economic Report that he would not interfere
with private wages and prices, but now the President has switched signals, belated
as it is, it is welcome.

What accounts for this shift in signals?
Mr. SHULTZ. Well, first of all, this is not particularly a shift in

signals. One of the first efforts in the administration, as Senator
Percy noted, was the effort to do something about lumber prices.

Representative BOGGS. Well now, hold on just a minute. When
did you jawbone? When did you start jawboning?
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Mr. SHULTZ. "Jawboning" is a term of art. Would you consider
the actions the administration took in trying to improve the supply
and curtail the demand for lumber in the light of rapidly rising lumber
prices to be jawboning? If so, that has been with us a long time.

The big point is that the Government in a number of ways-
Representative BOGGS. It seems to me that the market really took

eare of the lumber prices. In the beginning of 1969, prices were astro-
nomical but because of the recession in building, brought on by the
administration policies, prices went into decline precipitously in a
matter of a few months.

Mr. SHULTZ. Well, there were many things that contributed to
the change in lumber prices but I think that the effort the admin-
istration made contributed to lower prices and-

Representative BOGGS. Of course. It almost became disastrous.
Mr. SHULTZ. You asked in your question for a historical illustra-

tion of when the administration tried to posture the Government so
as to encourage the operation of wage and product markets, and the
lumber case was an early example of that.

Representative BOGGS. I do not really understand you on the
lumber case. You had a depression in the lumber market. It is only
now beginning to recover. Unemployment on the west coast ran some-
thing like 14 percent in the lumber-producing area.

Mr. SHULTZ. The lumber market was very tight and a number of
steps were taken.

Representative BOGGS. When your administration came in it was
tight.

Mr. SHULTZ. And I think these efforts contributed to lower prices.
'Obviously, the falloff in housing starts also was a powerful contributor
to that change, but there were many others.

Representative BOGGS. What was the difference in housing starts
in 1968 and 1970?

Mr. SHULTZ. I do not have that.
Representative BOGGS. Would somebody supply that for the record.

Mvr. SHULTZ. We will supply that for the record.
(The following information wvas subsequently supplied .for: the

record:)

Housing starts (in thousands)

Year Private Private and public

1968 1, 508 1, 546
1969 -1,467 1,500
1970 -1, 429 1,463

Representative BOGGS. Now, what about the steel case. When did
you decide to jawbone on steel?

Mr. SHULTZ. Well, there was no jawboning on steel in the sense
of-

Representative BOGGS. What happened? Somebody talked to some-
body in the steel business, didn't they?

Mr. SHULTZ (continuing). Getting up and denouncing people,
which is what seems to be meant by that term.

The effort was to examine the Government's own activities in re-
lationship to the problems of the steel industry and the behavior of
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prices in the steel industry, and to see whether or not the things thatGovernment is doing there were properly conceived and executed.
Representative BOGGS. Well, Mr. Shultz, if somebody connected

with the President-
Mr. SHULTZ. If you want to call that jawboning, it is all right withme.
Representative BOGGS. Did somebody connected with the Presidenttalk to someone connected with the steel industry, and of so, whom?
Mr. SHULTZ. I do not know that I can detail from my own knowl-edge what all the various conversations *were, but the-
Representative BOGGS. Who participated in the conversations?
Mr. SHULTZ. I know that there were people in the steel industrvwho were interested in what the President and his press secretary

had to say.
Representative BOGGS. You did not answer my question; whotalked to whom?
Mr. SHULTZ. I do not know the answer to all of that. I did notpersonally talk to anybody.
Representative BOGGS. It is a fact that somebody talked to some-

body?
Mr. SHULTZ. I think that is correct. [Laughter.]
Representative BOGGS. What was the result of this conversation

that you were not aware of?
Mr. SHULTZ. You would have to find the people who had the con-versations and have them testify.
Representative BOGGS. Your job is Director of the Office of Budgetand Management.
Mr. SHULTZ. But, in general, I think there was a sharing of infor-mation. That is about the size of it.
Representative BOGGS. Did you get any of this information?
Mr. SHULTZ. Well, only in a general way.
Representative BOGGS. How can you manage a budget if you donot get this information?
Mr. SHULTZ. Well, I sometimes have my difficulties. [Laughter.]
Represeniia[ii\eBOuuS. DO YOU mean by that you do not have acceSs

to information in the executive branch of the Government?
Mr. SHULTZ. Oh, yes, I have pretty good access.
Representative BOGGS. Well, are you just trying to avoid myquestion or what?
Mr. SHULTZ. No, sir. I know that there were some steel peoplewho-
Representative BOGGS. What steel people? I remember back inPresident Kennedy's administration they sent the FBI out to seesome of them.
Mr. SHULTZ. Well, I am glad you mentioned that because it is apoint of great contrast. [Laughter.]
Representative BOGGS. Well, this time it is ethereal. I mean nobodyknows who did what.
Mr. SHULTZ. I can assure you there was none of the business ofusing the FBI or threatening people or any of that kind of thing.
Representative BOGGS. Who was it? After all the FBI is part ofthe executive branch of the Government. Did the President talk tothe president of the United States Steel Corp.?
Ml. SHULTZ. Not that I know of.
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Representative BOGGS. Well, did one of his administrative assist-
ants talk to the president of the United States Steel Corp.?

Mr. SHULTZ. I believe that Paul McCracken talked to some of the
steel leaders, but I am not certain exactly who, when, where, or what
was said. I did not participate, so I really am not a very good witness.

Representative BOGGS. Does the cost of steel which is basic to the
economy make any difference in the budget, of the United States of
America?

Mr. SHULTZ. Not very much.
Representative BOGGS. Not very much?
Mr. SHULTZ. No, sir.
Representative BOGGS. You mean in the building of armaments

and the whole process of containing inflation, it does not mean
anything?
. Mr. SHULTZ. The price of steel is a small part of the total price

structure of the country, and in terms of gross quantitative effect on
the budget of the United States, it is not a big item.

Representative BOGGS. What impact does it have on the automobile
industry, for instance?

Mr. SHULTZ. The rises in the price of steel relative to other possible
substitute products have, together with improvements in the qualities
of substitute products, such as plastics, over the years led to a lesser
and lesser importance of steel to the automobile industry, although it is
still a very important element.

Representative BOGGS. If it had no impact, why the jawboning?
This was just a vain and useless thing?

Mr. SHULTZ. Don't try to maneuver me into the position of saying
that the steel industry is not a significant and important industry.

Representative BOGGS. I thought you just said that. I am not try-
ing to maneuver you into anything.

Mr. SHULTZ. No; the point is that steel is one among a great many
industries for which, as a matter of general policy, as well as in specific
instances, there is a desire to examine the impact of the Government's
regulation and purchasing on the way markets are working.

Representative BOGGS. Well, let me put my question in a different
way. Was it significant or was it not significant for the White House to
jawbone on steel prices?

Mr. SHULTZ. Would you like to define jawboning for me?
Representative BOGGS. Any way you like; it means that the

Government intervenes in some fashion or another and says, look, that
price rise just cannot go into effect. That is what it means. That is
what happens.

Mr. SHULTZ. The parallel-I do not know whether you are reaching
for it but you mentioned it-was the situation in which President
Kennedy denounced the steel industry.

Representative BOGGS. This is a fictitious distinction.
Mr. SHULTZ. And you mentioned the FBI. I am just using your

analogy
Representative BOGGS. if you are going to jawbone you might as

well jawbone the whole way.
Mr. SHULTZ (continuing). To that kind of thing.
Representative BOGGS. What you are saying-you are nice about

it. You have just spoken in a calm tone of voice. I understand.
Now, let me go ahead with one or two other things here. Last year

the Presidentvetoed an increase in education, medical care and housing,
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and he vetoed a bill for training programs, public service employ-
ment. We have introduced new bills now on the latter subject. if
passed by Congress, would you recommend a veto of that bill?

Mr. SHULTZ. First, let me say that the President proposed in his
budget last year and this year important positive thrusts in the areas
that you mentioned. It is not a question of whether or not more should
be done in those areas but a question of what amount in the light of all
the other things in the budget. It is a question of looking at the overall
picture and related parts of the budget and, also, some of the details
of the bills that you mentioned that led the President to his veto
decision.

I really do not want to speculate on what I would recommend to the
President on some, as yet, undefined bill which may or may not get
to him.

Representative BOGGS. How much was in the bill last year, Mr.
Shultz?

Mr. SHULTZ. Which bill?
Representative BOGGS. The one that he vetoed for public service

training.
Mr. SHULTZ. I am not sure. I do not recall all the details on it.
Representative BOGGS. Someone on your staff must know.
Mr. SHULTZ. Well, we can certainly make an analysis of that bill

and we can certainly supply the details of that bill for the record if
you like.

Representative BOGGS. No. I would like to have an answer right
now.

Mr. Cohn, don't you know the answer?
MI. COHN. On the public service bill; no, sir.
Representative BOGGS. The bill that Nixon vetoed late last year

and the veto was sustained by the Senate.
Mr. COHN- I do not think the basis for that veto, Mr. Boggs, was

the cost of the bill or a-
Chairman PROXMIRE. Speak a little louder.
Mr. COHN. I do not believe the basis for the veto of that bill was

the cost of the bill. It was more the character of the employment
opportunities being provided.

Representative BOGGS. You mean jobs like policemen, parkworkers,
firemen, crime prevention, et cetera?

Mr. SHULTZ. I think the point is a little different. The problems with
that bill were, first, that it perpetuated the narrow categorical ap-
proach to manpower training which the administration's bill had
sought to get away from and which the special revenue sharing pro-
posals to the President are seeking to get away from.

Second, it put into place a very large new category that envisaged
permanent subsidized jobs of a public service nature so that we
would try to solve our employmnt problem by large budget outflows
that committed us over a long period of time to subsidizing jobs put
there not because somebody wanted them done either by public or
private means but just in order to put people on payrolls.

Representative BOGGS. I would call your attention to the testimony
by the mayors yesterday which is enthely in direct contradiction to
what you have just said. In a-

Mr. SHULTZ. I talked to-
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Representative BOGGS: Let me go ahead on revenue sharing, but
do you mean on revenue sharing that New York City could not use
the money it received to pay policemen?

Mr. SHiLTZ. The point is-andl I talked to the mayors yesterday
too, and we went into this in some detail-that the needs of different
cities vary. Some would like more money to support their payrolls,
while others do not need that at all. In fact, atnumber said that they
did not need more money for payrolls. They felt they had more people
on their payroll than was desirable, and that they needed the money
for other things. This illustrates the fallacy of the highly categorical
approach. It fits some places, it does not fit others.

Representative BOGGS. Surely. Let's see, with revenue sharing, if
New York City gets a billion dollars revenue sharing, Mayor Lindsay
could not use that to pay policemen and firemen?

Mr. SHULTZ. Certainly he could.
Representative BOGGS. Could he use it to employ park superin-

tendents, and so on?
Mr. SHULTZ. Yes.
Representative BOGGS. In other words, he could use it any way he

wanted to?
Mr. SHULTZ. That is correct.
Representative BOGGS. But now if we pass a bill that says that

Mayor Lindsay can supplement his police force which he says was
about 2,000 under what was required, or can keep six men on the
fire engine rather than three, and the six is apparently what he says
is required, then you are against that?

Mr. SHULTZ. What I am against is the exertion of authority by the
Federal Government over all the details of how every State and city
and town should be managed. There is no reason to think that what
fits Mayor Lindsay's situation in New York will fit the situation of
some other mayor out in Peoria or somewhere else.

Representative BOGGS. Right. I understand.
Mr. SHULTZ. So let us have a system that puts the responsible

elected official of government in a position to use the money in ways
that will meet the needs of his particular area.

Representative BOGGS. Let me go ahead with that, a thought to
which you seem to be wedded. Why is it, then, that you only recom-
mended $5 billion revenue sharing and you have $11.1 billion in new
category-why didn't you recommend just $16 billion in revenue
sharing?

Mr. SHULTZ. The President feels that some functional areas should
be designated as national priority areas, which we have called special
revenue-sharing groupings. These groupings

Representative BOGGS. That does not include education and
hospitals?

Mr. SHULTZ (continuing). Are developed by folding in narrow
categorical grants and in the process, giving much more discretion to
State and local governments about just exactly how in the field of
transportation or law enforcement or whatever they are going to spend
that money and-

Representative BOGGS. You have not answered my question. Why
do you recommend just $5 billion in revenue sharing when you say
that there went to the States and the cities a total of $16 billion. What
is wrong with the other $11 billion?
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Mr. SHULTZ. I think the situation we are in is that the Federal
Government has put forward very large sums of money in.the form
of relatively narrow categorical grant programs.

Representative BOGGS. I know what you mean. Let us be specific
about categorical programs, education, poverty, manpower training,
health, and housing. These are all category problems.

Mr. SHULTZ. Those are words, Congressman Boggs, not programs,
and you mentioned the word manpower. Now, in the present man-
power setup there are lots and lots of programs, individual categorical
programs, that flow to particular places. This is just the sort of thing
that led the administration last year to propose a changed manpower
bill. There are lots and lots of cases where a city or a State will be in
the position of saying we have more money than we need for this
program over here, but not enough for that one over there. And the
design or the weighting of the categories done by Washington may fit
some places, but it does not fit all of them. So the whole idea is,
within an area like manpower training, to allow the people in a local
area and give them some sense of confidence to. fit the structure of
that money to their needs as they see them. That is the whole point
of it.

Representative BOGGS. Mr. Chairman, I have consumed too much
time. This is really rhetoric. I noticed in the Wall Street Journal this
morning where a massive public relations campaign was underway at
the White House -to sell this stuff. I think it is going to have to be
very massive.

Chairman PROXMIRE. Thank vou very much, Mr. Boggs.
Mr. Shultz, I would like to get at your inflation estimates and I do

not mean to be at all personal in this because I do not think we have
to be. We just have to take a look at the record of what has happened
over the last 8 years.

Since 1962, for the first time since records have been kept in 1930,
since 1962, for 8 successive years, every single year inflation has
been greater than the year before. The uise in the cost of living has
been greater than the year before. Without exception. It has risen
from 1.1 percent in 19692 to .5.5 percent this vear.

Now, each one of these 8 years the Budget Director has come in-
that is why I do not mean to be personal, because all Budget Directors
have done this-and estimated inflation would be less than the year
before. Every year they have been wrong. You are keeping the same
litany. You are coming in and telling us inflation is going to be less
than the year before and in fact the year before that.

I am just wondering what there is to give us any confidence in this
kind of an estimate when we recognize that the latest figure we have
is that the cost of living is going tup at a 6-percent annual rate, the
latest month on the Consumers Price Index, and the wholesale price
index goes up even more rapidly than that. Analysis of the productivity
and rises in prices, fourth quarter, which came out last week, pro-
ductivity is off, which is crucial if we are going to get inflation under
control. I am just wondering what you are going to do about inflation.

You answered Congressman Boggs this morning by indicating some
reluctance to engage in as vigorous a wvage-price policy as the previous
administration did. What ale you going to do?

Mr. SHULTZ. Well, let me say first that I think it is not a good
idea to take a particular figure for a particular month and try to make
too much out of it.

59-591-71-pt. 1-6
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Now, let me just take the wholesale puice index figure that youalluded to as an example.
As you know, there are broadly speaking two components to thatindex. One has to do with industrials and the other has to do with

farm products and processed foods and feed. The latter is very volatile.Over the years, those prices go up and down very rapidly, and jumpconsiderably from one month to the next. -
In the month before last, there was very large decline in that element

of the index, and in the most recently recorded month there was abounce-back of about half
Now that bounce-back is what led to the increase in the indexjust as the bounce-down led to a decline the next month.
There are two things to take a look at. One is what happened onthe industrial side and the seasonally adjusted picture. That wentup by a tenth, which is very small. Again I do not want to make toomuch out of that. It is one month but there it is.
Now, beyond that what we want to do in looking at the wholesaleprice index is to look over a longer period. And there what you seethis year is a considerable amount of progress on the wholesale priceindex. I believe myself that the structure of the wholesale price index

is such that it overestimates the way prices are behaving in the in-dustrial sector because it directs itself toward list prices rather thantransaction prices, and typically when markets are soft, the transac-
tion prices are under the list prices. There has been a very fine pieceof research explicitly on this point, published about a year ago, thatI think is worth looking at.

Chairman PROXMIRE. Let us just take a look at what the facesreally show. On page 56 of the Economic Report, consumer finished
goods went down 2.8 percent in the first of 1997, down 2 percent inthe second half. Other consumer nondurable goods up 2.6 percent inthe first half, up 4.8 percent in the second half, twice as fast. Consumer
durable goods, 2.7 percent in the first half, 5.9 percent for the secondhalf. Producer finished goods 3.7 percent in the first half, 6.2 percent
in the second half.

Now, this is just a record of wholesale prices in the area that can beaffected by fiscal and monetary policy and I would agree with youthat food is much less subject to that kind of influence. Where theycan be affected they are going up more rapidly before. The trend isup, not down.
My question to you is what are you going to do about it? What areyou doing to it?
Mr. SHULTZ. The things to do about that .are, first of all, to havethe economy grow, and grow at a rate that does not take all of thediscipline out of these markets. I do not really think there is muchquestion but that discipline is getting to those markets now. We alsomust do the sorts of things that will enable output per man-hour togrow at a rate equal to the rate of increase in wages. Once we get thatsituation in place, unit costs will cease to rise, and there will be atendency for prices to stop rising. Then we will have really done some-thing constructive about inflation. Overall this has been the tendency

recently.
Chairman PROXMIRE. The fact is the economy has not grown. Theeconomy has declined in the last year. It has gone down as I thinkyou know.
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Mr. SHULTZ. That, I think, Mr. Chairman, is an artifact of the
automobile strike, let alone many other strikes.

Chairman PROXMIRE. Forget the automobile strike. It certainly has
not grown in anything like the long-term trend. It has not grown,
leaving out the automobile strike, has not grown at 1 percent, let alone
2 or 3 percent, 3 percent being the long-term average, or 3/ 2. Far
below.

Mr. SHULTZ. If we had not had the automobile strike, then I
think it is pretty easy to show that the rate of growth in the third
quarter would have been up about 2 percent in real terms and in the
fourth quarter would probably have been a little bit better than that.
We would have had growth in those two quarters, following a decline
in the first quarter and the increase in the second quarter was so
slight that I would call it no change. So we have a pattern of the
economy starting to expand and the auto strike coming in and hitting
us as a gigantic air pocket hits an airplane. The strike is a very major
factor.

I think it is an interesting thing the economy has withstood that
and is now moving forward again.

Chairman PROXMIRE. That is certainly the greatest emphasis I
have heard by any economist on the effect of that strike. The steel
strike which we may have, most people seem to think we are likely to
have this, could be even more pronounced.

Let me ask you what you have done in specific terms. How would
you think about taking the following kind of action which is available
to the President to hold down prices:

1. Removal of the oil import quotas.
2. Removal of voluntary quotas on steel imports.
3. Reduction of the preference given domestic over foreign suppliers

of defense equipment.
4. Sales of materials out of the Government stockpiles.
5. Immediate introduction of the final reductions of tariffs under

the Kennedy round.
6. Abandonment of the efforts to obtain import limitations on

textile Imports.
- Any prospect that any of these actions that would have a specific

direct effect in holding down prices, that the President is considering
them or might take them?

Mr. SHULTZ. Most of those relate to the import question and I
made clear, I think, that the discipline of international markets is
very good for our economy. It is not by chance, I think, that what is
perhaps our most undisciplined market is construction, which is in-
sulated from international markets.

Chairman PROXMIRE. That is a nice general statement, Mr. Shultz,
but the administration has not been following that. They recommended
textile quotas. They have been the ones who have not put into effect
a reduction in oil import quotas. Canadian oil especially, there has
not been any case made that that has any relationship to national
defense. All along the line we hear the administration may favor free
trade, but where is the evidence?

Mr. SHULTZ. The broad evidence is that the President's trade bill
in the last session of the Congress was a proposal for continuing the
effort toward free trade. With the exception of the textile case his
statements consistently opposed the imposition of quotas, either
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directly in the form of the so-called basket clause that was put for-ward in the Congress. I think there is an important point there.
This administration did conduct a very thoroughgoing study of the

oil import question and all of that material is on the record and has
been published.

Chairman PROXMIRE. Well, studies have been made, Mr. Shultz-
Mr. SHULTZ. And then beyond that, in recent months, several steps

have been taken to free a larger flow of oil into this country.
Chairman PROXMIRE (continuing). But where is the action? The

fact is the spokesmen in the area-the Secretary of Commerce favors
this kind of restriction. I say the Secretary of Commerce has been
fighting hard for these restrictions and you may have made a study
of the oil import situation but you certainly have not taken any
action.

Mr. SHULTZ. No. There have been definite actions as Mr. Boggs
probably can tell you. [Laughter.]

Chairman PROXMIRE. Is the administration satisfied with the 6.8-
percent increase in steel that Bethlehem and United States Steel
finally stayed at? Is it satisfactory?

'Mr. SHULTZ. I think it is a mistake to get into the position of passing
judgment on the precise details of a given price increase anywhere
in the economy.

Chairman PROXMIRE. Let me move very quickly to something else.
The Economic Report contains an analysis at long last of the

effects of defense spending in the economy. We welcome that. It is not
enough but what this analysis shows is that 1.1 million jobs were lost
or were eliminated because of the various actions in the defense sector
and I think that was good. I would like to have seen a swifter cutback
but the point is the President programed this, we knew it was coming.
What action has been taken to provide jobs? You as the former
Secretary of Labor, you are probably the most able man in the
administration in the area of manpower training and providing jobs.

What action in view of the President's veto of the Manpower
Training Act, what action has been taken to see that the planned
scheduled demobilization of people in the military, that jobs have been
provided for them?

Mr. SHULTZ. The most important action, of course, are those that
the administration is doing that will lead us to a healthy economy.
The economy we inherited was a very unhealthy economy. I hope and
think that we are getting back to the point where our economy, in
general, is healthy. That is the most important thing we can do by
way of getting jobs for people. Beyond that, the administration
proposed an important revision of the whole manpower training sys-
tem, involving provisions for much better management of that pro-
gram and, beyond that, putting forth the idea of a trigger mechanism
that would bring in more funds to manpower training if we had a rise
in unemployment.

We put that forward a year and a half ago and very little was done
about it. We also proposed a strengthening in the system of unem-
ployment insurance which I am glad to say was acted upon by the
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'Congress. I remember working with Mr. Boggs on this in the Ways
and Means Committee and I think the committee and the adminis-
*tration worked together very constructively.

Representative BOGGS. You did a fine job, Mr. Shultz. I commend
you.

Mr. SHULTZ. We did not get all of the things we wanted. We wanted
to get some coverage of farmworkers, but we did not get it. We had
.a few other complaints, but, on the whole, this wvas a good bill and the
most sweeping, far-reaching revision of the unemployment compensa-
tion system since its original passage.

I think that the bill was a constructive step. Now, there are also
-lots of administrative actions that this administration has taken. The
process of finding jobs for people who have transition problems-
people who were laid off or quit a job and want another-this whole
process of movement from one job to another needed a considerable
:amount of work. This was recognized, and from a standing start, this
administration has put into place well over 50-and we can get the
-exact number for the record-job banks, which have had a major
impact in facilitating the process of helping people find work.

(The following information was subsequently supplied for the
record:)

There were 59 job banks in operation on January 1,1970. Four more Rwere
-added during that month, for a total of 53 as of February 1.

MA/r. SHULTZ. There has been a great variety of other things that
-we have sponsored to make the labor market work better. Not the
least of these is in the civil rights area.

Chairman PROXMIRE. Well, my time is up. I just say inaconclusion,
Mr. Shultz, that while you undoubtedly have done something, and I
think you have done perhaps more than anybody in the administra-
tion in this area, you obviously have not done-ne'rln y enough because
-unemployment is 5,400,000 people as you know. It has been increasing
-rapidly. There is every indication, you project,. it will be around 5
percent at the end of the year. We just have to do a great deal more
than we have done but I would say you have done as much as you
*can as afn individual but the administration it seems to me is far
short of what they can do and should do.

Senator Miller.
Senator MILLER. Thank you, Mr. Chairman.
Gentlemen, a year ago we were presented with a proposed balanced

'budget for fiscal year 1971 and now in the estimates in the Budget in
Brief, we find an estimated deficit of $185; billion for this fiscal year.

Could you tell us the components of that $18X billion deficit?
What w-ent wrong? What is the makeup of that in shortfall in revenue
which I know is one component. Can you give us a breakout on that?

Mr. SHULTZ. Yes. I have some tabular material here. There is a
,short form and a long form, so to speak. I will summarize it if you
would like, or I will be glad to put the tabular material in the record.

Chairman PROXMIRE. Without objection, the entire form will be
put in the record.

(The information referred to follows:)
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TABLE 1.-Effect of changes in 1971 estimates on surplus and deficit

[In billions of dollars]

February 1970 estimate of 1971 surplus -1. 3

Changes to May 19, 1970:
Mandatory changes:

Outlays (including pay raises) -- 3. 8
Receipts -- 1. 1

Total, uncontrollable changes - -4 9

Congressional changes:
Outlays -_-. 2
Receipts -+. 2

Total, congressional changes

Other changes:
Outlays - -. 8
Receipts (proposed legislation) -+3. 1

Total, other changes -+2. 3

May 19 estimate of deficit- -1. 3

Changes to January 1971 estimate:
Mandatory changes:

Outlays- - -6. 1
Receipts - -6. 6

Total, uncontrollable changes - -12.7

Congressional changes:
Outlays - -2. 6
Receipts ------------------------ -3* 5

Total, congressional changes -- 6. 1
Other changes: Outlays -+1. 5

January 1971 estimate of deficit- -18.6
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TABLE 2.-Change in 1971 outlays from February 1970 budget

[In billions of dollars]

February 1970 estimate of 1971 outlays - 200.8

Mandatory changes:
Pay raises-civilian and military raises effective January 1970 and

January 1971 and wage board increases
Unemployment benefits (including benefits for veterans and former

Federal employees)
Interest on the debt
Retirement payments-civil service, Foreign Service, military, and

railroad retirees ------------ ___________---__________----__
Offsetting interest and retirement payments within the Government -
Veterans benefits (excluding effect of new laws) _
Social security benefits:

3.2

.2. 3
1. 8

. 4
-. 6

. 4

Under existing legislation - 2
Under proposed legislation -1. 1

Public assistance grants including medicaid _-. 9
Sales of financial assets- 1. 0
Farm price supports -. 5
Medicare -. 5
Food stamp program (excluding effect of congressional action) -. 1

Subtotal- 9. 9

Effect of congressional action (including inaction):
Appropriations:

Defense and military construction -. 8
Other -. 1

Postal rate increase (effect of inaction) -1. 2
Veterans bills -. 5
Inaction on laws to permit sale of stockpile commodities, Alaska rail-

road, and veterans housing loans -. 4
Inaction on veterans, medicaid, and other reforms-- 4
Revenue sharing and family assistance programs -- 8
All other action, net _--. 1

Subtotal -2. 1
All other changes, net -(2)

January 1971 estimate - 212.8
X This total is the net result of many increases and decreases in estimates.
7Lo than. $10,0,=.

Senator MILLER. Just a few of the highlights there.
Mr. SHULTZ. All right.
Senator MILLER. The bigitemns.
Mr. SHULTZ. You have to take this in two pieces, rather than in

terms of deficit or surplus. First look at outlays and then look at
receipts. Then you put the two together and that is what gets you the
difference.

We started out with estimated outlays of $200.8 billion.
Senator MILLER. How much?
Mr. SHULTZ. $200.8 billion as a starting point. Now, there were

about $9.9 billion, of changes that were mandated in one manner or
another.

Senator MILLER. Mandated by whom?
Mr. SHULTZ. Well, in all cases by law. In some cases the result of

an existing law, the automatic operation of which resulted in a change.
The most important example is the unemployment insurance law,
where outlays came to about $2.3 billion more than were originally
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estimated. That is, of course, a measure of the shortfall in the
economy.

The largest single number here is for the pay raises, civilian and
military pay raises, some effective January 1970, and some effective
January 1971. For fiscal 1971, the outlay impact of pay raises was
$3.2 billion.

The estimate for interest on the debt, as interest rates rose, had
to be raised by a total of $1.8 billion. I am not reading everything on
the list, only the major items.

Social security benefits. Of course, we do not know the extent to
which the social security benefits will be increased. The amount of
the outlay increase depends upon the benefit increase that is adopted.
Assuming that the President's proposed 6-percent increase, the out-
lay estimate would be $1.1 billion above that originally estimated.

There are also some negatives in the mandatory changes;.that is,
where our present estimate is a little lower than the original estimate.
But the net effect of all mandatory changes comes to a total, of $9.9
billion more than was originally estimated.

Now, there were, of course, a large number of cases in which
Congress acted for spending or failed to act, on something that the
administration had proposed. These also made a difference on the
outlay side. In some cases the Congress' action reduced our estimates,
and in other cases not.

For example, the administration proposed revenue sharing last
year. The administration also proposed the family. assistance plan,
a welfare reform, last year. Congress did not act on either of those.
We had an estimate in the budget, and the failure of the Congress
to approve the welfare system reduced budget outlays slightly. I
think it cost the country quite a lot in terms of the welfare system;
but, nevertheless, just in terms of this kind of tabulation, those two
things together reduced outlays by $0.8 billion.

On the other hand--
Senator MILLER Pardon me. On that point, there was an estimate

of over $4 billion increase in the budget for that welfare program,
was there not?

Mr. SHULTZ. That was for the first full year.
Senator MILLER. Yes.
Mr. SHULTZ. Now, as you get started, you start and there is a

lesser amount.
Senator MILLER. How much was there for fiscal 1971 in that?
Mr. SHULTZ. I think about half a billion dollars for fiscal 1971

was in the budget which will not be expended. Of course, revenue
sharing was also proposed. Last year's proposal would have started
very small and then built up. This year the President has proposed
a much more ambitious startup.

The failure to take action on a postal rate increase by Congress costs
us revenue. Postal rates are proposed to rise now and should, we think,
but last year's cost was about $1.2 billion. Various appropriations
actions by the Congress raised 1971 outlays by about $1.1 billion.
And there are various other items in the list that I have submitted in
the tabular material for the record.

At any rate, all of this together, the pluses and the minuses, moved
the outlay estimate from $200.8 billion up to what we are currently
estimating as $212.8 billion. This is a large increase in outlays.
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Senator MILLER. I appreciate the fact that there are some of these
items in here that are quite different when it comes to estimating from
trying to estimate gross national product, but as you well know, the
administration's estimate of $1.065 billion GNP is considerably higher
than a consensus figure of many economists, upwards of $20 billion.

Mr. SHULTZ. I discussed that consensus figure just before you came
in Senator.

Senator MILLER. Well, the point is that if they are right, if the
consensus is right and you are wrong, what revenue impact would
that mean which would be reflected in an increased budget deficit?
Do you have some rule of thumb?

Mr. SHTULTZ. I have a table here that estimates the difference in
revenues that would result from varying levels of GNP. Our budget
revenue estimates are based on a $1.065 billion GNP.

Senator MILLER. Now, I just want the difference between the con-
sensus. Let us have the $1,065 billion revenue estimate or budget
deficit. 1 think that would be easier. The budget deficit with $1,065
billion is $1112 billion.

Now, what is the budget deficit with a $1,045 billioni GNP?
Mr. SHULTZ. Well, our tentative estimate, we figure that if the

gross national product were $1,045 billion, it would cost in terms of
revenues about $7.1 billion, so you can add that on. That would be
$18.7 billion.

SoelatOY MILLER. In other worus, vour mathlulatics ]rluic.^uue

roughly a $7 billion figure of revenue for $20 billion of GNP?
Mr. SHULTZ. Roughly, yes; that is right.
This is our arithmetic based on one set of assumptions. Of course,

as you change your GNP assumption you change your revenue as-
sumption.

Senator MILLER. Right. But would not that revenue assumption
vary according to the makeup or content or qualitative content of
the GNP?

Mr. SHULTZ. Yes; it would vary some depending upon the distri-
bution of corporate profits and personal income in your tax base. Our
estimates are based on our assumptions as to what would happen to
corp o ia te A 4n Aofitind pIr 1 Atona11 inco tn ttvtrious GAPl A. ix7T.V AT

the way we made them up.
Of course, if we are at this lowver level our corporate profit picture

would be much worse. That is the most volatile element in these ups
and downs of revenues.

Senator MILLER. I am sure that you have a highly sophisticated
method of making your estimates but that highly sophisticated
method existed a year ago and we were told we would have a balanced
budget and 1 must say that while I am hopeful and certainly pray
that you are right, that many people are concerned over the accuracy
of the estimates that you have projected. If we are going to be off as
much as we were a year ago in the budget deficit I query if we may not
be off just as much again on our estimate of only an $11 billion budget
deficit premised on a $1,065 billion GNP.

I understand Mr. McCracken said the other day that unforeseen
developments which are not included in the assumptions, grave inter-
national incidents which could affect our exports, serious strikes on
the homefront, if these occur all bets are off. I can appreciate that.
But-and you have already indicated that the General Motors strike
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interfered seriously with your assumptions-absent those changes I
am wondering how accurate our estimates really are?

Mr. SHULTZ. Well, let me distinguish the point, if I may. I think
that the Treasury can do a fairly good job of translating a given level
of gross national product into estimated receipts. They can be off a
little bit this way or that way but that is something that is calculable,
and they can hit fairly well.

The problems that people have had, not only government econo-
mists but private economists, in estimating what the gross national
product wvill be a year ahead or so are more difficult. We have confi-
dence in the method that we are using, and we think that if the
policies that we hope for, particularly from the monetary side, are
put into place, those estimates will turn out to be all right. And
maybe they are even a little conservative. Estimates are subject to
error. I noted earlier that the private forecasts to which you referred
as being lower than ours this year, have, through the expanding
GNP years of the 1960's, been off consistently. They have systemati-
cally underestimated the expansion such that if you added their
average error to the present estimate, it would bring the number to
above $1,065 billion.

Senator MILLER. My time is up. Thank you very much.
Chairman PROXMIRE. Senator Percy.
Senator PERCY. Mr. Shultz, you have been answering questions for

about 2 hours now. If you would care to have Mr. Weinberger, Mr.
Nathan, Mr. Cohn, or any of your other colleagues, respond to my
questions, it would be a very satisfactory substitute.

I would like to say also that, along with Internal Revenue Service,
I look on the Office of Management and Budget as the most efficient,
effective agency in Government. In my own experience here in 4 years,
including this past 2 years, I have had excellent cooperation when I
have gone for assistance to the Office of Management and Budget
and asked what can we do in the Congress to save the taxpayer money?
My own personal experience is that billions and billions of dollars are
saved by this particular office in a highly efficient, effective manner.
The staff is small but is a dedicated group of men and women. I think
that should be made a matter of public record.

I would like to ask you a question on priorities. We have been
paying farm income stabilization payments for many years. In the
1972 fiscal year it will be $4,227 million, which is an increase of 3.6
percent over the preceding year.

Is there any program that the administration has to wean ourselves
away from these surplus payments which concentrate themselves in
just a relative handful of crops-peanuts; cotton, tobacco, corn, wheat
and so forth? Can we get ourselves away from these surplus payments
and the controlled market that costs us so much?

Mr. SHULTZ. Well, some efforts were made in connection with the
farm bill last year and perhaps since you suggested different people
might do a little of the commenting, I could call on the Assistant
Director who worked on this area, Mr. Rice, to respond to that
question.

Mr. RICE. Thank you. Senator Percy, as you know, this Adminis-
tration has tried-

Chairman PROXMIRE. Mr. Rice, will you pull the mike a little
closer to you.
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Senator PERCY. I think you have to speak up a little bit.
Mr. RICE. This administration has tried to emphasize that-
Mr. SHULTZ. As a matter of habit, I know he speaks very softly,

and I think the technique is to make you listen carefully. [Laughter.]
Mr. RICE. We have tried to find ways to emphasize the free market

approach more in agriculture and a lot of possibilities are moving in
that direction. Some of them were discussed and some incorporated
in the farm bill last year. Nonetheless, I think it is important to
note that such movements cannot in any sense be precipitous, they
have to be a gradual kind of transition. They have to be made with
a very clear eye on the protection of farm income.

At the same time, efforts were made to move to a more market-
based-farm program.

One of the principal changes that was built into the recent farm
bill is to give the farmer a great deal more flexibility to mix up his
crops on the acreage that is available for planting. This allows him
to make his choices in a way that he thinks will maximize his farm
income. This is an area that the administration is most concerned
about and one in which we are trying to make movements in the
direction you suggest. But I think it is important to understand that
they should not be precipitous moves.

Senator PERCY. As a result of the Republican change in the seniority
system, we have a new ranking Member now, Senator Miller of the
Agricultural Committee, so he may want to pursue that a little
further.

I would like to take the other side of the question, how much we are
able to spend on the hunger program. We are pending $4,200 million
on farm subsidies. We are spending about $2 billion on feeding the
hungry and it is estimated by the Office of Management and Budget
that the minimum amount required to do this is about $2,900 million.
So we are deficient.

I saw a headline in the New York Times the other day: "Delegates
to the Second White House Hunger Parley Attack President's
Program."

I would like to take a minute, Mr. Chairman, and ask permission
that an article be inserted in the record from the Evenring Star of
February 5, "Survey on Hunger Program Reveals Significant Gains."
I think we should point out that we are making progress. The article
says:

The Nixon Administration's antihunger program has produced significant, often
dramatic gains, a New York Times survey of recipients and experts across the
country.has disclosed. * * *

In New York City, for example, the number of people who have benefited from
Government programs has quadrupled since the Nixon Administration took
office. The number has doubled since last September.

In every area surveyed, there has been substantial improvement in Federal
assistance. In Pennsylvania, for example, the number of children receiving lunches
has jumped from 25,000 a month in January 1969 to almost 2.8 million a month.

An incredible figure, if correct.
In South Carolina, the number of those receiving food stamps has gone from

118,000 to almost 270,000 * * *.
Nationally, administration statistics show that the food stamp program has

grown from 3.6 million recipients to 9.3 million in they ear. Spending has increased
in 3 years from $248 million in 1969 to a projected $2 billion starting next July.
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(The article referred to above for the record follows:)
[From the Washington Evening Star, Feb. 5, 1971]

SURVEY ON HUNGER PROGRAM REVEALS SIGNIFICANT GAINS
New York Times News Service

The Nixon administration's anti-hunger .program has produced significant,
often dramatic gains, a New York Times survey of recipients and experts around
the country has disclosed. But the job in only half done, they say, and they now
fear a leveling off of federal efforts.

'Half a loaf is better than none," said one expert. "But it's still half a loaf."
Yesterday, on the eve of the second White House Conference on Nutrition,

both critics and beneficiaries cited gains in the number of needy people now re-
ceiving food stamps, subsidized school lunches, and other federal food assistance.

In New York City, for example, the number of people who have benefited from
government programs has quadrupled since the Nixon administration took office.
The number has doubled since last September.

MANY NOT REACHED

But at the same time, the survey disclosed, large numbers of needy people
still are not being reached.

The 750,000 people now receiving food stamps in New York City are estimated
to be only 38 percent of those eligible.

In such places as Seattle and Detroit, depressed economic conditions appear-
even in the face of sharply increased federal food assistance-to have swollen the
number of the needy. And, despite presidential assertions of "an impressive
record indeed," a coalition of anti-hunger groups insists that only half the needy
children are receiving food assistance.

The administration's new budget for anti-hunger programs, meanwhile, is
leveling off, says Robert B. Choate, a leading Washington authority on hunger
groups insists that only serves recognition for what it has done, he said yesterday.
"But the new budget figures seem to be more of an epitaph than a progress
report."

The new White House conference is a one-day follow-up to the conference of
3,000 consumers, industry representatives, and poor people held in Washington
in December 1969.

By contrast, the meeting that begins today in Williamsburg, Va., will be
limited to about 200 participants, few if any of them poor.

The participants, in their evaluation'of progress made since the 1969 conference,
will hear reports of significant gains from administration spokesmen.

Many of these gains are confirmed by the Times survey, covering 10 select and
disparate areas ranging from Maine to Arizona.

ASSISTANCE IMPROVES

In every area surveyed, there has been substantial improvement in federal
assistance. In Pennsylvania, for example, the number of children receiving lunches
has jumpted from 25,000 a month in January 1969 to almost 2.8 million a month.

In South Carolina, the number of those receiving food stamps has gone from
118,000 to almost 270,000 in the same period. In Maine, the number receiving
either stamps or surplus food has increased from 68,000 to 91,000.

Nationally, administration statistics show that the food stamp program has
grown from 3.6 million recipients to 9.3 million in the last year. Spending has
increased in three years from $248 million in 1969 to a projected $2 billion starting
next July.

But despite the increases, hunger and malnutrition remain severe problems, in
in several of the areas surveved.

The number of food stamp recipients in West Virginia has increased almost 50
percent in two years. Yet authorities believe that more than a fifth of the state's
families still exist on inadequate diets.

The obstacles to broader participation are by no means limited to federal
spending levels. In many areas, particularly where surplus food continues to be
used rather than stamps, some people are too proud to participate. Others do not
know how to enroll. Still others are deterred by complex regulations.

"There are times when they just don't have the $41 needed to purchase the
stamps-and two weeks later they will have to come up with another $41," says
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Arthur Schiff, director of the food stamp program in New York City. "Six con-
secutive (misses) and they are dropped from the program. It takes a long time to
reapply."

But in several other areas, the administration is credit with triumphs over red
tape.

A Detroit official says the subsidized lunch program "is the least cumbersome
federal application I've ever worked with."

Senator PERCY. Senator McGovern, though he has been critical,
has said this administration has done more to feed hungry mal-
nourished people than any administration in history. I say this before
asking this next question, because I feel we have made great progress
but still have a way to go.

The President did pledge to have h feeding program for feeding six
and a half million schoolchildren by last Thanksgiving. Regretfully
that deadline was not met, though we did substantially increase the
number. We may never have achieved it if he had not set a goLl.

Is there in this budget adequate provision made to now reach six
and a half million school children in the school lunch program?

Mr. SHULTZ. I would like lo ask the assistant director who works
on this area, Richard Nathan, to respond to that.

Senator PERCY. Mr. Nathan.
Mr. NATHAN. Senator, the figures that you cite, the administra-

tion's record in the hunger area, are indeed impressive, but just to
make some additional points that I think are useful to bear in mind,
there has been a sevenfold increase in the expenditures undei the food
stamp program. Under new legislation that this administral ion
recommended, it would now be possible to provide free food stamps to
families without any income at all. This is the first year in which
participation in the food stamp program-this will happen shortly-
will exceed 10 million people.

Senator PERCY. Mr. Nathan, my specific question was on school
lunches.

Mr. NATHAN. I am not sure whether we are going to exceed the
target of having six and a half million children participate in the
school lunch program. But on the point that you made in reference to
not having achieved this goal b-y Thanksgiving of last year, we did
face a situation last yeas where the legislative authority that we needed
in order to expand the program was not available to us. It is my
recollection that we now have that authority and that we are now
able to move on that program in a way that will permit us to achieve
the target previously announced. .

Senator PERCY. Could you also provide for us the figure as to how
much is being spent in this budget as against what the Office of
Management and Budget would project as the required amount to
close the gap in this country to feed the hungry?

(The following information was subsequently supplied for the
record:)

The 1972 budget provides $2 billion for food stamps, $553 million for child
nutrition programs, $513 million for commodity distribution programs. Further
increases in social security and welfare reform wvill provide substantial improve-
ments in the cash position of millions of poor families-enabling them to purchase
more food and other living necessities.

We do not have reliable figures on the extent of hunger and malnutrition in the
United States-and the cost of their elimination. The Department of Health,
Education, and Welfare is presently conducting a National Nutrition Survey that
will determine not only the extent of hunger and malnutrition, but also the causes.
The National Nutrition Survey should determine the extent of malnutrition and
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answer such questions as: How much hunger and malnutrition is a result of low-or
no-income? Of poor allocation of resources? Of lack of education?

The Administration has emphasized the goal of eradicating hunger and povertv's
other characteristics by an income strategy designed to provide long-term income
security for American families. A vital first step in this direction is welfare reform,
which the Senate will consider this year.

Senator PERCY. My last question is a short one. It just has to do
with consumer sentiment.

In the Economic Report it is indicated that consumer buying senti-
ment was not very good in the third quarter of 1970. Is there a more
current estimate we have of consumer sentiment which has so much
to do with the strength of our economy.

Mr. SHULTZ. I believe you are referring to the surveys such as the
University of Michigan Survey Research Center.

Senator PERCY. Right.
Mr. SHULTZ. I hesitate to say offhand because I do not have the

numbers in mind. My impression is that their index of sentiment has
been moving upward with a greater increase but I am not positive
and I do not have the numbers here. Perhaps somebody else has got
those.

Mr. LAFFER. I do.
Mr. SHULTZ. I hope I am not wrong on that. If I am wrong, you

had better say-
Senator PERCY. I do not want to take the time of my colleagues.

If you would just like to furnish that for the record when you find it
I would appreciate it.

(The following information was subsequently supplied for the
record:)

The index of consumer sentiment registered a 72.4 in the fourth quarter of
1970 on a scale where the first quarter of 1966 equalled 100. Throughout the year
1970, the consumer sentiment index has been 78.1, 75.4, 77.1, and-72.4 from the
first through the fourth quarters, respectively.

Mr. COHN. Let me provide the answer to your prior question,
Senator Percy. I have had a chance to look in the telephone-book-
size appendix for free and reduced price school lunches.

The budget plan Mr. Nathan referred to is that in fiscal year 1971
we will serve 6.6 million children with free and reduced price school
lunches. So I gather the target is being reached.

Senator PERCY. Right. I very much appreciate that.
Chairman PROXMIRE. Mr. Brown.
Representative BROWN. Mr. Shultz, I want to turn to a specialized

portion of the Economic Report and that is the part dealing with
trasportation beginning on page 122 and the subsequent pages.

In this the report calls for the deregulation of transportation
insofar as possible, particularly surface transportation, to allow the
onset of competitive rates in those areas, rates that according to the
arguments presented by the report will bring the actual costs closer
to the true social costs of transportation.

It seems to me that transportation is one of those areas which,
if allowed to operate as firm as it can, or if it can be improved, would
stimulate the growth of the economy. The thrust of the report deals
with the unevenness of Federal regulation but it makes a couple of
other passes at some additional problems which I should like to
pursue just for a moment.

The report says:
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While the focus here will be on regulations, this is not the only Government
policy that creates a divergence between private and social costs. Inland water-
ways, for example, are developed and maintained out of general tax funds. There
is no direct charge levied on the barge operators who use them. Many barge
rates consequently fall short of the social cost of such traffic and lead to un-
economic diversion of traffic to barges.

In addition some States have laws that inhibit the efficient utilization of labor
on railroads.

That portion of the paragraph deals with several other aspects
which I think along with uneven regulation need attention from the
Federal Government. One is uneven subsidization. It occurs to me
that highways and waterways are both maintained by the Federal
Government and that in the railroad industry the rights-of-way are
maintained by the carrier and passed on directly to the users of that
carrier in terms of costs in that they maintain the rights-of-way at
all.

There is also an unevenness in taxation between States and between
modes of transportation. And an unevenness in the application of labor
laws. The Teamsters, for instance, fall under the Taft-Hartley law, the
railroad workers and airline employees fall under the Railway Labor
Act.

Since your responsibility as Director of the Office of Management
and Budget also deals with the reorganization of the executive branch
of government, are we going to have a concerted effort to even up
this question of uneven regulation and uneven subsidization of the
various modes of transportation?

Mr. SHULTZ. That is certainly the direction in which we would like
to work with the Congress. I

If you look at the situation in much of the transportation industry,
and the problems that we see there in the managerial area, collective
bargaining area, and elsewhere, there is very little reassurance that
high degrees of regulation produce good results.

Representative BROWN. Well, I think it is more than just regulation
but it occurs to me because of the delicate health of certain aspects
of the transportation industry in our society that before we move to
a sharp deregulation, that perhaps we should move to a more equitable
regulation under return circumstances which might call for the com-
bination into a single regulatory agency of the modes of transportation.

Does the administration intend to push aggressively for this policy
or this program of equalization of regulation?

Mr. SHULTZ. The problem of regulatory agencies and their opera-
tion was one that the President put to the Ash Council. They did
make recommendations to the President about rearrangements of the
organizational structure of regulatory agencies, and their report is
about to be released.

Representative BROWN. It has already been in the papers but I
guess it has not been officially released.

Mr. SHULTZ. All of it leaked long ago.
Representative BROWN. I assume the answer to the question

whether the administration is going to push for it is yes; is that
correct?

Mr. SHULTZ. Yes. I think it is a fair statement. The regulatory
agencies are creatures of the Congress. So, it was appropriate that,
having made a study and having put some ideas forward, the report
should be put into your hands. Together, we can see what ideas can
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be developed. But this is, I think, something particularly appropriate
for Congress to dig into.

Representative BROWN. Has any thought been given to the eco-
nomic impact of the unevenness of the subsidization of the maintenance
of light-of-way of various modes of transportation?

Mr. SHULTZ. Yes; but I do not know how to respond to your
followup question of just what and where and in what respect. Mr.
Rice, can you?

Mr. RICE. I can offer an example which relates to one of the points
that you brought up, Congressman. As you may have noticed, we do
not have in the revenue projections for this budget a specific provision
for a specific amount based on a proposal about a waterways user
charge. There have been such proposals in previous budgets, but we
do not have one included here at this time because we have had the
DYepartment of Transportation studying that matter in a great deal
of detail.

Previous proposals, based largely on taxing the fuel for barge opera-
tions, have not been passed by the Congress. So the Department has
been looking at a wide range of alternative types of user charges that
might be appropriate.

We expect to have a proposal in that area in the next few months.
Representative BROWN. I am very encouraged by the attention

given to this rather basic problem in the transportation industry, by
the report. I must say, however, that I just do not think the report
goes far enough and that there is a great deal of additional detail that
must be brought into balance here in order to have efficient utilization
of the modes of transportation in our society and economic develop-
ment of them, balancing of them, so that they can be most effectively
utilized for the social benefit that they are in our economy.

I would like to ask another question in a different area but in the
same vein. And that is the question of costs of education.

It occurs to me that one of the vehicles which has not been adequately
explored by the administration and Congress for reducing the costs
of education are the possibilities implicit or inherent in effective
utilization of what started out to be educational broadcasting and
has now suddenly become public broadcasting with a deemphasis on
the instructional and educational use of that medium and increasing
emphasis on the cultural use of that medium, whatever that is. It
seems to me there are great opportunities in this area to reduce the
-costs of both public and private education and those have not been
adequately followed up on by either the Congress or the administra-
tion and I would like to see, personally, some attention given to that
area of reducing the economic costs and increasing the social benefits
to be derived from this public source.

I wonder if anyone has any comment on whether that is likely to
be explored or has been explored in the past?

Mr. SHULTZ. I do not have any immediate comment on that.
I think that the whole area of new technology and its use in education
is a very important matter. Sometimes the developments turn out to
have more promise than they actually produce; in other cases we see
quite'startling and productive uses of new technology. I think Mr.
Weinberger has a comment on that.

Mr. WEINBERGER. Congressman, what is done in this area should
in the administration's view, be done locally to the largest extent
possible. There is, however, a substantial amount that the Federal
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administration can do to point out possible savings. The Corporation
for Public Broadcasting, which is funded to a very considerable ex-
tent by the Federal Government, has some work underway in allo-
cating both construction and program grants to local areas and to
private groups that can encourage a greater use of educational tele-
vision, both as an adjunct to the classroom and in the classroom itself.

Some of the States are working through educational television sta-
tions, supported partially by Federal grants, to substitute a sub-
stantial amount of classroom teaching by the use of educational tele-
vision tapes, some produced nationally some produced locally.

HEW also has some' construction grants to encourage the increased
use of facilities and construction of facilities for this purpose.

There is no doubt that there can be substantial savings made in
the actual condition of classroom instruction and, in some areas, some
reason to hope that we can get a more competent form of classroom
instruction through the use of well-prepared television programs both
with respect to basic subjects and others. Of course the success of
Sesame Street and other such programs is very well known and these
at the moment are being used as supplements.

I can see a time when they may very well be used as substitutes for
a more expensive form, and in many cases a more ineffective one.

Representative BROWN. It seems to -me they- offer a-better promise
than has been acted upon by either the Federal Government or the
directors of Public Broadcasting.

Mr. SHULTZ. Mr. Nathan has some additional comments.
Mr. NATHAN. One other comment pertinent here is that the Presi-

dent proposed in his education message last year that there be es-
tablished a National Institute of Education in HEW. Legislation is
pending and has received quite serious consideration on the Hill.
When. the President proposed that legislation, he stated that it wouldft
permit-us to make a major effort to study new ways to provide educal
tional services and to improve the technology and productivity of'
education programs along just the lines, Congressman, that your
question suggested we need to go. So this is something that is very
much of interest to us in terms of the role that the Federal Goverrn-
ment can play in the development and dissemination of new techniques
in this field.

Representative BROWN. Mr. Chairman, if I may ask just one more
question and terminate my question period.

In the budget, Mr. Shultz, you have related the total Federal debt
as a percentage of the gross national product, and I note that just
for the last 2 years that percentage has leveled off at 30 percent..

Now, granted that the direction over the past several years in that
percentage has been happily downward, I would like to ask you as an
economist what is that percentage that is desirable or where should
it level off? Does this infer that you level off at 30 percent of our gross
national product, or do you have some other ultimate figure in mind?'

Mr. SHULTZ. I don't have any ultimate figure in mind, and I don't
think there is anything especially magic about the present proportion.
Our expectations. would be that, with the economy moving;upward,
which would result in a smaller 'deficit in: fiscal. 1972 than fiscal 1971
and be smaller in fiscal 1973 than in 1972, and with the GNP growing;
the proportion would tend to fall, as. it has been doing'for quite 'a
long period of time. * ! ' '' :;' i' ' '

'i-l'-59-591-71-pt.l' -7 *- hi :* i"..': yi i i,; i'' : )X
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Chairman PROXMIiRE. Mr. Shultz, you base your confidence in your
$1,065 billion forecast on wvhich a great deal depends on the argument
that in the past the consensus has been wrong, has been underesti-
mated, but it has been called to my attention by the staff the very
interesting fact is that the consensus by and large has been wrong,
because they have underestiimnated inflation, not growth.

For example, in 1969, they overestimatecl grow th. Their growtlh
track record has been far better than their record overall. The prin]cipal
error has been in the inflationary area, so that I think if we recognize
that, and recognize the fact that VOur real growth estimates are higher
than anv other economist that wve could get, 31 of them, it seems to me
youl estimate is particularly optimistic and you responded to other
members of the committee by saying that what you are talking about,
what you are aiming at primarily is not $1,065 billion GNP made ulp
primarily of an increase in inflation, but an increase in real growvth.

A/Mr. SHULTZ. Yes. Well, I don't wvant to leave the impression that
we arrived at this estimate by taking the private estimates and then
adding their typical error and coming out that way.

Chairman PROX\iIRE. I understand, but I must say that is the
general impression we get up hlere, because you won't give us a break-
down. You wVon't tell us and neither wvill AMr. AMcCracken, what your
estinvae is of the components of the GNP. You wNill not tell us what
the hncrea- is going to be in percentage consumption, what it is going
to be in pe-- ent-age investment, wNlhat it is going to be in State and local
outlays.

-t!, wate just have to assume that you have got some
ki1i .\which is not a verv clear one as far as wve are con-
cer. e

M\r. SHULTZ. oi el, L would say, and I think I have said it before,
that we have tried to g' ")out this in a different way. We have looked
at all sorts of statistics ab t the economy and the leading indicators,
and all that type of material, hut beyond that I have tried to work out
a characterization or model ol : ie economy.

Chairman PROXMIRE. But vou have not let us in on that. I can
understand you can go about it in several different ways

I Avouldl prefer you to build it on a sector-by-sector analysis which
has been the procedure usually used in the past. I can.tunlderstand
how you reject that, but having arrived at a figure of $1,065 billion,
you ought to break it down and say what the components are. I cannot
understand why there is this curtain betNveni the administration and
the Congress.

Mr. SHULTZ. Not necessarily, because if you try to make an estimate
on the basis of gross movements of the economv and on the basis of
the kinds of model that we have constructed, it doesn't necessarily
lend itself to a detailed breakdown of all the inputs and outputs and
their relationships. One of the problems is that when you try to go
about it from the inside out, so to speak, you constrain your model
by--

Chairman PROXMIRE. Again, go about it any wvay you wNant to. All
I ask is having done that, then give us what the components are. It
seems to me we are not really being let in on what the GNP really
means.

Let me ask vou this: The new budget contains funds for highly
complex and sophisticated expensive weapons systems, and it has
been a great matter of puzzlement to many of us whether the defense
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budget is going up, military going down, military personnel being cut,
in spite of all the pay increases and inflation, the only answer seems
one that Aviation Week came up with. I would like to quote:

In almost every key new weapons program, a green light has been flashed, and
the necessary funding increases to implement the signals have been added to the
budget.

It seems to me that is why the budget really is going up.
Look at the systems. The billion-dollar systems include ABMNI,

M\IRV, B-1 bomber, F-14, F-15, USMS, AWACS, SRAMNI, Mhaverick,
S-3A, P-3C, and F-5.

Does Your agency examine these requests in detail and do you
require that the military justify them? Do you run analyses on them
to determine their strategic wvorth, their technological lev els, and that
kind of thing?
* In view of the great waste that has been disclosed by this committee
and others in recent years, we are deeply concerned about this.

Mr. SHULTZ. Of course, we do make an extensive review of the
defense budget, but let me say that the increase in the defense budget
is more than accounted for, so to speak, by changes in rates of pay.

Just the regular increases in pay account for $1.5 billion between
the 2 Years here. Beyonid that, there is the proposal to move toward a
greater acceptance of volunteerism, a volunteer armed force, and the
Secretary of Defense proposed, by way Of example, increases in pay
of those with under 2 years in service by 50 percent.

Chairman PROX-IIRE. Yes. That is a $1fi billion increase in pay,
but the cutback in Vietnam has been in the order of $13 billion in the
last 2 vears. There should be a great deal of saving involved here. The
President also indicated the Nixon doctrine means withdrawval from
some other forward points, that we are going to give up some other
bases elsewhere in the world.

'Mr. SHULTZ. There are two points that I wvould make on this.
First, in real terms, so to speak, adjusting for particular price escala-
tions as they affect defense, including the wage changes, I believe
that wve are somewhere in the neighborhood of the 1964 level. In
nthber iords, it has "onie back to a m Tc a ilvel.

Second, the devel6piments around the world within the last year,
and I think particularly the very aggressive movements of the Rus-
sians in the Middle East, have certainly led the President to feel that
this is no time to let clowvn our defense guard, and I think that this
is an important factor to be kept in mind. I don't want to get into
the position of seeming-to explain why the defense budget rose and
to compare it too much with the 1964 level, because I think the spirit
of it is that we waant a strong national defense and the President is
doing everything he can to put it there.

Chairman PROXMIRE. I wvant to question on this.
Senator l.Miller wanted me to yield. I yield.
Senator MILLER. Thank you, Mr. Chairman.
It seems to me another very important factor that must be taken

into account is the inflation factor. I served on the Armed Services
Committee for 4 years, and I know that each year the price of various
types of hardware, especially weapons systems, was.increasing even
at a faster rate than the normal inflation rate in the countrv.

Do you have any figures there to show how much of this new budget
for national defense reflects inflation over the last year ortwo?
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Mr. SHULTZ. Yes. I think the best person to respond to that is the
assistant director who works in the defense and international area,
James Schlesinger. Let him comment on the general impact of infla-
tion on defense cost.

Ivir. SCHLESINGER. Senator, the increase in price, 1972 over 1971,
is $1.2 billion.

Senator MILLER. How much?
Mr. SCHLESINGER. $1.2 billion.
Chairman PROXMIRE. I might say, of course, we have been fighting

against that kind of inflation. We have got worse inflation in defense
than in any other area of our economy. GAO estimated that 38 major
systems were more than $23 billion or 50 percent above the contract
agreements, so the problem is that inefficiency in procurements which
is resulting in spending these sums far beyond their contractual agree-
ments and then they turn around and blame this on inflation which
is caused in fact by their own inefficiency.

Let me ask you this. It is hard for us to break all of this out, Mr.
Shultz, unless you' give us what the previous administration gave us,
and that is what is the incremental cost of the Vietnam war. Previous
budgets have given us that, at least President Johnson's budget did.
You don't give us that. We are groping in the dark here. You won't
let us in on what the factors are that are responsible for this increase
in defense costs. You say inflation, pay increases, and then you don't
give us the facts so that we can evaluate them.

Mr. SHULTZ. First, let me comment on the cost overrun points
that you were making and say that, in response to that problem
which was here when we arrived, very substantial changes have
been made in procurement policies and procedures. Defense officials,
of course, can speak about this much better than I, but we feel-

Chairman PROXMIRE. I might say the only Cabinet officer who
refuses to come before this committee is Secretary Laird. Everyone
agreed to come and is coming when asked. We asked most of them.
But he won't come. So it is hard for us to get at the answers when
the top man won't come before us.

Mr. SHULTZ. I have the impression Secretary Laird spends most
of his .time testifying before one committee.

Chairman PROXMIRE. But not before this committee. That com-
mittee is pretty friendly to him and doesn't like to ask the questions
we do.

Let me ask you this. What I would like to get at because your func-
tion is so important in holding down excessive military spending, or
can be. For 2 years, administration spokesmen including former
budget Director Mayo has been assuring this committee that preferen-
tial treatment of the Defense Department would be ended. The in-
formation that I have received indicates just the opposite is taking
place. The Pentagon has more privileges, more independence from the
annual review process by which all the budget requests. of civilian
agencies are scrutinized.

For example, this year I am told you proposed a much lower defense
budget, and that during the review process defense spending was pared
down from $72 .billion and then to $66 billion, but Secretary Laird
supported an increase and Laird's views prevailed.,

I am also informed that the defense hike was accepted because of-the
economic teasons, that is, to support an expansionary.fiscal policy
rather than military reasons.
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Do you deny this and deny OMB still submits to a joint review of
the defense.budget and does not conduct an independent review as it
does with the civilian agencies?

Mr. SHULTZ. First of all, Mr. Chairman, I think it pertinent to
point.out that the budget is the President's budget, not the Secretary
of Defense's budget, not my budget. It is the President's budget, and
the decisions about defense matters, as well as other matters in the
budget, are the President's decisions. Our effort, along with the other
Cabinet officers' efforts, is to see to it that the President has before
him a well prepared set of analyses, as good as he can get, so that he
can make his choices with full information.

So, it is the President's budget, and I can tell you that he has paid a
great deal of attention to the defense budget problems.

Second, insofar as the point of desiring greater defense expendi-
tures for the purpose of stimulating the economy is concerned, there is
no foundation to that whatever. If one wants to use the budget to
stimulate the economy, there are lots of ways in which revenues could
be reduced or expenditures increased. There is no need to spend a
single dollar of defense money purely and simply and only for that
purpose.

The defense money is spent for the purpose of defense, and the
economic aspects are different. So far as the joint review is concerned,
this is a process that was going on when I assumed my present job,
and it 1 think, has a great deal of merit.

Chairman PROXMIRE. Why shouldn't it be applied to civilian agen-
cies, too?

Mr. SHULTZ. I think it is a fair point. I have thought about whether
or not we would be better off, acquire more information-big points of
information-if we spent more of our budget review time out of the
Executive Office Building and in other buildings.

'You do get some feel for how the people are looking at the world
and what their insights into their problems are. I don't say that is
necessarily desirable, but I think- it is a point worth considering.

Chairman PROXMIRE. The review, as I understand it, gives the Sec-
retary of Defense anl especially privileged position vis-alv's your
Office.

Mr. SHULTZ. No, I don't think so.
Chairman PROXMIRE. Unlike the others.
1\'Ir. SHULTZ. I don't think that is the case at all. I don't think the

joint review gives them any especially privileged position. It is a some-
what different process through which the early stages of review go,
but the Director's review of the defense budget is undertaken by the
OMB in the same way as other agencies are reviewed.

Of course, actually the kind of effort, appropriate type of effort
applied, varies from one agency to the next.

Representative BROWN. Mr. Chairman, would you yield?
Chairman PROXMIRE. My time is up.
Representative BROWN. I irould like to ask, Mr. Shultz, if it would

be possible to take, or if you can do this right now, the amount of
money being spent on the defense budget, say in 1962 or so, pre-
Vietnam year, and relate that in dollars of those years to see what has
happened in effect to defense spending. Has it increased, decreased;
where are we? The inflationary factor has been mentioned.

Another way to look at this might be to take the third year of
new administrations, for instance. That is what we are talking about.
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There seems to be vcry hearv emphasis on whether this is being done
right or wrong. The third vear of previous administrations as they
have come into office to see how that relates. Can you give me any
figures on that?

A/fr. SHULTZ. Yes, I can. I mentioned the fact that the defense
budget in real terms was approximately in the vicinity of 1964,
which was a prebuildup year. In terms of materiel purchases, the
relative comparison is $31 billion versus $32 billion. So approximately
the same on that scale.

Comparing defense outlays with the gross national product in
1962, just reading off this chart and interpolating, it was approxi-
mately 9 percent, declined to what looks like about 63' or 7 percent
by 1964 or 1965, Bandl it rose back up to over 9 percent in 1968. Then,
since this administration has been in office, it has declined steadily
and now, as a proportion of GNP, is below any time in the last 10
years.

In other words, it is below that low point of the 1964-65 period.
Representative BROWN. So in the
lvlr. SHULTZ. In excess of 6 percent.
Representative BROWN (continul g). Kernedy-Johnson years prior

to the war in Vietnam, in other words-I don't want to misread
this-we were spending about 9 percent, is that what you are telling
me, of our GNP defense?

Mr. SHULTZ. It was declining. I will read you the exact numbers,
if you would like. I will start with 1962. Defense outlays as a percent
of GNP.

Representative BROWN. All right.
Mr. SHULTZ. 8.9 percent in 1962; 8.6, 8.3, and 7.2 in 1965; 7.7 in

1966. Then it turned around, 8.9 in 1967 and 9.4 in 1968. That is the
high proportion. Then, beginning in 1969, 8.8, with a decline to 8.1
in 1970. We estimate 7.4 in 1971, and 6.8 in 1972.

Representative BROWN. So we are talking about actually back to
a lower level than we have had experienced in defense spending as
a percentage of our GNP in any year since when? This goes back to
1962, and I gather 6.8 is lower than anything since?

Mr. SHULTZ. I don't have the numbers on that.
Representative BROWN. You don't have it beyond 1962?
Mr. SHULTZ. I wouldn't want to make a statement without look-

ing and seeing and-do we have the figures somewhere?
Mr. SCHLESINGER. I think that you have to go back to pre-Korean

years to find a lower percentage of GNP going into defense.
Representative BROWN. In other words, the years in which Louis

Johnson was dismantling the Defense Department before the Korean
war?

Mr. SCHLESINGER. 1950 and 1951.
Representative BROWN. A very interesting figure and I think fairly

significant in terms of what we are doing. It seems to me to be a
relationship that makes sense and seemns to be a relationship with
reference to the inflationary factor that is of some significance.

In other words, we are buying a whale of a lot less bank for the
buck. That was the term used back during the McNamara era, and
we are not only putting less of our national resources into defense,
but we are buying a good deal less because of the inflationary factor.
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Can you rclate that in some way to any other expenditures, some
of the other fields, education, pollution, something that has mother-
ho'od and the flag tied into it today politically?

M1r. SHULTZ. Let me say that I think that national security has a
lot of motherhood and the flag in it.

Representative BROWN. Not as much influence as before. Appar-
ently the Secretary today is not as popular a figure as M\1r. McNamara
was in his day.

Mr. SHULTZ. The comparison of defense and the classification called
human resources as proportions of the budget is: for 196S, which was
the high year that we recognized, defense outlays were 45 percent of
the budget, and human resources outlays were 32 percent.

That has shifted. As projected in 1972, there is almost a complete
reversal, with defense outlays expected to be 34 percent of the budget
and human resources outlays 42 percent.

So in terms of the budget outlay impact, there is that reversal.
Representative BROWN. Can You give me those figures for 1962, the

first year you had available here when we were spending S.9 percent of
the GNP?

Mr. SHULTZ. For defense 48 percent and 29 percent for human
resources.

RePresentative BROWVN. Thank you.
Mr SHUTLTTZ. Let me just say again that I think that it is good to

see that defense is not dominating the situation.
On the other hand, it is also important to everybody, I am sure, to

examine this spending, to try to make it all count for as much as
possible, but at the same time not to be taking a lot of chances with our
national defense.

Representative BROWN. Well, I would suggest, Mr. Shultz, that
if it shows anything, if You are being dominated by the Secretary of
Defense, You are not being dominated much.

Chairman PROXMIRE. Well, Would You answer my question, Mr.
Shultz? Did you recommend a $72 billion budget and then a $66
billion defense budget for 1972?

Mr. SHULTZ. No. This is a process that we work through and it
culminates in a decision by the President and as far as I am concerned,
that is the President's decision.

Chairman PROXMIRE. Well, I understand that.
.Mr. SHULTZ. And I support it.
Chairman PROXMIRE. My question is, Did you recommend it? I

know it is a process the President must determine. yIv question is, Did
vou recommend a $72 billion budget for defense, and then a $66 billion
defense budget?

Mr. SHIJLTZ. The whole internal mechanism of who recommended
what and whatnot is something that I cannot talk about. Whatever I
recommend to the Presidlent is something that I think I keep to my-
self.

Chairman PROXMIRE. I was afraid that You would give me that
answer, but I appreciate it and understand and I respect Vou for it.

Mr. SHULTZ. One other point-
Chairman PROXMIRE. What is that, sir?
Mr. SHULTZ. One other point on defense spending. We have a chart

that was made up following a projection made at the end of the John-
son administration. The projection contrasts what would have hap-
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pened to defense spending if hostilities in Vietnam continued. The
chart gives the Johnson administration estimate of defense spending
under the assumption of continued hostilities. And then it contrasts
this estimate with what would happen to defense spending if there had
been a truce back in 1968-69. We can compare current spending with
both these estimates, although it is difficult to know just how to adjust
the Johnson administration figures for price inflation. Of course, we
are disappointed that we don't have a truce, although the President
has succeeded in winding down: that war to a, very, very considerable
extent.

The chart presents quite a contrast. Starting .out with $80 billion
in 1969, defense spending was projected!by 1972 to be in the neighbor-
hood of $90 billion if there were no truce, and if a truce occurred,
in 1972 to be in the range of about $72 billion.

So you can see that without a truce, the administration has achieved
almost the path projected on the basis of'the truce.

Chairman PROXMIRE.. The administration is asking for obligational
authority of what, over $80. billion for defense next year; isn't that
correct?

Mr. SHULTZ. I think it is slightly under $79 billion.
Chairman PROXMIRE. About eighty. Then, of course, what con-

cerns me very much, Mr. Shultz, is the constant referral to the
comparison of the defense budget and so-called human programs.
The reason you get that comparison is that with human programs you
are lumping in all of social security which the administration has been
fighting hard to dissuade Congress from increasing, at least increasing
by as much as we did.

Mr. SHULTZ. I beg your pardon, Mr. Chairman.
Chairman PROXMIRE. You are including veterans' pensions, you

are including a number of other fixed cost programs that-essentially
those two, but fixed cost programs that are self-financing, and if you
simply compare them with education, with housing, with health, and
then defense on the other side and take the controllable programs,
you still find that defense alone dwarfs the so-called human programs;
isn't that correct?

Mr. SHULTZ. Well, first, let me say that the administration has
supported an increase in social security benefits, and beyond that,
has supported a change in the way in which cost of living problems are
reflected in those benefits so that the elderly can be assured that their
income will not be eroded by inflation. This was advocated by the
President before he took office and since. The administration is very
firmly behind the idea that social security benefits should be adjusted
so that the elderly do not lose by this process of inflation-and making
the adjustment automatic. That is the first point.

Chairman PROXMIRE. I understand that.
Mr. SHULTZ. The second point is that I don't see how you can

classify programs designed to help the elderly as anything other than
a human resource program. That is money going to a lot of people at
an age when they are not able to earn. From my standpoint, one of the
great things that we have done in this country is to put into place a
good, strong social insurance, social security system.

Chairman PROXMIRE. All of us support that and have had it in
effect for 30 years.

Mr. SHULTZ. And there it is.
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Chairman PROXMIRE. And it is self-financing.
Mr. SHULTZ. Fine.
Chairman PROXMIRE. It is in effect not in the same degree of con-

trol as the defense budget, education, health, housing, and these other
areas with which we can vary. If you take the part of the budget
that is subject to control, year-to-year control by the Congress and
the administration, in the sense that we can cut them or increase
them, and then in the sense that they are not self-financed, certainly
defense dwarfs the rest of the human programs.

Then, of course, your definition of defense is something else that
concerns me very much. For example, most of the national debt was
incurred during wars and because of wars, but that is not included as
part of the defense cost. Veterans' payments are obviously defense
related. That is not included, but excluded. The Coast Guard is
largely a defense operation, but that is included as a part of Com-
merce and Transportation. The persistent exclusion from the break-
down of national defense, it seems to me, is a public deception.

Mr. SHULTZ. Well, I wouldn't accept that, Mr. Chairman, because
all of the numbers are there. Anybody can combine them in any way
they want. If you don't like our combination, you can make another
one.

I would point out, in addition, that it may be artificial, in the sense
that you put it forward, not to classify a fair amount of defense spend-
ing as human resources. Defense puts a great deal of effort into training
people.

Chairman PROXMIRE. I understand these classifications are riot
easy.

Mr. SHULTZ. Schooling in the Defense Department.
Chairman PROXMIRE. If you are talking about defense--
Mr. SHUILTZ. The Department of Defense did quite an outstanding

job in bringing in so-called disadvantaged, getting them into the
military, and training them. So there is quite a little human resource
spending in the Defense Department.

Chairman PROXMIRE. There is and one of the problems we have in
Congress, in the Senate, at least, is that we have a lot of trouble holding
down some programs which have put them into the defense category
even though they have very little relationship to defense, research
programs of various kinds, educational programs of various kinds.
There is very little time for analysis by Members of Congiess as
compared to the civilian program.

Let me ask you, while David Packard has been working with Mr.
Haughton, of Lockheed, on the C-5A dispute, there has been no indica-
tion of how much the settlement will cost the taxpayers. Can you give
us some idea of the budgetary impact that can be expected from the
Pentagon-Lockheed settlement? Can you give us your opinion as to
what the economic repercussions would be if Lockheed Corp. does
go out of business?

Mr. SHULTZ. As I understand it, Secretary Packard is in the midst
of a very careful study of that whole problem, which undoubtedly has
been complicated somewhat by the Rolls-Royce bankruptcy, and he
is due to make a report to the Congress very soon. I think the best
thing is to wait for that report and refrain from comments at this
point.
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Chairman PROXMIRE. Do you have anything in the budget at a]l
for that now?

AMr. SCHLjESINGER. As you know, Ari. Chairma~n, there wa.s an item
of $200 million include(d in the 1971 budget.

Chairman PROXMIRE. Yes, we voted on that. We had an amend-
ment on the floor. I introduced an amendment to beat that, an(d
my amendment lost.

Mlr. SeCLEsINGER. At that time, it was requested that Secietaiv
Packard, foi the Defense Department, ieport back to the Armed
Services Committee. That report by Sectetaiy Packard is'due shortly.

Chairman PROXA11RE. How c(an vou have a complete budget with-
out-what do you estimate? Don't von have to have some kind of a
iough estimate of what that is going to cost the defense budget or is
the defense budget so lacking in budget discipline you (Ion't feel that
will be a factoi, that it will only be a few huii11(dred million d1olla1S?

Mr. SCHLESINGER. The possible loss at the present time that you
are referring to is limited to the $200 million in the 1971 budget.

Chairman PROXMIRE. 1971, yes, but 1972; you must make some
allowances for how much we are going to have to spend again to bail
out the C-5A. I presume the administration wants us to go ahead
with the C-5A, another $1 billion or $800 million.

'Mr. SCHLESINGER. We wouldn't want to forecast at this time the
results of Secretary Packard's study.

Chairman PROXMIRE. How can you have a budget without fore-
casting? I don't see how you can have a firm figure-for defense unless
you know how much this very large sum is likely to be.

What have you done with it? Just left it out completely? Assumed
there would be no cost, or have you put in some figure?

Mr. SCHLESINGER. The firm figure for defense will result from the
Congress acting on the President's recommendation.

Chairman PROXMIRE. What is the President recommending? That
is my question.

Mr. SCHLESINGER. The President is recommending for the defense
budget authority on the order of $79 billion.

Chairman PROXMIRE. What is he recommending for Lockheed?
Mr. SCHLESINGER. There is no Lockheed.
Chairman PROXMIRE. What is he recommending for C-5A?
Mr. SCHLESINGER. There is no recommendation for the C-5A in

the 1972 budget.
Chairman PROXMIRE. So it will be more. It will be more by whatever

the cost of the C-5A is for fiscal 1972.
Alr. SHULTZ. I think the point is that the recommendation will be

forthcoming in connection with Secretary Packard's study, that
Secretary Packard will be reporting on that, as directed by the
Congress.

Chairman PROXMIRE. That will be some kind of a supplemental
request for additional funds, unless they decide not to go ahead
with the C-5A, that is correct?

Mr. SHULTZ. I think that we should wait and see what he reports.
Chairman PiOXMIRE. Well, at any rate, in great likelihood it would

seem to me, if we don't stop funding the C-5A, there will be addi-
tional supplemental requests for defense at least to provide more
funds for the C-5A, is that right?
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Mr. SHULTZ. I would say that we should wait and see what, the
report has to say, and then proceed on that basis.

Chairman PROXMIRE. They announced a settlement. They an-
nounced that, and Lockheed accepted it. Lockheed accepted the
agreement that the loss would be be limited to $200 million. The
estimate last year was the total loss was going to be $800 million in this
contract. This means $600 million more of Federal spending. If so, how
much of that is in the 1972 budget?

Mr. SCHLESINGER. Mr. Chairman, I think the acceptance by
Lockheed of a provisional offer by the Department of Defense has
been unsettled by the Rolls-Royce situation

Chairman PROXMIRE. You can say that againi.
Mr. SCHLESINGER (continuing). And the salvation of Lockheed

becomes a question that has to be reviewed once again. Secretary
Packard will be presenting his racommen(lations to the Armed Services
Committee shortly.

Chairman PROXMIRE. Well, I have finished. Do any of you
gentlemen have questions?

Senator Miller.
Senator MILLER. M\Ir. Rice, on page 36 of this "Budget in Brief,"

do you have it there?
On page 36, at the -bottom of the page, the last paragraph, the

second column, "In 1972, outlays for farm income stabilization pro-
grams will be $4.2 billion. The major portions of these outlays are
for farm commodity price support and supply adjustment programs."

Now, this is what I want to ask about.
"Due to the corn blight and increased demands for wheat and

soybeans, 1971 outlays are below initial estimates."
Why is that? I know about the corn blight and I know about the

increased demands for wheat and soybeans and corn, too, I suppose.
I don't get the relationship between that increased demand and the
outlays being below initial estimates.

Mr. RICE. Senator, I don't have the detail here with me today as
to just why those outlays changed, but we can lay that out and supply
it for the record.'

Senator MILLER: Will you do that, and additionally-
Mr. COHN. The effect of the corn blight is a very substantial factor

in reducing the supply of farm commodities that were produced for
market. Some of those commodities were taken by increased demands,
and since there were fewer total commodities, the Commodity Credit
Corporation had to buy less than we originally estimated.

The corn blight reduced the total supply of corn that was available
for private and Commodity Credit Corporation purchases. That was
the reason.

Senator MILLER. I thought that might be it, but I wanted to find
out.

Now, also, it says in the next sentence, "lower receipts resulting
from more normal marketing conditions account for most of the
increase in net outlays in 1972." Are you saying this in reverse because
of the production, getting back to more of a normal state that the
CCC will therefore be getting into the purchasing of these com-
modities more in this next year than they did last year?

lSee response for the record on p. 102.
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Mr. COHN. Well, it behooved us, Senator, having been very op-
timistic about demand for many years in these estimates and having
underestimated on them for many years prior to 1971, to be conserva-
tive in our estimate of demand for commodities. We didn't want to
assume that the very exceptional buoyant market conditions that
existed this year would exist again next year.

We hope they will, but the estimates did not assume that large a
demand.

Senator MILLER. Well, your estimate does not assume-well, there
is another way of looking at it. You may have the same amount of
demand, but you have got four crops.

Mr. COHN. That could be.
Senator MILLER. And, therefore, the market prices are lower and

therefore it gets down into the CCC loan support area, CCC is going
to have to buy more.

Mr. COHN. That is right.
Mr. RICE. Excuse me, Senator. Can I add a thought there? I think

you are on the right track. The lower receipts estimate does imply the
hope that it will be necessary for the CCC to sell lower amounts of
stocks in 1972 than was necessary in 1971. The corn blight made corn
short in supply and led to larger than expected sales by CCC. Receipts
from these sales operate as an offset against outlays and tend to reduce
outlays.

Seinator MILLER. Would you be good enough to supply for the
record a breakdown of the material that backs up those two state-
ments?

Mr. RICE. Yes, we can provide that.
Senator MILLER. Thank you very much.
(The following information was subsequently supplied for the

record:)
COMMODITY CREDIT CORPORATION OUTLAYS

Senator Miller asked for a brief explanation of the last paragraph on page 36 of
The U.S. Budget in Brief, Fiscal Year 1972.

Fiscal year 1971 outlays are currently projected $392 million lower than the
earlier projection primarily for the following reasons:

Corn blight substantially reduced the size of the 1970 corn crop. As a
result of the short crop, outlays for commodity loan advances to farmers
are down $109 million and proceeds from feed grain sales from CCC stocks
are up $323 million from the earlier estimate.

Wheat export estimates have been increased from 600 to 735 million
bushels. This has contributed to higher CCC receipts of $135 million from
additional commodity loan repayments by farmers and $96 million from
added wheat sales from CCC stocks.

Soybean use (domestic and exports) is up sharply from the projection of a
year ago. The strong demand-price situation is now projected to increase
CCC receipts by $74 million from additional commodity loan repayments
by farmers and $305 million from added soybean sales from CCC stocks.

With an assumed return to more normal marketing conditions in the 1971
crop year (fiscal year 1972), together with CCC holdings of corn and soybeans
at sharply reduced levels, both CCC sales proceeds from inventory dispositions
and receipts from commodity loan repayments by farmers are expected to be
substantially lower than in fiscal year 1971 for feed grains, wheat, and soybeans.

Senator MILLER. Now, I have two more questions, Mr. Chairman.
We read many reports recently about the economic crisis facing the
Nation's nonpublic schools, especially nonpublic colleges and univer-
sities, but there are problenis in all areas. However, the new budget
puts more emphasis on pupil assistance where the ultimate bene-
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ficiaries are more likely to be schools in low-income areas and which
does not attack directly the accelerating costs of nonpublic education.

What does the administration plan in the way of increased aid to
deal with this problem of accelerating costs to our nonpublic schools?

Mr. SHTULTZ. I will ask Assistant Director Nathan to respond to
that.

Mr. NATHAN. Senator, I take it you are talking about elementary
and secondary education.

Senator MILLER. And higher education, too.
Mr. NATHAN. You have to distinguish between the two. In the

case of elementary and secondary education, the programs that are
most relevant to nonpublic schools are programs that are affected by
the President's proposal for a special revenue-sharing program in the
field of elementary and secondary education. These programs, as I am
sure you know, are the library programs and title I program. We are
in the process of developing the criteria and the components of this
new legislative proposal which will be before the Congress shortly,
and one of the questions that is being addressed is that question
which you raised. The books program and the libraries program, and
the title I program, to an extent, are the programs that today permit
State governments, where they have constitutional provisions that
allow them to do so in the case of title I, and even where they don't
in the case of the books and libraries program, to use Federal aid for
nonpublic schools.

Now, in the case of higher education, the administration's program
places stress on direct aid to students through a combination of
grants and loans, and the President has proposed to the Congress
legislation for a national student loan bank, I think it is fair to call
it, plus a major overhaul. of existing programs to put emphasis on
direct assistance to students.

This approach gives the student the opportunity to make his own
choice. Of course, the student who chooses to go to private schools,
be they parochial or nonparochial, will be treated on roughly the same
basis as far as the Federal student aid approach is concerned, as
students going to State supported and locally supported' instituionnq

Senator MILLER. Thank you, The last question: In the 1972 budget,
no increases have been requested for the programs that represent
public service employment type of efforts under current manpower
law, such as the Neighborhood Youth Corps, Mainstream, the sum-
mer job program, and WIN. Nevertheless, we have testimony before
this committee about the dire needs of States and local governments
for manpower services which a public sector jobs program could
provide. How does the budget propose to fill these needs for man-
power, on the one hand, and employment on the other?

Mr. SHULTZ. If you look into the part of the budget that discusses
special revenue sharing, there is a section on manpower. The amount
has been increased in that grouping by about $400 million above the
amount carried in the various categorical classifications that would be
folded into the special revenue sharing for manpower programs.

Now, it is our belief that if the manpower money flows to the States
and units of general government in a more flexible manner, getting
away from the narrow categories, the mayors and the Governors will
be able to use those funds more nearly to suit the needs that they
actually have.
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The answer to your question is that the amount of money budgeted
has been increased sharply and the flexibility with which it could be
used is proposed to increase greatly, andl, therefore, the money should
be much more effective.

Senator MILLER. Well, as you know, there have been some people
that expressed concern at what they visualize is a slashing back of
these programs in the budget, and the answer we can give to them is
that while those programs may be cut back, there is not only going
to be the same amount of money that has been going for those pro-
grams, but $400 million more that is going to go into the overall
manpower program to replace that.

Mr. SHULTZ. Under special revenue sharing, it is important to say-
and this is not only true in manpower programs but in the other pro-
grams as well-none of them are eliminated. What is done is that the
money is made more flexible so that if you are, say, a mayor in Sioux
Citv and this money comes to you, you can use it in exactly the way
that the Federal Government used to tell you you should use it in-,
but you don't have to. You can use it in a different way if that seems
to suit the problems of your city better than the earlier specified way.

Senator MILLER. Now, additionally, isn't there anything in here
under the welfare reform program to cover the use of or to make use
of public sector employment? We had something written in in the
Finance Committee last vear which was in the final product before
the Senate, and it was my recollection that the President himself felt
lather favorably inclined towards a limited approach in this area, and
I believe that the Department of Health, Education, and Welfare
was in support of that, too.

Mr. SHULTZ. As you know, the so-called WIN program is a program
for training recipients of welfare and getting them into jobs.

Senator MILLER. I am not referring to the WIN program, Mr.
Shultz; I am referring to-I think Senator Ribicoff is the one who
brought up the proposal originally, and that was to have public service
or quasi-public service activities or opportunities, I should say, for
-welfare recipients in the municipalities, in the hospital area, and the
like.

Mr. SHULTZ. Yes. Well, I think, as you suggest, wve did work out a
solution to that problem in our discussions with the Senate Finance
Committee. I did want to say that the outlay estimates under the
WIN program, which is working in that general direction, go up fairly
sharply from $146 million in 1971 to $231 million in 1972.

Senator i\IILLER. Thank you very much.
Thank you, Mr. Chairman.
Chairman PROXMIRE. I will be very brief. It will only take a minute

or two to point out, No. 1, that I have got the appendix of the budget
here, and on page 306 it says, under airlift aircraft:

In this activity, funds estimated to cover the prior year unfunded moneys for
the C-5A aircraft are included as our funds to procure C-130 aircraft and maintain
the existing air fleet.

This is $400 million of budget plan or, I take it, outlay, and $622
million of obligational authority. Apparently, this does not include
the settlement which Mr. Packard, you say, is working on now with
Lockheed and that will have to be added to it.

Mr. SCHLESINGER. That is right.
Mr. SHULTZ. I will just say again that I think we must not pre-

judge what Secretary Packard's study will show.
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Chairman PROXMIRE. I am not asking you to prejudge it. I am just
saying it is likely. I think everybody expects there is going to be a
several hundred million dollar agreement of some kind, and this will
have to be additional defense expenditures for that one weapons
system.

How many people do you have altogether now in the Office of Man-
agoement and Budget?

Just give me a rough estimate, a thousand, 800, whatever it is.
Mr. SHULTZ. If Mr. Sam Cohn cannot find it, nobody can.
Mr. COHN. Senator, I have the figures for the professional staff.

This excludes the clerical, and this year wve have an estimate of 430
for the total professional staff in the OMB.

Chairman PROXMIRE. 430; does that represent an increase or de-
crease or is it about the same?

Mr. COHN. That compares with 357 in 1970, last year.
Chairman PROXMIRE. How many of that professional staff are

assigned to the Defense Department or assigned to monitoring
expenses of the Department of Defense?

M\11. COHN. Of that total professional staff of 430, 192 are assigned
to examining departmental budgets. Of that 192, 59 are engaged in
examining national security programs; that is a little over 30 percent.

Chairman PROXMIRE. What do the rest of the professional staff do,
if thev don't examine budgets?

Mr. COHN. We have a staff that is involved in legislation. We have
a staff that is involved in coordinating statistical programs in the
Government. And then we have the "M" in OMB, which is a staff
assigned with public management and the organization of the execu-
tive branch.

Chairman PROXMIRE. Mr. Shultz and Mr. Weinberger, do you feel
that is adequate, 59 people to consider and analyze and evaluate,
recommendl, these enormous expenditures of the Defense Department?

M'r. SHULTZ. Well, I think the point you have to recognize is that
they are very good people.

Chairman PROXA1IRE. Well, I recognize that, that that is undoubted-
ly the case. My quiestion is is that enough?

Mr. WEINBERGER. I think it is, ves, Senator.
Chairman PROXMIRE. HoW does it compare with what we had in

the past?
Mr. WEINBERGER. We had 52 in 1970, and we have 59 for the

current year, and we estimate 59 during the budget.vear. Given the
structure of the Department, our relationship with it and our ability
to get information, that this is adequate. They are trained, experienced
people. That is an important aspect to it.

Chairman PROXMAIRE. In view of the criticism from the GAO,
just last night in the evening papers, there was a report that GAO
is reporting once again billions of dollars of waste by the Defense
Department. They have come out with that report. They will in a
few weeks. This committee has exposed what we consider to be waste-
ful practices. Many other reports by the GAO have indicated this
again and again and again. What is wrong? Don't you have enough
people to dco this?

Mr. WEINBERGER. Typically, the GAO reports are of episodes that
occurred several years ago. We are very hopeful that with the pro-
cedures we have now and with the procedures internally in the Depart-
ment of Defense, a great many of the criticisms will be eliminated. I
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don't suppose it is possible in any organization that spends $70 billion
to eliminate all waste, but wve certainly can hope to eliminate the
examples of the kinds you citb, most of which originated in practices
that began several years ago.

Chairman PROXMIRE. I think that is the case, but, frankly I don't
see a great deal of this kind of improvement. I hope we can get it.

Well, at any rate, I feel many of these answers could best be given
by the one man who will not appear before us, the Secretary of
Defense.

I want to thank you very, very much, Mr. Shultz, and I mean it.
You are a highly competent man, as we all know. You have a fine
staff. You have been most responsive. My questions, while critical,
certainly were not personal in any way at all, and I thank you very
much.

The committee will stand in recess until a week from tomorrow,
Wednesday, February 17.

Unfortunately, the Secretary of the Treasury will not be sworn in
until omorrow, and, therefore, it was felt that he shouldn't appear
until he is sworn in and he will appear on Friday, February 26, before
this committee.

(Whereupon, at 1:20 p.m.j the committee recessed until 10 a.m.,
Wednesday, February 17, 1971.)

(The following information was subsequently supplied for the
record:)

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

Hon. GEORGE P. SHULTZ, Washington, February 11, 1971.
Director, Office of Management and Budget, Washington, D.C.

DEAR MR. SHULTZ: I gathered from our hearings last Tuesday, February 9,
that you would send us shortly for inclusion in the record your model for output
growth and inflation for 1971. I should appreciate your sending this material to
us as soon as possible since we would like to have our remaining witnesses comment
on its utility.

I would also like to have you present for the record the following estimates
or projections based on a $1,065 billion GNP for 1971:

1. The full employment surplus on a NIA basis for calendar years 1970 and
1971;

2. The full employment surplus on a NIA basis for fiscal 1971 and fiscal 1972;
3. The full employment surplus on a unified budget basis for-

(a) Calendar years 1970 and 1971; and
(b) Fiscal years 1971 and 1972.

Once again, I would like to express my appreciation and that of the Joint
Economic Committee for your appearance and extended discussion before us.

Sincerely,
WILLIAM PROXMIRE,

Chairman.

MARCH 2, 1971.
Hon. GEORGE P. SHULTZ,
Director, Office of Management and Budget,
Executive Offices of the President, Washington, D.C.

DEAR MR. SHULTZ: The Joint Economic Committee is now involved in pre-
paring its report to the Congress on the state of the economy. In performing this
work, it is most important for members and staff to have both the amended
transcripts of administration witnesses and their responses to questions submitted
for the record.

In your case, we need very much your analysis of the reconciliation of full
employment GNP as between the unified budget and the national income accounts.
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Likewise, we need the information requested of you on the subject of the relation-
ship between fiscal and calendar year estimates of full employment GNP.

Your cooperation in supplying your responses forthwith will be appreciated.
Sincerely,

WILLIAM PROXMIRE,
Chairman.

EXECUTIVE OFFICE OF THE PRESIDENT
OFFICE OF MANAGEMENT AND BUDGET

Washington, March 19, 1971.
Hon. WILLIAM PROXMIRE,
Chairman, Joint Economic Committee,
New Senate Office Building, Washington, D.C.

DEAR SENATOR PROXMIRE: This responds to your letters of February 11 and
March 2. Your letter of February 11 requested a copy of the paper describing our
model of the economy and estimates of the full-employment surplus for both the
national income accounts and the unified budget bases for calendar years 1970 and
1971 and fiscal years 1971 and 1972. Your letter of March 2 asked for a reconcilia-
tion of GNP as between the unified budget and the national income accounts.

In accordance with your request, the description of our model I was sent to your
staff shortly after the February 11 letter was received.

The -estimates of full-employment surplus are:

lIn billions of dollars]

National
income Unified

accounts budget
basis basis

Calendar year 1970 -5 . 1 2. 0
Calendar year 1971 -3.1 .7
Fiscal year 1971 -2.2 1.4
Fiscal year 1972 -3.6 6

We interpret your request for a reconciliation of full-employment GNP as
between the unified budget and the national income accounts to have meant a
reconciliation of full-employment receipts. These figures are enclosed.

Sincerely,
GEORGE P. SHULTZ,

Director.

RILLr CMpLAYMFNT RECEIPTS

Fiscal pear Fiscal year

Unijed budget basis -214.2 229. 3
Government contribution for employee retirement - 2.7 2. 8
Other netting and grossing and adjustment to accruals -. 3 1.6

National income accounts basis -217. 2 233. 7

RESPONSE OF THE OFFICE OF MANAGEMENT AND BUDGET TO AN ADDITIONAL
WRITTEN QUESTION POSED BY SENATOR JAVITS

Question. The new budget raises the local share for summer job funding for
fiscal year 1971 from 10 to 20 percent. And it increases the local funding share for
community action programs by 5 percent. Why is this being done, in view of the
fiscal plight of States and local governments, which the administration recog-
nizes in its revenue sharing program?

I See model on p. 279.

59-591-71-pt. 1-3
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Answer. To counter the current period of high unemployment, manpower re-
sources have been shifted to adult programs, which will contribute most directlv
to attaining full employment. Evaluations of the Neighborhood Youth Corps
Summer Program have found that it generally fails to provide enrollees with lasting
economic, educational or employment benefits. Thus, the President's budget
maintains the Summer Program at 1970 enrollment levels for both 1971 and 1972
rather than expanding it.

In order to maintain the program at the 1970 level while providing wage in-
creases from $1.45 to $1.60, program sponsors will be offered the option of in-
creasing their contribution to 20 percent of program costs or reducing the period
of enrollment from 10 to 8 weeks. This design has several advantages:

1. The President recognizes the need to provide summer jobs to disad-
vantaged youth. The new matching rate/enrollment period option will permit
continuance of the 414,OOLt jobs funded in 1970, while shifting funds to higher
priority adult programs.

2. An endemic problem in the Summer Program is the low-quality of work
experience provided by sponsors. The higher matching rate option will in-
crease the sponsor's stake in the enrollee's work output, resulting in more
careful supervision and better work assignments

3. In many projects, enrollees~tend to quit their jobs in the final weeks of
the summer The shorter enrollment period option recognizes this tendency.

4. The proposed 1971 and 1972 program levels afford ample resources for
experimenting with new supportive services which are needed to make the
Summer Program effective in countering the school drop-out rate and un-
employment after leaving school.
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WEDNESDAY, FEBRUARY 17, 1971

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

Washington, D.C.
The committee met, pursuant to recess, at 10:05 a.m., in room

G-308, New Senate Office Building, Hon. William Proxmire (chair-
man of the committee) presiding.

Present: Senators Proxmire, Sparkman, Bentsen, Javits, and
Pearson; and Representatives Reuss, Moorhead, and Brown.

Also present: James W. Knowles, director of research,. Loughlin
F. McHugh, senior economist; John R. Karlik, Richard F. Kaufman,
and Courtenay M. Slater, economists; Lucy A. Falcone and Jerry J.
Jasino wsky, research economists; George D. Krumbhaar, Jr., minority
counsel; and Walter B. Laessig andLeslie J. Barr, economists for the
minority.

OPENING STATEMENT OF CHAIRMAN PROXMIRE

Chairman PROXMIRE. The committee will come to order.
We resume our hearings on the President's Economic Report and

the state of the economy as wve hear this morning from two dis-
tinguished witnesses for the administration. The Honorable George
Romney, Secretary of Housing and Urban Development, is here with
us now. The Honorable Maurice H. Stans, Secretary of Commerce,
will appear a little later this morning.

Secretary Roinicey, you are in charge of some of the most important
domestic programs dealing with our highest priorities: Provision of
adequate housing for our middle- and lower-income families and the
revitalization of our urban communities.

As you know, Congress has attached such importance to the housing
situation that it established a housing goal of 26 million new units for
the decade ending later in the 1970's.

It was my amendment that was adopted by the committee and by
the Congress, and we had in mind that we would move as rapidly as
possible to 2.6 million housing starts a year.

We have so far fallen woefully short of that goal, andc I notice in the
letter from the Clhairman of the Council of Economic Advisers which
I received just last last Friday, that the administration is predicting
just 2 million new starts in 1971, once more far short of the target set
by Congress.

I consider this prospect rather dismal, particularly when the
industry was already operating at almost that rate at year's end.

I had hoped that in your testimony today you could assure us that
(109)
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we would do better in 1971, but your prepared testimony suggests that
we may not even make the 2 million forecast.

We have had extensive testimony earlier from Governors and mayors
as to the terrible financial plight of many, if not most, of our States and
urban communities. Many indeed are on the verge of bankruptcy, and
many more have had to reduce vital services in order to meet their pay-
rolls. Once more I say we look forward to your testimony on this matter..

We welcome you to our committee this morning. Since we have had
to schedule two witnesses this morning, I hope you will try to make
your opening remarks as brief as possible, knowing that your full text
will be included in the record as if read.

STATEMENT OF HON. GEORGE ROMNEY, SECRETARY, DEPART-
MENT OF HOUSING AND URBAN DEVELOPMENT, ACCOMPANIED
BY FREDERICK W. DEMING, SPECIAL ASSISTANT; AND NATHAN-
IEL J. EISEMAN, DIRECTOR, OFFICE OF BUDGET

Secretary ROMNEY. Thank you, Mr. Chairman.
Let me say this with respect to the housing goals: As you know, the

housing goals broke down into two parts. One part was to be achieved
by stimulating private effort in housing construction and the other
part was to be achieved by subsidized housing production.

The only part that the Department has complete responsibility for
is the subsidized housing production. In that area the Department has
done what the Government has not been able to do for over 35 years-
that is, to achieve real volume housing production. As a result of the
appropriations by Congress and the much greater sums that have been
made available for subsidization in the past 2 years, we more than
doubled the housing starts in the subsidized areas. As a matter of fact,
we have almost tripled in the last 2 years.

In the last calendar year we had subsidized housing of 470,000 units,
and in the current calendar year we expect to 2be well above 500,000
units, and in the fiscal year, next fiscal year, we expect to be hitting
the 10-year average called for by the national housing goal as far as
the subsidized housing is concerned.

Now, I give this by way of background. I think my testimony will
begin to focus attention on some of the factors involved in the lag in
the conventional or private housing production which is where we
need a great deal more stimulation.

There is one other comment I might make by way of background.
While Congress did not indicate one way or another how the mobile
home units should be treated in terms of housing production, I think
it is clear that the mobile home units now being produced are no
longer-in the main-the type trailers or type units that were pro-
duced in earlier years. They are housing units that low-income families
particularly are turning to-and many other families, elderly families
and young married couples-as a very satisfactory means of meeting
their housing needs.

I think that any complete consideration of the housing picture
should take into account the mobile housing units even though they
represent kind of the model A of the industrialized housing field.

Well, now, if I may, let me quickly go through my statement and
then I will be happy to answer questions.
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Senator SPARKMAN. Mr. Chairman, may I break in right there?
Chairman PROXMIRE. Yes, sir.
Senator SPARKMAN. I am going to have to leave in about 20 minutes

to present the money resolution before the Rules Committee.
I was going to ask the Secretary that very question. I am always

puzzled in discussing the number of units that we have built or the
number of units we expect to build as to what to do with the mobile
homes. I am not sure I have the complete answer, but it seems to
me that a mobile home even though it may not be the. highest type
of housing that everyone would prefer, nevertheless, as you have
pointed out, it is the type, the only type, that many can afford.

Secretary ROMNEY. That is right.
Senator SPARKMAN. And if it provides a safe, a sanitary and decent

place for a family to live; it seems to me it ought to be used.
I may be off in that but I hope some thought will be given to it and

that something will be worked out so we will know whether to count
them in or else say we had x number of starts, which does not include
the y number of mobile homes built.

Chairman PROXMIRE. Before I call on Secretary Romney, let me say
that when I put that amendment in I did not think of mobile homes.
It is my understanding mobile homes are included in the housing starts
in this estimate of 1.7 million.

Secretary ROMNEY. Oh, no.
Chairman PROXMIRE. It does not?
Secretary ROMNEY. It does not include mobile homes.
Chairman PROXMIRE. What is your estimate of mobile homes?
Secretary ROMNEY. Neither does the subsidized figure. The sub-

sidized figure, 470,000 figure, last year does not include mobile homes.
Chairman PROXMIRE. It was my intention to exclude mobile homes.
Secretary ROMNEY. And the 1,750,000 which we project unless we

do some things besides those in the pipeline does not include mobile
homes.

Last year the mobile home output was 400,000 units. There is no
reason to believe it will be less this year. If you add the 400,000 to
1,750,000, n why obviously you get 2,150,000 units. There isn't much
question but that the mobile home as it is being produced today in
the main is really a forerunner of the industrialized housing unit. As a
matter of fact, the Congress has seen fit to encourage mobile home
production by authorizing the Department to give assistance to those
who develop mobile home courts so that the sites that they can use
for the mobile home unit are more attractive and better from an
environmental standpoint, and the Congress has also seen fit to au-
thorize us to give some assistance in the insurance of mobile homes.

Chairman PROXMIRE. I would agree wholeheartedly with Senator
Sparkman, in many cases mobile homes are perfectly adequate, they
are safe, sanitary, modern, up to date, they are clean, and they are
warm, but the difficulty is we do not have qualitative statistics on it.

You say 400,000, we do not know how many fit into this category
and how many are pretty ramshackle. As you know, and as I know,
I visited many mobile home areas where I found that the homes are
very inadequate and most unsatisfactory, and in many cities they are
regarded as an area that is most undesirable, so I think we should
have and try to get some notion of how many of these housing starts
really provide mobile homes that would meet some fair standard.
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Secretarv ROMNEY. I think it is proper to keep them separated from
the figures we use-

Chairman PROXMIRE. Yes.
Secretary ROMNEY (continuing). On subsidized production or con-

ventional production so we do not mix the two.
Senator SPARKMAN. May I put it this way: We authorized you to

insure mobile homes and, as I recall, we provided that vou should set
standards and issue regulations. Are you insuring them now?

Secretary ROMNNEY. I think vou authorized us to set the standards
for the tiailer court, Senator, but not necessarily for the units that go
into those trailer courts.

Senator SPARKMAN. Not for the homes?
Secretarv ROMNEY. That is my recollection, that is, my

un(lerstanding.
We have been undertaking to upgrade the trailer court.
Now the mobile home people themselves have been establishing

standards to step up the quality because it is perfectly apparent that
it is in their interest to convince people that is a good way to live.

Senator SPARKMAN. Maybe I used the wrong term in saving set
standards, but I do think wore certainly intended that in connection
with insuring youl Would satisfy yourself.

Secretary ROMNEY. That is right. The units we insure under title
I do have to meet our loan requirements and they have to be units
that will

Senator SPARKM AN. Yes.
Secretarv ROMNEY (continuilig). As far as we are concerned

warrant the type of insurance given.
Senator SPARKMAN. Yes, my question implied that you had to set

the standards.
Now, M/lr. Chairman, if I may just ask one more thing and I will go.
M\r. Secretary, there was quite an article in yesterday's Washinlgtou

Post, "HUD's.Biggest Housing Effort Runs Into Trouble in iMiichi-
gan"-that is your State, isn't it? [Laughter.]

Secretary ROMNEY. I like to claim it.
Senator SPARKMAN. Did vou read that article?
Secretary ROMNEY. Yes, I read the article.
Senator SPARKMAN. I have difficulty in getting just what the picture

is. I wonder if, I won't ask you to comment on it now, but I would be
glad if some staff member of vours would prepare a statement regard-
ing the article and the difficulties.,

One other thing: Here is a picture of 235 houses in this area. Every
one of them is exactly alike.

Secretary ROMNEY. Which is absolutelv-
Senator SPARKMAN. And furthermore thev seem to me to be rather-

well, they just do not strike me as being houses of any value.
Secretarv ROMNEY. They look like crackerboxes.
Senator SPARKMAN. That is right. And I do not believe that was

intended by Congress-most of the 235 programs I have seen have
been very nice.

Secretary ROMNEY. That is right.
Senator SPARKMAN. With different types of architecture and so on

and so forth.
I See response on p. 114.
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That looks like an oldtime mill village. I hope that in approving
235 projects a- better job will be done than this appears to be. I am
not condemning it because I realize

Secretary ROMNEY. I agree with you, Senator. As a matter of fact,
building units in that manner is comipletelv contrary to the rules and
regulations of the Department, and that is one reason why we, our
area director, when this matter was brought to his attention immedi-
ately froze the building of anv more 235 units in that township, in
Beecher Township. He did it because on the basis of information
brought to his attention it seemed to him there was clear violation
of the rules by the builders involved and, consequently, he directed
the branch office of FHA up in Flint to stop any further 235 commit-
ments until he could thoroughly investigate the situation.

Now, not only has he frozen the situation but he is in the process of
making a very careful study of the situation because apparenitly it
wvas not only some violation there, how extensive it was is not vet
known, but also we did have some homeowner complaints from people
in that area, and he has been in the process of getting builders to go
back in and take care of those complaints.

Now clearly units of that type are not desirable in terms of what
the program is designed to do. The regulations call for difference in
appearance and elevations and so on in units so that you do not get
that deadly monotony that is indicated in the photograph.

To what extent ufnits of that type are in that area is something we
are checking into. I do not happen to know offhand. Hopefully, there
are not too many of that character because they are not typical of the
new 235 units.

Now, I think also that it is realistic to recognize that as you move
from the low volumes of housing production, subsidized housing pro-
duction, that we have had to the present volumes of housing produc-
tion, that you do encounter problems and difficulties that you weren't
experiencing previously. Unquestionably, in stepping up this vohlme
of subsidized housing there have been instances like this. As I under-
stand it, the reason that a very high proportion of the 235 units in the
Flint area went into Beecher Township was because the Beecher
Township had the water and the sewer facilities and land was not as
costly as it was elsewhere. In providing new housing for low- and
moderate-income families, the cost of land is not an unimportant
consideration. So that the fact that there was zoning that permitted
the units to go in there, the fact that the land had been developed,
the public facilities were available so far as water and sewer was con-
cerned, I think, resulted in a very large percentage of the 235 units
going into Flint Township.

Again that raises another question and one that I think the Congress
and the Department should address themselves to, and that is the
question of whether we are ever going to get an adequate meeting of
land needs and housing needs in terms of location unless we insist that
in metropolitan areas like Flint or any other metropolitan area wvhere
you have a central core city and then many surrounding separate
suburbs, that the planning for housing needs be undertaken on an area
basis rather than just on an individual governmental unit basis.

Now where you undertake it on an individual governmental unit
basis, then you encounter situations like in Flint where one govern-



114

mental unit, in this case Beecher Township, was zoned and had the
facilities for housing and low-cost land, but other communities around
Flint were not so zoned and made no comparable provisions. So you
get an overconcentration in the one particular area, and this is as a
result of not insisting that the communities in a metropolitan area
give some joint consideration to how the housing needs of people of
various economic levels can be met on a reasonable basis.

So I think the problem there in Beecher Township raises some very
fundamental policy questions for us to give very careful consideration
to jointly that we have not yet dealt with.

Senator SPARKMAN. Thank you very much. I apologize for throwing
you off the track but I did want to find out something about this.

(The following information was subsequently supplied for the
record:)

REPORT TO JOINT ECONOMIC COMMITTEE ON BEECHER SCHOOL DISTRICT
This Report reviews the status of and criticisms leveled against activities underthe Section 235/236 housing subsidy programs in Beecher School District, GeneseeCounty (Flint), Michigan. In general the criticisms are that these programs havebrought a severe impaction on the Beecher school system and community at large,and that the local FHA Field Office has been negligent in not recognizing theseproblems and uncooperative in developing meaningful solutions. The Report firstdescribes the general background of the situation and then evaluates both the

general and a number of specific criticisms.The Report makes clear that the Section 235/236 programs and other independ-ent factors emerge as causes contributing to the problem of impaction that pres-ently confronts the Beecher School District. However, leaders of the SchoolDistrict and the community at large, with cooperation from Federal officials, cantake steps which to some extent will relieve the burdens of impaction and will pre-
vent the situation from getting any worse.

BACKGROUND

The Beecher School District borders the City of Flint on the north about 65miles northwest of Detroit, and includes parts of Mt. Morris and Genesee Town-ships. Next to Detroit, Flint is the largest Standard Metropolitan StatisticalArea (SMSA) in Michigan in both total and minority populations. The populationliving within the Beecher School District is said to be about 25,000 split ap-
proximately 70% white and 30% black.

The local economy is dominated by the manufacture of automobiles and autoparts. Employment opportunities had been expanding at a healthy pace untilabout a year ago. Then, tightness in the mortgage market, the slump in the over-all economy, and the 1970 auto strikes created severe hardships both for the local
economy and the residential housing market.Beecher School District is primarily a residential community, containing single-family homes of modest value. Prior to 1960, most if not all of the population inthe Beecher area was white, and many were of a southern and rural background.
Except for a few isolated pockets, blacks lived in the City of Flint, to the south.

From 1962 onward, black families began moving into the Beecher area. Theavailability of modestly priced homes in an area near to their former residenceand to their auto industry jobs was probably the principal reason. According tosome local sources, there may also have been some determination by real estateorganizations that this was an area opportune for integration and lower-incomeoccupancy. Residential building activity picked up slightly for a time (1965-66)but then slackened again as development patterns shifted outward toward more
affluent areas.p The shift of development away from the Beecher area in the late 1960's caught
some builder-developers with land holdings for which they no longer had a market.While many of these lots were unimproved areas of the township, and werewithout paved streets or sidewalks, they were easily accessible to existing waterand sewer facilities and could be quickly developed if the builders could find
some way of attracting buyers.
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It is at this point that funds became available for the Section 235/236 programs
and increased emphasis began to be placedd on stimulating housing production to
meet the overall housing shortage and the particular needs of low and moderate
income families. To date, there have been reservations and commitments under
these programs for a total.of 2,562 new housing units in the overall Flint SMSA,
619 of which are located in the Beecher School District.

Developers' applications for these program commitments have been processed
through the Flint/FHA Service Office, which until September 30, 1970, reported
to the Detroit FHA Insuring Office and now reports to HUD's Detroit Area
Office. The Flint Service Office has 30 employees. Much of their prior experience
was with the straight-forward FHA mortgage insurance program under Section
203, in which FHA's principal role is simply to process applications according to
relatively routine standards.

FINDINGS
Excessive concentration

The principle criticism is a charge of excessive concentration of Section 235/
236-Assisted Housing in the Beecher School District, both in particular neigh-
borhoods and-in this District compared with other towns around Flint.

(1) A review of the Flint Service Office records indicate Section 235 fund res-
ervations have been issued for 1,958 units and Section 236 reservation for 604
units for Genesee County. The geographic distribution is as follows:

Sec. 235 Sec. 236 Both programs

City of Flint . . 1,315 343 1,658
(Model Cities area). - .- (493) -------------------
Beecherarea ----- 358 261
Rest of co unty -1------------- : 285 1 285

Total -.------------------------------------- 1,958 604 2,562

I Includes 60 units without specified location.

As is apparent, 24% of all the Section 235/236 units funded to date in Genesee
County are or will be located in the Beecher School District. By way of comparison,
the District has about 554% of the county's total population, and perhaps 10% of
the nonwhite population of the county. Excluding the City of Flint, Beecher has
about 10% of the remaining total population in the county and almost all of the
remaining nonwhite population.

Within Beecher, 55 of the Section 235 units are located on scattered sites in
the eastern half of the District. The other 564 Section 235/236 units are in a few
small areas in the western half of the District.

There are three Section 236 projects in this western half of Beecher: 48 units
(cooperative) in partial occupancy; 53 units (cooperative) in construction; and
160 units (rental with rent supplement planned) in construction. These units are
within three blocks of one another.

Near this same area, there are several instances in which entire blocks have
been developed with Section 235 assisted housing whose monotonous design and
homogeneous occupany create a pattern of development equivalent to traditional
public housing projects. This pattern of development will increase the risk of
establishing "block" ghettos. Upon completion of the Section 236 projects men-
tioned above, there will be 320 to 400 units of Section 235/236-Assisted Housing
within a four block area.

Plans for some of the units developed in this concentrated area had Model
Cities endorsement. Of more relevance, however, this is the area where zoned lots
were available at reasonable cost and with public water and sewer facilities
available. Projects apparently could have been located in other areas of the
county, but HUD did not attempt to direct locations of building activity.

(2) Total school enrollment in the Beecher District was essentially stable
between 1966-1969. Then in 1970, enrollment jumped from 6,470 to 6,879 and
further increases are expected. This has clearly created overcrowding in some of
the District schools.

Some of this increased enrollment presumably reflects a general influx of popula-
tion into the county rather than the building activity under the particular HUD
programs in question. Seven other school districts in Genesee County experienced
greater enrollment gains during the 1966-1970 period than was the case in Beecher
and three districts showed gains similar to those in Beecher.
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Within Beecher, there is some correlation between enrollment increases in
individual schools and Section 2.35/236 activity in the immediate neighborhood.
But this correlation is by no means perfect. On a net basis, the most serious prob-
lems appear to be in the secondary schools, in which enrollment has been rising
steadily since 1966. Between 1966 and 1970 secondary school enrollment increased
by 620, much of which is clearly not associated with Section 235/236 activity.

In the primary schools, aggregate enrollment in 1970 was 4,044, down from
4,198 in 1966. This reflects a net loss of about 350 pupils in the four elementary
schools in the eastern half of the District where Section 235 activity has been
scattered, offset by a net increase of about 200 pupils in three of the schools in
the western half near the concentrations of Section 23.5/236 activity. l UD has
not attempted to explore whether the overcrowding in these western schools
could be relieved by shifting some pupils into the less crowded eastern schools.

It should be noted that the total impact of the building activity under the
Section 23.5/236 programs has not yet shown up in school enrollment statistics.
Some of the units are not yet completed, and not all of the children in those units
that are occupied are yet of school age. It is estimated that total school enrollment
in the District may increase by more than 500 next fall and by another 450 in
1972. These annual increases are larger than in any previous year back at least
to 1961-62. The District clearly must take some action to accommodate such an
increase in enrollment.

(3) The difficulties being encountered by the Beecher School System are not
just the result of more families living in the District but also reflect the fact that
imanv of the new resident families have more than an average number of children
while at the same time have lower than average incomes from which to pay taxes
in support of the schools.

Thus, the 3.58 families purchasing the Section 235 homes include a total of
1,296 children, or an average of 3.6 children per family. It is claimed that unsub-
sidized families in Beecher average about 2 children per family. Nationally,
new occupants of all new Section 235 homes insured in the third quarter of last
year averaged about 2.5 children per family.

Nearly 48% or 170 of the 3.58 purchasers of the Section 235 homes in Beecher
receive public assistance, mainly ADC payments. On a. nationwide basis, the
comparable figure is about 12%. The Beecher program also includes 144 families
with annual incomes less than $5000, 94% of whom receive ADC and 98% of
whom are one-parent households. The median annual income of the Section 235
buyers in Beecher at time of purchase was $5,769 compared with $6,135 nationally
in the third quarter of last year.

Most builders of Section 235 homes in Genesee Countv communities other
than Beecher had a relatively low concentration of ADC families among their
sales. Reasons for the concentration of such families in Beecher have not been
determined.

With respect to race, about 40% of the Section 235 buyers in Beecher are black
and 60% are white. This is close to the racial balance already prevailing in the
community.

(4) Interviews with various officials and leading citizens found little or no
surprise at the relatively large volume of Section 235-assisted homes that were
developed in the Beecher District. It was stressed that the area was already
racially integrated, a water and sewer system existed, and vacant lots were rei-
atively inexpensive. Some builders already owned lots for which there was no
market until the advent of Section 23.5 and 236. It was also noted that the
Western half of Beecher, where most of the Section 235/236 units are located,
is in Mlt.Morris Township, which' has minimal building restrictions and ins-
pection requirements and is thus conducive to large scale development.

The investigation also indicated serious communication problems between the
local FHA Service Office and the community. There was apparently very little, if
any, discussion between the Flint Service Office supervisory staff and builders
and community interests regarding fund allocations, site locations, and com-
munity problems. There was no contact with the County Planning Commission
regarding the best possible locations in view of land-tise changes occurring within
the City of Flint and the County. Despite the historical problems of the Beecher
area, the lack of local government resources, and the early warning signs of more
difficulties, effective communication among the various community interests did
not take place.
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New construction vs. existing housing

A second criticism is that too much of the subsidv allocations was used to

stimulate new construction in the Flint area relative to analysis of market need

and the prevailing vacancy situation in existing units.
A 1969-70 FHA market analysis estimated the total need for subsidized housing

in the Flint area during the following two years at 2,430 units. As noted earlier,
reservations for Section 235/236 units in Cenesee County total 2,562 units. Com-

pletions of these units are phased over a too-year period. No inference should be

drawn, how ever, that there was a basis in the market analysis for permitting a

concentration of 25% of these units in the small area of Beecher.
Beecher is said to have vacancies in 190-200 homes. On a county-wide basis,

the vacancy rate in April 1970 was down to 1.1%, which is definitely below aver-
age for the area.

It is clear that the economic downturn, auto strike, and tight money situation
have had a depressing effect on the housing market during the past year, though

efforts to establish just how soft the market was or is have not revealed a clear

picture. Against this background, claims that new construction under the Section
235/236 programs has aggravated the total housing market are difficult to prove
or disprove. On the other hand, within certain neighborhoods, there does appear to

have been some distress selling, and it is probably not unreasonable to attribute
this to a reaction to the types of units and families moving in under Section 23.5

assistance.

Poor quality construction
Criticism of the poor quality of design and construction of many of the Section

23.5 units in Beecher appear to be amply justified. Investigations arid conversations
with buyers showed a hatred or dislike for one builder in particular because of an

alleged consistent failure by that firm to make repairs or live up to what the

buyers' felt the builder has promised. Many of the complaints apparently involved
the lack of storm doors, screens, lawns, and in some instances, paved streets and
roads.

The FHA Service Office in Flint did make inspections of these properties during

the construction process. Despite the warnings implicit in the increasing volume
of complaints, however, such inspections continued to be only routine, and thus
were not detailed or exacting enough to prevent the problems that manifestly
exist. In several areas, moreover, the Field Office completely failed to address
itself to clear violation of regulations against monotony through repetition of de-
sign more often than every fifth house. What is most disturbing of all, these

deficiencies occurred in homes that were consistently approved for the maximum
mortgage limits permissible under the Section 235 program.

It should be emphasized that not all of the Section 235 units in Beecher and
Genesee County are of poor quality. Some of the builders were quite conscientious
in producing sound and appealing units whose value could easily stand market

test. Unfortunately, there was no insistence on :si1ia. high standards on the part

of all the builders.

Delinquencies and foreclosures
One other major criticism of the Section 235 program in Beecher is that it is

experiencing excessive delinquencies and foreclosures. What evidence there is
supports this charge.

Two financial institutions with mortgages on 656 Section 235 homes in the
county report 188 delinquencies and 19 foreclosures. A third institution stated
that its delinquencies and foreclosures on 235 homes were running three to four
times the average for its overall business.

One developer-sponsor in the area did develop a homeownership training and
credit counselling program in connection with its sales program. Welfare families
in the lowest income categories were not selected for homeownership under this
program, and the training given to the buyers who were selected apparently mini-
mized financial and maintenance difficulties. Other builder-developers, however,
made little or no effort to provide their buyers with training or counselling, even
in the case of ADC families.

Many of the ADC families buying Section 235 homes came from Flint's public
housing projects. Some of these families even owed the housing authority as much

as six month's back rent. The monthly shelter allowances for these families are



118

sufficient to enable them to cover their required share of the mortgage payments
and initial taxes on their new homes. But high utility costs, as can occur during
winter months, or an increase in tax rates have sometimes made for more demands
on their budgets than they can afford and led to early delinquency. The FHA
Field Office has made no effort to resolve these kinds of problems.

CONCLUSIONS

Three broad conclusions emerge from this review.
(1) Serious problems have arisen in the Beecher School District and community

which if not met effectively do threaten the quality of the educational system and
the racial and socio-economic balance that developed in the community during the
1960's. Absorption of almost any volume of new housing is likely to create at least
some problems for a community. The key is to plan ahead so that such problems
are minimized. This was not done in Beecher.

(2) The Section 235/236 programs undoubtedly contribute to these problems,
though they are not the only factors at work. Some of the problems reflect laxness
in following program regulations and procedures. The most serious problems,
however, are the, result of independent private decision-makers working within
the permissible framework of the programs. While these kinds of problems should
and probably could have been prevented, to have done so would have required
relating the Department's housing programs to community planning in order
to deal with social problems-a capacity absent until recently in many local
Field Offices.

(3) Major efforts will have to be taken to prevent recurrences of the Beecher
situation in other localities across the country, re-orienting HUD personnel and
regulations as necessary to accomplish this. In addition, strong leadership on
the part of officials in Beecher and cooperation of the community at large is needed
to maintain the viability of the community and its school system. Federal officials
will work with the community in developing a meaningful program. No specific
Federal program aid has been promised, but it is expected that applications for
such aid will be filed and considered promptly.

Chairman PROXMIRE. Thank you very much, Senator Sparkman.
It is good to have the chairman of the Banking and Urban Affairs
Committee here this morning and we appreciate your coming in view
of your other appointments, and we are delighted you proceeded a
little out of turn.

Senator SPARKMAN. If I get through in time, I will be back.
Chairman PROXMIRE. Very fine.
Secretary Romney, go right ahead.
Secretary ROMNEY. Thank you.
I am going to go through it hurriedly. Presumably you have copies

of my statement and I am not going to take more time than I have to
to go through the text.

As you know, our Department is responsible for housing and com-
munity development.

1970 HOUSING RECORD

Housing had what I would call a mixed year in 1970. It was a year of
significant achievements as well as unsolved problems.

The most significant achievement was making good on the promise
to end the slump in housing production.

Recall that just a year ago, housing starts had dropped 25 percent
from their 1969 peak and there were widespread expectations of a
further drop to an annual rate of less than 1 million units. That un-
acceptable outlook had to be changed and the President fully com-
mitted the administration to take the steps required to produce the
change. Thus, I was able to testify before the Banking and Currency
Committees in February and early March that a housing recovery
"* * * can and should be underway by summer. For the full calendar
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year 1970, we are striving to achieve approximately 1.4 million
starts, with the rate in the final months well above that level."

The President's goal was, of course, not only met but exceeded;
with total housing starts actually reaching 1,463,000 units in 1970.
And the annual rate in the final quarter of the year was indeed well
above even that figure-at more than 1,750,000 units.

I cite this record not to claim exclusive credit for the administration.
Clearly, the Congress played an important role by voting requested
appropriations and enacting the Emergency Home Finance Act. The
independently determined policies of the Federal Reserve, the Federal
National Mortgage Association, and the Federal home loan banks
were also crucial.

The point is, however, that the only way all these diverse steps
could be set in motion in a coordinated way was through the personal
involvement of the President. And with: his commitment, achievement
matched promise.

A second major achievement last year was the production of 470,000
subsidized housing. units for low- and moderate-income families. This
was double the alltime record set the previous year, and it accounted
for almost a quarter of the volume of all housing units-including
mobile homes-produced during the year.

In the 2 years of the Nixonmadministration, .production of subsidized
housing has totaled 700,000 units,. which is more than was produced
during the entire preceding decade.

A third achievement is the significant change that has. taken place
in the mortgage and related financial markets. A year ago, mortgage
lenders were closing their doors, and those still open rationed their
limited supply of loans by charging ever-rising interest rates and
restricting other loan terms. Today, there is almost a flood of loanable
funds flowing into mortgage lenders, and they are steadily reducing
their interest rates and liberalizing other terms to put this money to
work.

In some places, mortgages are being originated today at interest
rates as low as 7 percent, compared with rates of 812 percent a -few
short months ago. And, Mr. Chairman, this morning I reduced the
FHA ceiling on interest rates from 7i 2 to 7- percent, so the -FHA
ceiling rate as of today is 7 percent.

The key housing problem that still confronts us in 1971, however,
is the problem of housing cost. I will return to this in a moment.

HOUSING OUTLOOK

The conditions that sparked the housing recovery during the past
half year have by now gained such momentum that the housing
outlook is perhaps the brightest spot on the overall economic horizon.

For the past 5 years, a continuing shortage of mortgage money has
curtailed housing production below the volume needed to keep pace
with household formation and loss of dwellings by fire, demolition,
and other causes.

In 1971, I see no reason to expect any constraint on housing pro-
duction from the availability, of mortgage money. Lenders may not
remain quite so flush with surplus funds as they appear to be at the
present time. But they should be able to meet the demands of all
prospective homebuyers who actually do seek a mortgage.
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A second significant factor in the housing outlook is the further
expansion contemplated in production of subsidized housing. HUD's
fiscal 1972 budget includes a request for $560 million of new contract
authority for production utnder various subsidized housing programs.
This is an increase over the $530 million made available for fiscal
1971, andl it will stretch much further to support production because
of the lower interest rates nowV prevailing.

These funds, along with the operations of the Farmers Home Ad-
ministration should be sufficient to push total subsidized housing
production above 500,000 units, actually it should be around 550,000
units with this reduction in the interest rate in this calendar year and
could be well above 600,000 units for the fiscal year 1972.

That clearly is at tremendous prop under the overall housing
market.

Against this background, I believe that just a continuation of de-
velopments now in the pipeline should bring housing starts to a total
of 1,750,000 units this calendar year, up nearly 20 percenlt from the
1970 total. I also believe, however that if we succeed in effectively
curbing the continuing inflation of housing costs, housing starts cou[dl
reach as high as 2 million units this year.

I recognize that these predictioins are somewhat above the forecasts
of housing starts generally developed by private economists. But as
wvas the case last year, I am really talking about a housing target not a
forecast. And with the President's personal leadership, steps are again
being set in motion to achieve the kind of housing volume that is
desirable.

We are not satisfied With just accepting' the 1.75 million starts
that, now seems to be in the cards, even though such a production
total would be above the volume called for this year to meet the
10-year housing goal.

v\/r. Chairman, in any production situation you do not suddenly
jiovxe from where you are to an average for a 10-year period.

Chairmnan PROXMIRE. I understand. I have some qmestions onl this
specific item, on the basis of goals you set forth.

Secretary ROMNEY. Production toward the upper end of my range-
that is, soT.ewhere near 2 million housing starts this year-will be
necessary if the overmall econoniv is to meet the GNP target of $1,065
billion called for in the annual report of the Council of Economic
Advisers.

I1OUSING COsTs

The key to achieving the high level of housing pioductian that wee
believe is desirable is to gain effective control ov.r construlction costs.
As I noted earlier, this continues to be the major housing problem.

The average new home built in 1965 with FIHA financin- carrier
payments for the mortgage, insurance, real estate taxes, utilities, and
mailnteiialice of about $148 per monuth. A house of that same size on1
the same size of lot built and financed in 1970 wxould have carried
paymients of more than $270. per month.

Trhis is an 84-perceiit increase in the effective cost of housing in
5 years, over a period when mediani family income was rising by only
46 percent.

This sharp divergence between costs and incomes clearly has priced
more and more families out of the housing market. Its continuation
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assures either a failure in our efforts to meet the Nation's housing
goal or an increasing federalization of housing in order to keep pro-
d(uction as high as wvil be needed.

I believe both those alternatives are unacceptable. WA'e must meet
the housing goal without increased federalization of housing produc-
tion, and to do so wve must break down the many barriers that nowv
severely restrict competition in the housing sector and thereby drive
the cost beyond many consumers' reach.

MONEY

The recent reductions in the FHA- VA interest rate ceilings have
already brought some relief on the cost side. In the example I used a
minute ago, financing the house at today's 7 p~eree-it intere.st rate
instead of those prevailing during most of last year would save a
family $24 a month. The cost of money is clearly the largest single
factor affecting the cost of housing, and the recent reductions in
interest rates certainly will benefit homebuyers and housing-prodLuI-
tion.

LAND

Money, however, is not the only cost affecting housilg. Ill 1965, tie
average FHA-insuredre nexv home \\as built on a site of about 10,700
square feet valued at a little more tlhan $3,400.

Last year, the average FHA-insuLred home site cost nearly, $5,000,
up 44 percent from 5 years earlier . But more significantly, in order to
hold land costs down, the size of the average site wvas cut by nearly 20
percent to only 8,850 square feet. The cost per square foot of land
was up nearly 80 percent, again over a l)eriodl when median family
incomes were rising by only 46 percent.

I must admit that I (1o not vet have a fully worked out proposal
to gain control over skyrocketing land costs. The orderly community
development envisioned in our ne\w comm1unities program, in tlhe
Urban Growth and Newv Coinmu nity Developmient legislation enacted
last year, and in the President's environmental message submitted
this year should all be of some help. Blt we need to go much farther
into revisions of the basic structure of the local property tax system
and probably into revi-sions of the treatment of capital gains resulting
from ]tland Speculation.

MATERIALS

Costs of construction materials, on balance, have not been so much
of a problem. The index of overall construction materials cost is up
only bout 18 percent in the past 5 years. Selected problems in such
materials as lumber and asphalt are beginning to appear, however,
anlld the administration is examining them to see \vhat can and should
be done.

LABOR COSTS

Finally, let me turn for a moment to the extremely serious problem
of constructed labor costs.

As this committee well know\s, average hourly earnings of construc-
tion workers have increased by 41 percent during the past 5 years,
compared with only 29 percent for manufacturing workers and 31
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percent on the average for all workers in the private nonfarm sectors
of the economy. Last year, new wage contracts negotiated by the
construction trade unions provided an average first-year increase in
wages and fringe benefits of 1912 percent and an average increase over
the life of the contract of 15.3 percent. These are more than twice as
large as the increases negotiated by union workers in manufacturing.

Mr. Chairman, 1971 already has in store deferred wage increases
from existing contracts averaging 13.3 percent for nearly 1.1 million
construction workers. That is nearlv a third of the construction work-
force.

In addition, there is every indication that unless strong action is
taken, many new contracts will try to beat the gains won last year.
If that happens, the cost of a typical new home will have to go up by
more than $2,500 over the next 3 years just to cover the added labor
costs.

That alone would wipe out the effects on monthly payments re-
sulting from the reduction in the FHA interest ceiling from 8Y2 to 7fi
percent, and most of it down to 7 percent.

It was against this background that the President called the Con-
struction Industry Collective Bargaining Commission into a session
with him last January 18 and asked for recommendations within 30
davs to deal with the construction cost situation. Just how effective
those recommendations will be remains to be seen.

Well, this is the 30th day and we don't have any recommendations,
so to this point it is not very effective. I think it is no secret that trade
unions believe they have enough support in Congress to get by without
seriously altering their current dominating position at the collective
bargaining table.

I also believe, however, that the American people are fed up with
paying the ever-rising costs of housing! resulting from exorbitant
construction wage settlements, and that it is time that these objections
are reflected in effective actions to bring construction wages under
control.

There is, of course, both a short-run and a long-run aspect to the
construction wage problem. The short-run problem is to reach some
kind of agreement that will affect the settlements coming up for
negotiation in the next several months. That is what the Collective
Bargaining Commission is focusing on presently.

The long-run, and in many ways more difficult, problem is to restore
a better balance between labor and management at the construction
industry bargaining table. I say it is more difficult because it probably
requires legislation. A number of suggestions have been made in this
area and I would like to lay a few of them on the table for this com-
mittee's specific consideration.

Mlany people agree that we need some basis to overcome the trade
unions' present exclusive control over the hiring halls. That really is
control over entry and placement of workers. To be sure, contractors
can pick up workers axvay from the hiring hall. But they do so in full
awareness that if such workers are not acceptable to the union, trouble
may well develop on the project, with resultant delays, increased costs,
and squeezed profits. This is one of the ways that unions have limited
entry of minority workers in the construction trades. I think that is an
abuse of union power.
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Second, the President has already requested study of steps, includ-
ing legislation to provide for consolidated bargaining on an area or
regional basis in the construction industry. This xwill help overcome the
fragmentation that exists in the industry, a fragmentation in which
the local unions have far more strength at the bargaining table than the
many independent contractors.

Third, much emphasis has been placed on the need for a thorough
reexamination of the Davis-Bacon concept of requiring that "pre-
vailing wages" be paid on Federal and federally assisted construction.
Paying what is truly the prevailing wage in the local area for the type
of work being done is clearly appropriate. That is what generally
happens in a competitive market, and one wonders why in today's
world such a practice needs to be ratified by bureaucrats in Washing-
ton. In fact, of course, the wage rates said to be "prevailing" have in
practice, generally, been union scale, thereby forcing even nonunion
contractors to pay those rates if they wish to bid on Federal projects.

The result is that the Government pays higher costs than necessary
for housing. A survey by the Comptroller General found that Davis-
Bacon determiiinations of prevailing wages on seven public housing
projects inflated costs by an average of 18 percent.

In my opinion, restrictions on competition such as the Davis-
Bacon procedures are the surest way to price housing construction
right of the market.

Finally, a strong case has also been made for legislation to overturn
the so-called Philadelphia Door decision by the Supreme Court. Under
this decision, trade unions have been able to prevent introduction of
new products or techniques by arguing that such projects would
threaten jobs provided in their labor agreement with the contractor.
The effect is to keep housing costs high and not allow consumers to
enjoy the benefits of new technology.

HUD's statutes for our research and technology programs contain
language that has helped prevent this kind of restrictive union philos-
ophy in our Operation Breakthrough efforts. I think this is vital to
the success of any effort to promote full development of industrialized
housing.

OPERATION BREAKTHROUGHR

As you know, it was to promote the industrialization of housing
that we launched our Operation Breakthrough program a little more
than a vear and a half ago. That program has already accomplished
much. Site grading and site development.work are now underway on
eight sites across the country, and we are negotiating with 22 housing
system producers to define the specific costs for the 3,000 units that
are to be built. Tests are already being conducted on designs for these
systems, and those tests are being conducted the purpose of establish-
ing performance standards by the National Bureau of Standards and
the Academy of Sciences, to get rid of the building code restraints that
are preventing modern technology and volume production of housing..

More importantly, the program has served as the catalyst for
bringing homebuilding into the 20th century. Some people criticize
the program for not having spawned a completely new technology. It
is too early to know how much will ultimately emerge in this area.
But it is absolutely clear that well-known technology that previously
was being repressed by building codes, labor practices, and other re-
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strictions is now finally breaking through the barriers into effective
use. This is because Breakthrough has sought changes far beyond the
narirow field of technology.

It particularly seeks change in labor requirements for homebuilding.
It is totally impractical, inefficient, and unworkable to operate a fac-
tory under industrialized conditions with 17 or more separate crafts
as are presently involved in on-site construction work. The industry
has recognized this, and so have the unions-at least at the national
level. Thus, recent agreements between Stirling Homes and the car-
penters, between module communities and the laborers and between
American Standard and the plumbers have permitted industrialized
housing factories to be organized in practical and realistic operating
ways. My authority under HUD's research statutes to assure that
there is no restraint to development of new techniques on research
projects, although so far not used explicitly, has clearly been a sig-
nificant factor in achieving these agreements and may well provide a
model for broader coverage if that proves necessary.

There are only two ways I know to effectively stimulate and disci-
pline an economy. One is through some form of absolute authority.
The other is through free and open competition, with the Government
undertaking vigorous competitive enterprise policies to assure that
market power is evenly balanced and that restrictive practices are
eliminated wherever found. Operation Breakthrough is one significant
effort in this area. I urge this committee to begin meaningful examina-
tion of additional steps to restore the kind of market competition that
made this country great economically.

COMMUNITY DEVELOPMENT

Let me turn now briefly to the other principal area of my concerns:
The problems of community development.

This committee has already heard ample and eloquent testimony
from mayors and Governors about the crises being faced by State and
local governments.

The community development this Nation has experienced to date
has fragmented and balkanized our metropolitan areas into so many
political jurisdictions that it is difficult if not impossible to mount an
effective attack on current problems. And meanwhile, the cost of such
an attack has soared way beyond the means of State and local govern-
ment budgets.

In the 1960's the conventional response to these problems was to
set up some new categorical aid program in Washington to funnel
funds back to the local areas. In practice, the areas that got the money
were not necessarily those with the most pressing problems, but those
with the greatest understanding of how to pull the Federal levers.

Moreover, in each community there was a natural tendency to
apply for funds not for the most needed projects but for those most
likely to be accepted by the Washington administrators. I find it
remarkable that this kind of system has not broken down before now.

Fortunately, I think we are ready to replace it with a new system
that can work.

As you know, we recently announced the second phase of a func-
tionaltorganization of our Department. In the first phase carried out
last year, we consolidated all subsidized housing production programs
under one Assistant Secretary. This establishment of a clear line of
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authority was a major factor in our success in doubling subsidized
housing production last year.

In the second phase, we will among other things consolidate all our
housing management under one Assistant Secretary, all community
planning and management programs under another Assistant Secretary
and all our community development programs under a third Assistant
Secretary. The latter will have full responsibility for such current
programs as urban renewal, model cities, water and sewer grants,
rehabilitation loans, neighborhood facilities, open space, and public
facilities loans.

This kind of consolidation and functional responsibility makes
sense even as a move by itself for it enables us to better serve the
overall needs of our applicant communities. But it is even more signifi-
cant as a precursor of the major reorganization that the President
has proposed for our Department and others.

In that reorganization many of our present separate categorical aid
programs to assist in community development will be folded into one
broad special revenue sharing program.

Details of this program are not yet announced. But let me just
point out what is involved.

Under the new approach we will place far greater reliance on mayors
and other local officials to determine what their community's -needs
are and to spend their resources as they see fit to meet those needs.

The Federal participation will be focused more appropriately on
helping provide the resources rather than on second-guessing the
projects undertaken.

Citizens will then truly be able to hold their local officials to account
for actions instead of having the buck passed back and forth among
city hall, the State house, and Washington. And with responsibility
clearly delineated, more efficient and economical action will generally
follow.

Under the new approach, we will also place much greater emphasis
than in the past on developing adequate areawide planning to antici-
pate and allow for community growth, so that actual development can
take Dlace in a much more orderly way than in the past.

Finally, I see the new approach as much fairer to all communities
and hence to the American people than our present system.

Funds will go where needed and used as local people say they should
be used, rather than as they are now to projects with the best grants-
manship capability.

We have a little concrete experience to show what this consolida-
tion of programs can mean to a city.

Between July and December of last year our Chicago regional
office carried out extensive negotiations with Mayor Richard Hatcher
and his associates from the city of Gary, Ind., culminating in an
agreement for funding a broad package of programs to assist Gary
in the coming year. The package-the first of its kind-included
funding for several urban renewal projects, a water and sewer project,
for code enforcement, for a citywide demolition project, for a neigh-
borhood facility, for urban beautification, for the second year of the
model cities program, and for several housing projects, all chosen by
Gary as meeting its priority concerns. In announcing the agreement,
Mayor Hatcher stated: "If this is how President Nixon and Secretary
Romney intend to shape their Republican federalism, then as a
Democratic mayor I support it fully."
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A second example is in the Federal planning grants recently awarded
to the consolidated city of Indianapolis. In this agreement, a total of
$660,000 under several independent Federal programs go to assist
consolidated planning in the whole Indianapolis metropolitan area.
Indianapolis estimates that the consolidation will save half a million
dollars compared with the cost of the program if funded separately
in the traditional way.

I believe these two examples provide a significant clue as to how
Federal assistance programs can be improved through special revenue
sharing.

Now, Mr. Chairman, if we can get costs under control in housing
and move to a truly consolidated community development program
along lines that the President will be proposing, I am confident we
can make greater progress in meeting this Nation's housing and
community needs.

Chairman PROXMIRE. In that last phrase, Secretary Romney, you
have put your finger on what is crucial, and very crucial, not only for
housing but for the economy. A great deal of the performance of this
economy in the next year depends on what happens, as you so well
know, in housing. Everybody is counting on it. The assumptions
are it is going to increase very substantially and that depends on, as
you point out, getting costs down, not only labor costs but financing
costs, and so forth.

Now, the papers in the last couple of days have been filled with
stories about the efforts on the part of the administration to try to
persuade the construction trades and the building industry to get
together to hold down wage demands and wage settlements so they
can hold costs down and so they can, we can, get inflation under
control.

It appears that that hasn't been making much progress. The admin-
istration indicates they may put into effect some kind of a wage-price
freeze or wage-price control, a mandatory control, in the construction
industry.

How could this apply effectively if it is confined strictly to one
industry?

Secretary ROMNEY. Well, it could apply effectively if that course
is decided upon because, after all, the collective bargaining and the
economics within that industry are completely out of line with the
rest of industry in the United States, and just as they are completely
out of line so action with respect to that industry could be useful in
bringing them back into line.

I do not want to indicate by that that taking action just with
respect to the most flagrant instance of excessive costs would neces-
sarily deal with the whole national problem. But at least I think it
would improve the situation as it relates to that industry and indi-
rectly have some influence on the rest of the economy.

Chairman PROXMIRE. On the basis of your experience which is, I
suppose, about as extensive as anybody's in the administration, with
the housing industry itself a very diffuse industry, it is an industry
characterized by small units, can this be effectively enforced, in your
view and, if so, how large an enforcement agency would be required?

Secretary ROMNEY. Well, let me quickly point out that I am not
one who believes that this is the fundamental way todeal with the
problem. As I have indicated in my testimony I do not think it is the
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fundamental way to deal with the problem. At best it is an expedient
if it has to be resorted to. At best it can only be used effectively for a
certain period of time and it won't cure the problem. It just simply
permits an opportunity to take more meaningful action.

But I think what we are confronted with is the fact that the con-
tract settlements in the construction industry over the past 3 years
have been increasing every year.

Chairman PROXMIRE. I think, .as you say, there is enormous
sentiment in favor of this. But what I am asking is whether or not
this can be enforced and how large a group it would take to enforce it,
and would you have in mind the notion that it would be a freeze or
would it be a limit on the size of the settlements?

Secretary ROMNEY. Well, Mr. Chairman, as I think you know
from the papers, there has been no decision with respect to such action
and, as I understand it, the Secretary of Labor is going back down to
Miami tomorrow and will make an effort to persuade the building
trades unions to participate in a meaningful voluntary wage stabil-
ization agreement.

Now, thus far that has not occurred. But before taking action of this
very drastic character there will be an additional effort to bring about
a voluntary agreement.

Now, furthermore, I do not think that there has been any change in
the basic viewpoint, that an action of that character, if it has
to be resorted to, represents any permanent solution to the problem.

Chairman PROXMIRE. I understand that. I am wondering about
the practicality of putting it into effect and, as-I understand it, we
have provided the authorization for the President to put into effect
a price and wage freeze, but I presume it would take some further
action to provide the machinery to enforce it if it is going to be
enforced for any length of time.

Secretary ROMNEY. Obviously that would be the case.
Chairman PROXMIRE. SNow, I would like to ask you about your

statement when you talked about the goals, and you indicated that
you thought you were ahead of the schedule.

I have in front of me-it seems to me this musit be the Rom.ney
report, it is the Second Annual Report on Housing Goals dated
April 2, 1970. It sets goals for the fiscal year instead of goals for the
calendar year but by averaging the goals for the calendar year we
come out with what the fiscal year would be, and it seems to me the
deficit for fiscal 1971, the deficit of houses, is 482,000, the deficit for
fiscal 1972

Secretary ROMNEY. I did not hear that, Senator.
Where are you reading from?
Chairman PROXMIRE. Page 23 of the Second Annual Report on

Housing Goals.
Secretary ROMNEY. I do not happen to have the goals before me

but I have figures here on the national goals. Now my figure for 1971
fiscal year-

Chairman PROXMIRE. You have the fiscal year, that is right.
Secretary ROMNEY. 2,040,000 in fiscal 1971.
Chairman PROXMIRE. For fiscal 1971, 2,040,000, that is correct.
Secretary ROMNEY. That includes mobile homes.
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Chairman PROXMIRE. No, mobile homes are separate, it is listed in a
separate column, shipments of mobile homes are in the fourth column
of that page.

Secretary ROMNEY. The 2,040,000 includes mobiles homes.
Chairman PROXMIRE. Well, mobile homes here are stipulated as

separate.
Mr. DEAIING. Mobile homes were a component of the total.
Chairman PROXMIRE. I see.
Then I stand corrected on that. But once again, we are back to the

whole controversy. You are going to get to the housing goals if you
get mobile homes, and that was the question Senator Sparkman was
asking earlier.

It appears you are including mobile homes in your overall goal
when you are talking about being on target, a little bit ahead of target
you are including mobile homes as part of that, and I understood you
earlier to say mobile homes were not part of it.

Secretary ROMNEY. Well, I did indicate that they should be a part
of the meeting of overall housing goals as far as I was concerned.
There might be some question as to whether you include the absolute
total. But mobile home units have reached the point where they cer-
tainly constitute housing that is considered very satisfactory by a
large number of families.

Chairman PROXMIRE. Well, some of the mobile homes are, as you
pointed out in your response, you do not have standards now in
mobile homes. We all know there are some mobile homes that are
pitifully inadequate,- there are some, of course, that are showplaces.

But whether or not you have a sufficient number that are adequate,
of course, is a serious question.

At any rate, if you leave out mobile homes you are far short of your
goals, if you put them in you are pretty close to on target, so this
seems to be the critical point, and we do not have the assurance that
mobile homes do meet the standards although you have standards for
the trailer parks you do not have standards for the homes themselves.

Secretary ROMNEY. There are standards in our loan requirements.
We are not going to insure loans except in those instances where the
mobile homes justify such insurance.

Chairman PROXMIRE. Congressman Brown:
Representative BROWN. Mr. Secretary, I am impressed with your

testimony. I am impressed with the results that have been achieved
by your Department under your stewardship.

I would like to ask two or three questions, however, with reference
to some things that were not mentioned in your testimony.

First, what about rehabilitation of existing housing, how much is
there, the sort of thing where the individual homeowners adds a room,
puts on a garage, adds a back porch or some other kind of facility to
his property, and is this reflected anyplace in the figures that you have
given us? I do not see it or at least I haven't figured out where it is
reflected, and are there, what are the successes or failures of Federal
programs in this area?

Secretary ROMNEY. Well, No. 1, the number of rehabs, where you
have a real rehabilitation of a housing unit, are not nearly as great as
they ought to be. This is one of the most difficult aspects of the whole
housing situation.
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Representative BROWN. Can we separate the two things here in
our discussion: One rehabilitation method, of course, or expansion of
housing is what the individual homeowner does to his property in
the way of increasing the size of it and its serviceability for housing.

The other one is where we have had housing projects that have been
abandoned but then are being rehabilitated. There are examples of
that here in Washington.

Would you separate that in your comment?
Secretary ROMNEY. Well, of course, rehabilitation can occur with

respect to a unit that has not been abandoned.
Representative BROWN. Indeed.
Secretary ROMNEY. As a matter of fact, many of the units that

ought to be rehabilitated are currently being used but should be
improved to lengthen their life and to keep them from being
abandoned.

Once the unit is abandoned, the risk is that you are going to lose the
unit, so it is much better to catch the unit before abandonment.

But the amount of rehabilitation is not very great despite the fact
that we have been putting a great deal of effort and energy into that
area.

As a matter of fact, I organized within the Department Project
Rehab to see if we couldn't get a certain number of cities to make
rehabilitation a special project and a special effort. Now we have
been able to get a certain number of cities to do that. But the number
of units that are being rehabilitated in cities like Buffalo or in Wash-
ington or some of the others that have become a part of this Project
Rehab is very limited-from 2,000 to 3,000 units at most.

Well, that is a very small number of units in relationship to the
deterioration taking place in the large number of units in those cities.
From an overall standpoint in 1970 the Department was able to bring
about 25,175 rehabilitated units under our subsidized programs.

The Department of Agriculture, through the Farmers Home
Administration, assisted in 11,644. So you had a total of about 37,000
units rehabilitated on a national basis as a result of efforts of the
subsidized programs of the two departments in 1970.

Noew, for 1971, we esbtiiae about 56,000 units. Well, that is not
very many in relationship to the problem.

Representative BROWN. How does it compare with the number of
units going out on an annual basis?

Secretary ROMNEY. Well, the number of units going out of use on
an annual basis is very difficult to ascertain with certainty.

The 1970 census will give us a good indication of how many have
gone out of use over the decade. But I haven't seen any really reliable
annual figures.

We know it runs into several hundred thousand a year as a result
of fire, demolition and so on. So this rehabilitation is just a fraction
of those being abandoned and going out of use.

But, the rehabilitation problem is complicated by many things.
One is the high cost of rehabilitation, because the high cost element
applies to rehabilitation as well as to new starts. A second complica-
tion is local tax structures. Actually, local tax structures are generally
of a character that results in higher assessments of property than land
and this higher assessment of property is a very discouraging thing
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as far as the homeowner is concerned and as far as rehabilitation is
concerned. It is a common experience for a family to rehabilitate a
home only to have the assessment increased wvell beyond the amount
put into the rehabilitation of the home.

So all of these things, this tax situation is an element in this whole
rehabilitation picture.

Representative BROWN. That is one of the questions I Wanted to
ask about property taxes, and I hope to get to that, but let me press
on the other side of the tax question with reference to rehabilitation.

The President has proposed in the maintenance of historic sites and
buildings in his message on the environment that a Federal tax credit
be given in oider to maintain these sites, as I understand that pro-
posal. Now, would it be possible through some kind of a tax break for
those involved in rehabilitation of their homes or of property which
they maintain for rent to offset this present problem of the proper
tax inci ease in some way?

It seems to me it would be a worthy investment for the Fedeial
Government to encourage the rehabilitation, maintenance and im-
piovement of existing units.

Secretary ROMNEY. Well, in the Tax Reform Act passed the year
before last depreciation of the rehabilitation costs over a 5-year period
was pei mitted as an incentive to increase rehabilitation. Consequently,
there has been an effort to provide incentives for rehabilitation. But
this still has not encouraged the amount of rehabilitation that we
really need.

Representative BROWN. Well, I would just like to suggest a pro-
motional effort or some further attention to that problem because I
think there is a possibility here.

I would like to suggest one other thing, if I might, Mr. Secretary.
I would appreciate comments from you, because my time is about up,
but in reference to rural areas in reference to the cost problem you have
outlined that rural areas provide some answers to this question and,
of course, the Interstate Highway problem and the interurban kind of
public transportation systems would be of some help, but in the uiral
area I would think you have the lowest land costs to work on.

From my experience the low interest rates, at least from my ex-
penience the lower interest rates, in rural and local banks, at least in
this recent ci unch were relatively lower than they were in metropolitan
centers in the same general area.

There is less union control of the building effort and there is more
building labor available, people who have some carpentry talents and
building talents that might be utilized.

There are fewer zoning and code restrictions. There are generally
lower taxes, and there may be just as high or perhaps in some cases
higher economic need for employment and the utilization of housing.

I would like to suggest to your Department that increased attention
be given to the encouragement of housing in the rural areas.

Now, in my own district, which is mixed from city limits to metro-
politan limits to relatively small communities, the mobile home
market has moved more rapidly and has been developed with better
benefit in the more rural areas, largely, I think, because of zoning
and code restrictions in the metropolitan type centers. In this whole
area it seems to me that the encouragement of industrial relocation
so that we could obviate the need for transportation, that is another
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public cost that Would be helpful, but is there an answer in this area
that has not been fully explored?

Secretary ROMNEY. Well, there just isn't any question but that
we should encourage the development of housing and other facilities
in the less settled areas of the country and in the growth areas that
are outside the metropolitan areas and this we are doing.

Now we have been working closely with the Department of Agri-
culture so that in our joint efforts we could encourage this to the
maximum. And actually in terms of the grants we have made with
respect to water and sewer and other programs that we have as they
relate to housing and housing developments, a much greater per-
centage of those grants has gone into smaller communities than
into the larger communities. This is for the purpose of encouraging
the very sort of thing you are talking about.

So 1 do not disagree With what you have outlined at all, and we
have a joint effort going on as bctween our two departments to en-
courage that very thing.

Representative BROWN. Perhaps we can pursue it further.
Chairman PROXMIRE. Congressman Reuss.
Representative REUSS. Thank you, Mr. Chairman.
Mr. Secretary, in response to a question by Chairman Proxmire

you testified that the administration, as far as you knew, in the
event that a voluntary wvage-price agreement could not be worked
out with construction labor and industry, was contemplating man-
datory wage-price controls. In your judgment, would it be fair to
impose wage controls on construction workers, without doing any-
thing to stabilize prices generally of the commodities that hard hats,
like anybody else, have to buy-food, clothing and all the rest?

Secretary ROMNEY. Well, number 1, 1 think 1 made it clear that
no decision had been made.

Representative REuss. Right.
Secretary ROMNEY. And No. 2 I think it has been very unfortunate

that the economy has suffered from excessive settlements, much more
excessive settlements, in the construction industry than we have had
in othei areas of the economy. Because these settlements have had
such a harmful influence on the rest of the economy, it seems to me
quite clear that the part of the economy that has been so abnormal
ought to, could very properly, receive action-that action could be
taken to undertake to reduce the degree of abnormality that seems to
be accelerating in that particular part of the economy. I think it will
have a beneficial influence on the economy as a whole if there can be
some sound way ultimately worked out to bring costs in that part of
the economy under control because there isn't any question but when
you get settlements of the magnitude we have gotten in the construc-
tion industry that they act like a magnet. on wages in other parts of
the economy.

Representative REuss. In expressing the view that you do Mr.
Secretary, namely, that it would be fair to apply wage controls just
to construction workers because, as you say, their hourly wages have
gone up proportionately more than any other segment of labor, in
reaching that view have you taken into account the fact that construc-
tion workers work a much shorter year due to climatic and other
conditions than do workers in manufacturing generally?
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For example, I just called the Department of Labor and am told
by them that the average number of hours that construction employees
work annually is 1,400 hours, versus 1,900 hours for the entire economy.
That indicates the construction workers work only around 70 percent
of the number of houis a year that otheis do and, therefore, high though
their hourly pay is, don't you have'to leaven that lump a bit by looking
into the fact that their children eat by the year and want 'o be clothed
by the year?

Secretary ROMNEY. Mr. Congressman, the seasonal effect on the
construction work has been going down. Now this reflection of the
seasonal factor in the wage differential between construction workers
and other workers has been built in going back through the decades.

It is not some new element and, consequently, the spread that used
to exist reflected that.

Now what has been happening is the spread between construction
workers and other workers has been increasing very rapidly-par-
ticulaily in the last 3 years. Three years ago the wage spread between
construction workers and manufacturing workers reflected the season-
ality picture, and the seasonality situa ion is not as bad now because
methods aie being taken to enable construction workers to work
more steadily.

As a matter of fact, having been a construction worker myself in
the Rocky Mountain area and having gone into open buildings to
nail lath and put shingles on the roof and do outdoor and indoor work
in the most inclement weather, I know something of the effect of
weather on construction work, and it has been greatly reduced in re-
cent years. And, furthermore, one of the very alarming things that
think we have to look at is this: With this tremendous need for housing,
with this tremendous need for other things involving construction
workers, we have very high unemployment among construction
workers. This to me indicates that the cost level has reached the point
where they are pricing themselves out of the market. It is a financial
catastrophe today for the average family to have to call a plumber
into the home or an electrician into the home, let's face it. And it is a
common experience to have people who are in the construction in-
dustry employing union workers who are called by friends to get a
little work done to say, "Don't use my workers, they are unionized.
Get Joe over here. I use him to do my work. He will charge you one-
fourth or one-third of what you will have to pay."

It is that sort of thing that is affecting the situation here. And when
you couple that with the Davis-Bacon Act and its application to
Federal construction and subsidized housing construction, it is easy
to see why we have high unemployment when there is a great need for
such workers, an actual shortage in terms of need.

Representative REuss. My time is up, Mr. Chairman. I yield it,
however, with the observation that as the author of the law now on the
books which authorizes the President to impose mandatory wage-
price controls, I was told when it was being fought by the administra-
tion last summer that it would never be used. It is interesting to see
that its use is now at least conceived of by the administration.

Thank you, Mr. Chairman.
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Chairman PROXMIRE. I take great pleasure in calling on our newest
member of the committee, a man who has won the friendship of just
about everybody in the Senate. He is a remarkable fellow, very in-
telligent, diligent, and one of the things all of us like most about Jim
Pearson, he is a vigorous nonpartisan in his attitude. He works with
both Democrats and Republicans. We are very happy to have a man
of his caliber on the committee.

Senator Pearson.
Senator PEARSON. Mr. Chairman, I was so impressed with your

remarks I have forgotten my questions. [Laughter.]
Mr. Secretary, first, I want to associate myself with the concept

developed by Representative Brown in regard to the great oppor-
tunities in rural revitalization. I think it was ironic, perhaps the
scholars understood it but it was ironic, there were the great riots and
burnings in the cities that first dramatized the relationship between
the hard core of the metropolitan areas and the dying rural communi-
ties, the interrelationship caused by the great migration in, first, the
unskilled who thought they were taking the first step up the ladder of
economic achievement only to find that by lack of those skills they
slipped back into the ghettos and on to the -Welfare rolls, and the second
part of that great migration were the bright, young, educated young
people who took away the leadership capabilities in the rural areas.

Now, I applaud your efforts and, of course, understand vour associfl-
tion with the Department of Agriculture. I just want to make the
observation that the Department of Agriculture's Rural Revitaliza-
tion Department or agency over there has been very weak. I don't
know of any imaginative proposals that have come forth from it.

The first proposition are some jobs and, the second, I think, is
some housing, and whatever you can do in that regard will, I think,
be an enormous effort to do something in the field of population
balance.

Let me ask you this: You make four recommendations regarding
labor costs in construction today, exclusive control of hiring, hiring
halls, collective bargaining on an area or regional basis, reexamination
of Davis-Bacon, and reversal of the so-called Philadelphia Door
uecision. Is the Commission that the President appointed and now
working with the parties-in-interest, are they addressing themselves
to these four areas of labor costs or do you know?

Secretary ROMNEY. Well, I am a member of the Commission so I
have knowledge of what the Commission has been giving consideration
to. There has been a good deal of consideration of the question of
regional bargaining and improving the bargaining structure.

As far as the other subjects are concerned, I would have to say that
obviously they have been discussed but there is a very strong difference
of viewpoint as between employer and union members of the Commis-
sion.

Senator PEARSON. Have these proposals been reduced to any sort of
a legislative draft or proposals that we might have

Secretary ROMNEY. Yes.
Senator PEARSON (continuing). With reference to Davis-Bacon and

the exclusive control over hiring halls?
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Secretary ROMNEY. In the case of the Davis-Bacon Act and the
Philadelphia Door case there is legislation that has been introduced in
Congress that is pertinent and will be pretty effective. -

As far as the hiring ball part, I don't know if fully perfected legisla-
tion has been developed in that area.

Senator PEARSON. I thank the chairman.
Chairman PROXMIRE. Congress Moorhead.
Representative MOORHEAD. Thank you, Mr. Chairman.
Mr. Secretary, in your testimony you ask about the production of

470,000 subsidized housing units, and then later you predict for the
future a rate up to 500,000 and 600,000. Are those figures, limited to
new production or does it include rehabilitation, does it include existing
housing under section 205?

Secretary ROMNEY. It includes subsidized rehabilitation of the
magnitude that I indicated-last year, 25,000 units from our Depart-
ment, and about 11,000 from the Department of Agriculture.

Representative MOORHEAD. Does it include existing housing that is
subsidized but not rehabilitated?

Secretary ROMNEY. No, it does not.
It includes new starts and subsidized rehabilitated units.
Representative MOORHEAD. I wonder, Mr. Secretary, if you could

provide for the record a breakdown by program, not only for the
present 470,000, but also in your projections-which programs are
going to increase more than. others?

Secretary ROMNEY. I will be very happy to. We have it here basi-
cally through 1971. I don't have the projection here but we can give
you that projection for 1972.

Representative MOORHEAD. I think it would be helpful for the
record.

Secretary ROMNEY. Yes, Mr. Congressman. It will be in the goals
report which the President will be submitting shortly. He has to sub-
mit a new goals report every year. But we will be glad to submit it for
the record.

(The following information was subsequently supplied for the
record:)



TABLE 1.-HOUSING GOALS AND PRODUCTION

[In thousands of units]

Subsidized units Unsubsidized units
production Total Starts Rehabs. Total Starts Mobile homes Total starts

Fiscal years:
1969:

Goal - 2, 001.0 198. 0 155. 0 43.0 1,803. 0 1, 440. 0 363. 0 1, 595. 0Actual -1,997.2 191. 6 163.6 28.0 1, 805. 6 1 436. 9 368. 7 1,600. 51970:
Goal - . 1, 850. 0 310. 0 260. 0 50. 0 1, 540. 0 t; 090. 0 450. 0 1, 350. 0Actual - 1,791.9 334.8 302.6 32.2 1,457.1 1,056.0 401.1 1, 358.61971:
Goalo -e a 2, 040. 0 505. 0 445. 0 60. 0 1, 535. 0 1,060. 0 475.0 1,505. 0Low estimate -2, 070.0 530. 0 480. 0 50. 0 1, 540.0 1, 120. 0 420. 1, 600g 0High estimate -- 2,120.0 ---- 1, 590.0 1, 170.0 -- , 0.1972:
Goal ------------- 2, 330. 0 650. 0 525. 0 75. 0 1, 680. 0 1, 230. 0 450. 0 1, 605.0Low estimate -- 2,295.0 695. 620.0 75.0 1, 600.0 1,10.0 420. , 800. 0

4-year tatal:
Goal--------------------------- 8,221. 0 1, 663. 0 1, 435. 0 228. 0 6,558. 0 4, 820. 0 1, 738. 0 6, 255. 0Ligh estimate-.. ------- ---------- 8, 154. 1 1,751. 4 1, 566.2 185. 2 6,402. 7 4, 792. 9 1, 609. 8 6, 359. 1Ca Highyers estiate8, 674. 1----------------------- 6, 922. 7 5, 312.9 -------- 6, 879. 1

Caena yetars:b vrgn gasfroelppn iclyas

197 0:
Implied goallI-------------------------- 1,945. 0 407. 5 352. 5 55. 0 1, 537. 5 1, 075. 0 462. 5 1, 427. 519Preliminary actual------------------------ 1, 981. 9 469. 6 432. 8 36. 8 1, 423. 3 1, 034. 2 398. 1 1, 467. 0
imp lied goalI--------- ----------------- 2, 165.0 577. 5 510. 0 67. 5 1, 607. 5 1, 145. 0 462. 5 1, 655. 0LOw, estimate ---------------- --------- 2, 230. 0 585. 0 575. 0 60. 0 1, 645. 0 1, 225. 0 420. 0 1, 750. 0

1 Obtuined by averaging goals for overlapping fiscal years.



TABLE il.-HOUSING PRODUCTION-FISCAL YEARS

Total production Starts Rehabs.

1969 19701 1971 2 1972 2 1969 1970 ' 1971 2 1972 2 1969 1970 1 1971 a 1972 3

Total subsidized -191, 603 334, 813 532, 330 695, 450 163, 631 302,610 480,660 622, 290 27, 972 32, 203 51, 670 73, 160

HUD -155, 852 283 603 437 100 594, 500 137, 739 261,463 401,700 536,000 18,113 22,140 35,400 58,500

USDA -35, 751 51 210 95 230 100, 950 25, 892 41,147 78,960 86,290 9,859 10,063 16,270 14,660

1 to 4 family-total -48,118 126, 530 263, 800 326, 900 31, 540 107, 069 234, 000 288, 400 16, 578 19,461 29, 800 38, 500

HUD -15, 047 78,578 173,800 230,900 7,980 68,984 160,000 206,800 7,067 9,594 13,800 24,100

Sec.235 ------------- 7,980 69, 393 164,000 221, 100 7,980 68,984 160,000 206,800 409 4,000 14,300
Secs. 115/312- 5,751 7,712 9,800 9,800 - - - - -5,751 7,712 9,800 9,800
Sec.221(h) -- 1,316 1,473 (a) (3) ----- 1,316 1,473 (3) (3)

USDA -33,071 47,952 90,000 96,000 23,560 38,085 74,000 81,600 9,511 9,867 16,000 14,400

Multifamily-total -------------- 143,485 208,283 268,530 368,550 132,091 195,541 246,660 333,890 11,934 12,742 21,870 34,660

HUD ------------------- 140,805 205,025 263,300 363,600 129,759 192,479 241,700 329,200 11,046 12,546 21,600 34,400 CO

Public housing -69, 514 96, 616 100, 000 95, 000 63, 589 89, 524 94, 000. 90, 000 5,925 7,092 6,000 5,000,

Conventional -35, 659 29,303 33, 000 20, 000 35, 659 29, 303 33, 000 20, 000 -

Turnkey-leased -33, 855 67, 313 67, 000 75, 000 27,930 60,221 61, 000 70,000 5,925 7,092 6, 000 - 5. 00

Sec. 236 -997 51, 392 124, 300 235,100 925 49,124 111,900 211, 600 72 2,268 12,400 23,500

Rent supplement -- --------------- 16,637 22, 520 20, 400 31,000 16,637 22,520 19,300 25, 300 - - -1,100 5,700

State-assisted projects -3,105 1,799 (4) (4) 3,105 1,799 (4) () --
Sec. 221(d)(3) BMIR -43,587 26,864 17,400 2,500 38,538 23,678 15, 300 2,300 5,049 3,1i86- 2,- ---- 200

Sec. 202 -6,965 5,834 1,200 -- 6,965 5,834 1,200 -

USDA - 2,680 3,258 5,230 4,950 2,332 3,062 4,960 4,690 348 196 270 260

1,436900 1056, 120 00 1: '10 2 ( 3 0 10600 1,120,000 1,180,000 --- ----------------
Unsubsidized starts-1,436,900 1,056,000 1----,120 0 1180 0 88 1 0 1,056,0000 1 ,70, 1,650,00011,10,00 1750080 1,3690

1, 600, 000 1,10, 000 s ~oo 1600,000 1,800,000 --------------------
Total starts - ------ ---------- 1,600,500 1358,60 1,650,000 2 ,20,000 1,600, 500 1,358,600 1,{650,000 2,275,000

Mobile humus-368, 690 401, 030 420, 000 420, 000

Total production- 1,997,200 1,791,900 2120,000 2,2765,000 ---

I Preliminary. ' Included in 236.

2 Estimated. Note: Details do not necessarily add to totals because of rounding.
aIncluded in 221(d)(3) BMIR.



TABLE 111.-HOUSING PRODUCTION-CALENDAR YEARS

Tatal production Starts Rehabs.
1968 1969 1970' 1971 2 1968 1969 1970 1 1971 2 1968 1969 1970 1971 2

Total subsidized -191, 774 229, 344 469, 648 584, 890 163,697 200,969 432, 829 523, 775 28, 077 28, 375 36,819 61,115
HUD -------------------- 155, 544 185, 863 400,825 486, 800 138, 528 167, 449 375, 605 .440,950 17, 016 18, 414 25, 175 45, 850USDA-36,230 43,481 68,823 98,090 25, 169 33,520 57, 179 82,825 11,061 9,961 11,644 15,265

1 to 4 family, total -38 365 77 498 193,818 304,000 23,522 58,950 170,361 271,150 14,843 18,548 23,457 32,850
HUD -4,806 36,986 128,170 211,000 637 28,127 116,200 193,150 4,169 8,859 11,970 17, 850

Soc. 235 ---------------- 637 28, 182 117, 340 202, 300 637 28, 127 116, 200 193, 150------- 55 1,140 9,150
Secs. 115/312 -- 3,425 6,907 10,338 8,700 - - - - - 3,425 6,907 10,338 8,700Sec. 221() --------------- 744 1, 897 492 () -------------------------- 744 1, 897 492 (0)

USDA -33, 559 40, 512 65, 648 93, 000 22, 885 30, 823 54,161 78, 000 10,674 9,689 11,487 15, 000
Multifamily, total -153, 409 151,846 275, 830 280, 890 140,175 142, 019 262, 468 252, 625 13, 234 9,827 13, 362 28, 265

HUD -150,738 148,877 272,655 275,800 137,891 139,322 259,450 247,800 12,847 9,555 13,205 28,000 CIO
Public housing - 75,438 72,407 106,007 96,600 68,193 67,061 99,184 91,100 7,245 5,346 6,823 5,500

Conventional ------------ 42, 240 27, 598 32, 331 26, 500 42, 240 27, 598 32, 331 26, 500------------------Turnkey, leased - 333, 198 44,809 73, 676 70, 100 25,953 39,463 66,853 64, 600 7,245 5,346 6,823 5,500

Sec.236----------------- - 10, 515 109,769 142,500 - -- 10,168 104,820 124, 550- - 347 4,949 17,950Rent supplemeot-16,901 18,350 24,467 25,300 16,901 18,350 24,467 21,900 -- -- - - 4006593------------136'---State assisted projects---------- 796 2,881 11,126 796 2,881 11, 126 i(4 --- iB
Sec. 202-(X)B ---------- 51, 005 37, 301 18,42 10 ,6 5 0 33,439 16, 987 9, 45., 562 382 143 11U SDA------------------ 6,598 7,423 2,866 '800 6,598 7,423 2,866 800 --------------------USDA---------------------------- 2,671 2,069 3,175 5,090 2,284 2,697 3,018 4,827 387 272 157 265

Unsubsidized starts -1,381,800 1,298,600 1,032,600 1 225 g000 1 2 38,-80-1,298,600 1,-02,-00---------ggg---1:475:000 1,381,800 1,298,600 1, 032, 600 1, 225, 0000 --------------------
Total starts-1, 545, 500 1, 499, 600 1, 465, 400 1 750 00g' g }0 115545,,500 1, 499,1600 11465,400 ,4275,000 -_ ---Tota strts---------------------2'----o1,40800 1,545,50046,40 1,499,6000 ---1,465,400-----1,750,000.----Mobile homes - ------- 317,950 412,690 398,100 420,'000 '-'-'-'°°°----------------------------------------
Total production -1,891,-500 1,-940, 700 1 900, 300 { 2 23g ----------------------------------------------------------------------------------------

I Preliminary. 4 Included in 236.
2 Estimated.
0 Included in 221(dX3) BMIR. Note: Details do nost necessarily add to tstals because of rounding.
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Representative MOORHEAD. Mr. Secietaiy, you mentioned various
restrictions on housing, in your statement you mentioned building
codes as an inhibition against expanded construction. Does the De-
partment have any pioposals toward rectifying that situation, because
I see none in your testimony?

Secretary ROMNEY. Yes. As a matter of fact one of the major pum-
poses of Operation Breakthrough is to come up with performance
standards fol housing. Performance standards are being developed by
the Bureau of Standards and National Academy of Sciences, and these
performance standards can be relied on by the code organizations, by
State governments and local governments in establishing building
codes. Thus instead of varying code requirements based on the size
of a piece of lumber or the type of pipe used or other more specific
standards of that type, there can be performance standards that will
open up the housing industry to the use of a greater variety of ma-
terials and also permit housing units to be built and shipped more
widely.

Now, that is one of the most important things we are doing. We
have also been working with State and local units of government to
get them to overcome these restrictive building codes. Since we started
this effort nine States have adopted laws that provide for statewide
inspection of factorybuilt houses. This means that once the unit is
inspected in the factory then it can be used throughout that State
without regard to local building requirements. That is one means of
overcoming the building code restriction as it relates to the indus-
trialized housing unit.

We would like to see that widened. We are hopeful more States will
adopt it, and we ale hopeful that interstate agreements will be reached
so that we can have the type of free flow in interstate commerce that
we think we ought to have of the latest technology, latest materials in
housing production.

Repiesentative MOORHEAD. I quite agree with you, Mr. Secretary.
I think that one of the problems is to have a mass market for housing
that we don't have now in large part because of local building codes.

Secretary ROMNEY. That's right.
Representative MOORHEAD. Is there any program of either forcing

or some real bait that can be used to encourage this project which, I
gather now, is just encouragement and pleading with the localities
and the States, is there anything that you can do?

Secretary ROMNEY. We are working with them to bring this about.
Fortunately there seems to be an increasing State awareness of the
need for improvement. Most States now have someone designated as
a breakthrough representative to work with us and one of the areas is in
this area of eliminating these code restrictions. Whether it is going to
be possible to open up the housing market adequately on the basis of
State action or whether it is going to take Federal action I think re-
mains to be seen. In any event, we are still placing our hopes at this
point on adequate State action.

There is legislation pending again in Congress that would open up
interstate commerce as it relates to housing. I personally see no reason
why there shouldn't be a free flow in interstate commerce of those
things that will benefit people in meeting their housing needs.

Representative MOORHEAD. Thank you, Mr. Secretary.
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MTVention has been made of the possibility of a freeze or a limit on
wage increases in the construction industry.

Would this action of the administration be taken under the pro-
visions of the law passed by Congress last year or based on other
legislation?

Secretary ROMNEY. If it is taken, as far as I know, that is the only
authorization that would permit it to be taken.

Representative MOORHEAD. Is it your understanding of the con-
struction of that law that you could select out one industry and only
the wages, and impose a selected freeze on that one industry?

Secretary ROMNEY. It is not my understanding of it-well, let me
answer the question in two parts. No. 1, as far as I know, and I don't
consider myself a legal expert, so my opinion is not worth very much
as a layman, but from what I have been told and so on-

Representative MOORHEAD. You are the Secretary and we were
lawschool classmates.

Secretary ROMNEY. As far as I know, you gave the President
pretty much of a blank check and you didn't restrict how it should be
applied. So he could be quite selective, so far as I understand it.

Now, as far as I know, there has been no consideration given to
just freezing wages.

Representative MOORHEAD. The consideration-just to finish this
thought, Mr. Chairman-then is if you freeze or limit construction
wage increases that you would also impose some form of price and
profit control on the houses built, is that true?

Secretary ROMNEY. Well, again there has been no decision in this
area. Let me say his, that I am confident that if it were decided to
take any action it would certainly include salaries and other forms
of compensation in addition to wages.

Representative MOORHEAD. And prices?
Secretary ROMNEY. I think you have to deal with both aspects of

the problem.
Representative MOORHEAD. Thank you, Mr. Chairman.
Chairman PROXMIRE. Senator Javits.
Senator JAVITS. Mr. Secretary, I regret very much that I was not

here during your testimony but I had other vital committee respon-
sibilities. I have gone through it and it seems to be the usual Romney
job of very thorough coverage of our situation and very frank-
speaking.

I would like to ask within the 10 minutes, I gather-
Chairman PROXMIRE. Five minutes.
Senator JAVITS. Five minutes, just a few questions of you.
I notice that you have spoken about housing starts in terms of

2 million and subsidized housing in terms of an increase in budgetary
requests from $530 to $560 million. Would you in each case tell us
whether you consider those to be optimum figures or satisfactory
figures and if not, what you would consider satisfactory?

Secretary ROMNEY. Well, Senator, let me answer it this way: I
don't always get what I ask for. But, on the other hand, let me add
this to that response, I am personally becoming concerned at the
extent to which we are trying to solve the housing problem by sub-
sidization and by financial methods. We have been trying to do that
since 1937. It hasn't worked.

59-591-71-pt. 1-10
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As a matter of fact, as Senator Proxmire pointed out, we are not
achieving the volumes of housing output that we need.

Now, the problem, the basic problem, really, isn't the amount of
subsidization. We are going to get the volume that you are talking
about for low- and moderate-income families through subsidization.

There are a lot of other problems other than getting the units too
because it is perfectly clear we have not done an adequate job in
providing the funds or the organization to counsel these poor families
who are going into home ownership for the first time. There are a lot of
other problems we experience but that part of the problem is going to
be dealt with.

The part we are not dealing with and the part that is absolutely
fundamental is this part that is affected by these costs that are com-
pletely out of hand.

1 just want to say this additional thing to this committee. It is not a
factor that just affects housing. It affects the whole economy. The hard
facts are, as I have pointed out, basic industries are moving out of this
country, basic industries are no longer expanding in America, and one
of the basic reasons is because the construction costs are too high.

I have been associated with three industries in my lifetime, the
aluminum industry, the automobile industry, and the appliance
industry. You can produce all three of those products outside of the
United States today much cheaper than you can produce them inside
of the United States, and I have had major producers in every one of
those areas tell me in recent weeks they will no longer increase their
capacity in the United States. It will be increased outside of the
United States.

Now the hard facts are that what 1 am faced with in housing in
trying to get housing volume to meet the needs of the American
people is affecting the whole economy of this country. We have got
to step up to this fact that costs are out of control. And they are
out of control basically because we have not modernized our labor
laws or our antitrust laws, either one, and you have got to deal with
both of them, in my opinion.

Senator JAVITS. MNr. Secretary, do you feel
Secretary ROMNEY. This affects housing as well as the others, so,

Senator, I can't just leave it with the subsidization. Forgive me.
Senator JAVITS. That is all right. But you still have not answered

my question. I gather the implication is that the overall number is
inadequate, 2 million, and the overall subsidization is inadequate,
$560 million, but that you- are doing the best you can especially as
costs are cutting down the numbers.

Secretary ROMNEY. Actually, Senator, those figures that you have
there from the unit standpoint are less than they will be because as a
result of the reduction in the interest rate we will be getting 550,000
subsidized units in this calendar year and better than 600,000 units
in the next fiscal year: That exceeds the housing goal so far as sub-
sidized housing is concerned. So again I can't get too concerned about
that area unless we are going to continue to increase the scope of the
subsidy in order to compensate for our failure to deal with the more
fundamental problems that effect the housing industry.

Senator JAVITS. Let's get to the labor costs which I would like to
ask you about. Isn't the key to the labor costs the fact that the con-
struction trades have established such a standard to which naturally,
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because they are all political just like we are, other unions try to re-
pair, that it has distorted the whole American labor cost structure?

Isn't that directly to be laid at the door of the construction industry?
Secretary ROMNEY. Well, there ins't any question but that these

exorbitant increases in the construction industry have had a distorting
influence on the whole economy. They particularly distorted the posi-
tion of the construction industry because, as the cost of housing
has gone up faster than the cost of other products or as the wages
of construction workers having gone up 2% times as fast as the wages
of people in manufacturing plants, why obviously the people in manu-
facturing plants have been less able to buy housing or do other things.

Senator JAVITS. Well, now, workers in those industries say that,
in answer to that argument, that they are not on an annual wage
basis, and because of the layoffs due to weather and the sporadic
nature of construction they really don't do any better than other
workers of similar skill in other industries. Is that true, in your
judgment?

Secretary ROMNEY. Well, there is a seasonal factor in construction
that certainly should be taken into consideration in establishing the
wage rates. But this is not a new factor. This has been in the picture
for years, and it has been reflected in the wage differentials for years.
And, as a matter of fact, the seasonal factor is less of a factor today
than it used to be because there are modern methods of protecting
against the seasonal factor in construction work. But the differential
as between the construction worker and the other workers has been
increasing at an alarming speed so that the seasonal factor, in my
opinion, is not one that justifies what we have experienced here each
year.

Senator JAVITS. Mr. Secretary, one last question, if 1 still have
time for it, under these circumstances if this represents an impact
upon the total economy, don't you think-if you can't answer, say
you can't answer-that here is a case which requires direct Presidential
intervention by the use of a law which he has on the books? Now, it
may be you couldn't justify such use in a discriminatory way for one
industrv. hut in tlhe. faice of vonr conviction; which T think is iustifipd
that this has its-this is distorting the total economy, isn't this a
case where instead of trying to control the whole economy, which
obviously he may not have to do, he ought to seek to control this
branch of the economy either with the law he has or by asking for
special law?

Secretary ROMNEY. Well, a month ago today he convened a meeting
of the construction industry, including the members of the Collective
Bargaining Commission in the construction industry, and directed the
Commission to come back within a month with a recommendation for
a wage stabilization program for the construction industry. That time
expires today. The President has decided to make one last effort by
asking the Secretary of Labor to make another appeal to the building
trades unions to enter into a voluntary agreement for wage stabiliza-
tion.

Now what he will do beyond that remains to be determined. But in
any event it is clear that the President does recognize that there is
need for special action with respect to the construction industry be-
cause of this abnormal wage and cost situation, and it applies more
broadly than to just wages.
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Senator JAVITS. My time is up, Mr. Chairman. Thank you.
Chairman PROXMIRE. Senator Bentsen.
Senator BENTSEN. Thank you, Mr, Chairman.
Mr. Secretary, in talking about some of the determinations of

Davis-Bacon, you call for review of the act. Isn't this within the
authority of the Labor Department itself, and isn't it a situation where
determinations are made by the Labor Department on what is a
prevailing wage?

Secretary ROMNEY. There is some responsibility there and some
opportunity to deal with it and there has been some fruit. As a matter
of fact, since we took office we have persuaded the Department of
Labor to make use of wage data that FHA develops as a menas of
getting more accurate information with respect to the prevailing wage
in housing construction. But you still have the fact that the basic im-
pact is the impact of the union wage scale on the construction industry
in a given area.

Senator BENTSEN. Well, the union wage scale, along with the
nonunion, has to be considered in arriving at a prevailing wage; so it
would seem to me, within the authority of the law as it is now, that the
authority is there for the Labor Department to find xvhat is the true
prevailing wage.

Secretary ROMNEY. Well, there is a 30-percent rule in the admin-
istration of the act. The determination of prevailing wage for 30
percent of the people in the area permits the establishment of the
overall prevailing wage, and this permits the use of the union wage
level as a means of establishing the prevailing wage.

Now the hard facts are the way the act has been administered has
been in the manner 1 have indicated.

Senator BENTSEN. So, again, we are getting to administration
primarily, it appears to me.

Secretary ROMNEY. No, Senator, I think the basic concept is
wrong. After all

Senator BENTSEN. The foundation of the prevailing wage?
Secretary ROMNEY (continuing). You have been a businessman

and you know the competitive marketplace is a good place to establish
the prevailing level. This is a substitution of an arbitrary determination
for the operation of the market. And there are only two ways to dis-
cipline the situation. One is through arbitrary decisionmaking, the
type involved in this, or the competitive approach.

Senator BENTSEN. So, you argue against the concept of accepting
what is the prevailing wage on Federal projects or federally assisted
ones?

Secretary ROMNEY. Sure. As a matter of fact, this was adopted back
during the depression when you had an abnormal situation as far as
labor was concerned, because at that point there was obviously a
surplus of labor. Consequently, the competitive impact of a'surplus of
labor was very depressing on the wage situation. I don't have any
question about the action having been justified at that time. But now
we have the opposite situation where there is actually a shortage of
construction workers in terms of need, in terms of what we ought to be!
building in this country. Consequently, the purpose of the act is gone.

Senator BENTSEN. Let me ask you about another one, then. You
speak of going back to the mayors and to the local officials to get their
advice and counsel as to the best utilization of resources in the area.
I think of projects under 221, housing on rental subsidy, and in that
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instance, as I recall, the Congress put in a limitation that you had to
counsel with the local officials as to placements. Under 235 and 236,
where you have interest subsidy for single houses-but for multiple
houses you do not-yet you have the authority to do this under the
act. I can understand limitations might have to be placed for civil
rights protection, but would this be the type of thing where you would
go back to the local officials and you would anticipate a change in the
approach of your Department?

Secretary ROMNEY. No, sir. As far as the housing programs are
concerned, there is no change of the type you describe. The President
is not proposing under his revenue-sharing proposals, either the
general or the special revenue-sharing proposals, to make any changes
in the housing program.

Now, we have as a Department recommended to the Congress a
consolidation, a simplification of the programs. But that does not
affect this question of the relationship between the Federal, State, and
local officials with respect to housing.

Now, Senator, there is one of the housing subsidy programs that
we have where such consultation is called for by statute and that is
the rent supplement.

Senator BENTSEN. That is 221 as required under the appropriations.
Secretary ROMNEY. I don't know what it is. It is in an appropria-

tion but I don't know whether it is 221. There are 50 of these, as a
matter of fact, of housing subsidy programs, and I would like to get
them reduced and simplified.

Senator BENTSEN. Can you tell me the justification why in the one
instance you would have to go to the local officials and in the other
you would not?

Secretary ROMNEY. No, I can't see any justification for doing one
and not the other.

As a matter of fact, Senator, what I really think we ought to have
in the housing picture is a requirement that in the metropolitan
areas there be an areawide program to meet the housing needs rather
than this present situation where you have to deal with it on the
basis of every little general purpose government that exists in the
metropolitan area. This is one thing I would very much like to see.

Senator BENTSEN. Thank you, Mr. Secretary. Thank you, Mr.
Chairman.

Chairman PROXMIRE. Senator Sparkman.
Senator SPARKMAN. Mr. Secretary, although I got in a good part

of your testimony, I missed part of it, but I shall read it later.
I want to ask you a few things with reference to the budget request

for this year, that is for fiscal 1972. I am looking at a table that comes
out of it, a "Review of the President's 1972 Budget in the Light of
Urban Needs and National Priorities by the United States League
of Mayors and the National League of Cities," and I note that in the
community development area the appropriation for fiscal 1971 for
all of those items, urban renewals, model cities, water and sewer
grants, rehabilitation loans, community development grants, there is
a total of $2,160 million.

I note the budget request, according to this, for fiscal 1972 on these
same items comes to exactly, comes to $1,640 million. In other words,
it is $520 million less than the appropriation that was made in fiscal
1971.
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I don't understand this dropoff. I realize there is involved the new
proposed community development grant involved in the proposed
revenue-sharing. But I wonder if you could comment on that?

Secretary ROMNEY. Yes, I am glad you asked the question because,
as you know, and other Members of Congress know, you really have
to take a look at not just appropriations but also program levels that
are authorized and funded and also outlays to see really what the
level of activity is going to be for the coming fiscal year.

Now, the figures you have cited are correct as far as appropriations
are concerned. But if you take the program levels that we will under-
take, as the result of funding and authorization to undertake-this
year, our program level for the overall community development
program is $1,604 million, whereas next year it will be $2,020 million,
in other words $416 million more than in the current fiscal year. So in
terms of the actual program level there will be a 20-percent increase.

If you take outlays, and that is what we are going to actually
make available to the cities, the money that they will get, the outlays
for 1971 will be $1,649 million, for 1972 they will be $2,106 million,
in other words about a $550-million increase over the current fiscal
year.

So in putting the budget together it was obviously recognized that
on the basis of previous actions of Congress both the program level
and the outlay level were such that we wouldn't have to ask for a
greater appropriation level in order to sustain both a program and
payment level well in excess of the current fiscal year.

Senator SPARKMAN. Are you in effect saying that there is actually
no decrease in the activity?

Secretary ROMNEY. That is correct.
Senator SPARKMAN. In community development?
Secretary ROMNEY. That is correct. I am saying the activity will

be up and that the activity will be up between 20 and 25 percent.
In actual payments made in the money that the cities will receive
they will get 25 percent more money in the 1972 fiscal year than they
will get in the 1971 fiscal year.

And, furthermore, Senator, on the basis of the proposals that are
made, the special revenue-sharing proposal that the President has
made, as this is applied if enacted, which I hope it will be inacted, as
of January 1, 1972, it will be possible to make that billion dollars of
money available to the cities much faster through the new special
revenue-sharing program than it would be possible to make it available
through our present categorical assistance programs because the bulk
of that money under the proposals that will be submitted to Congress
will flow automatically and you won't have a 15-month delay between
the availability of the money and the receipt of it by the city. So
obviously there is going to be a much greater increase as a result of
the adoption of the special revenue-sharing program than I projected.

Senator SPARKMAN. I wonder if, in connection with your statement
there, and it is a very interesting statement, you could have prepared
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something spelling out a little more in detail and put that in the record
as a part of your answer?

Secretary ROMNEY. Yes, sir.
(The following information was subsequently supplied for the

record:)
The table below shows program levels, appropriations, and outlays for Com-

munity Development Programs for fiscal years 1970, 1971, and 1972.
Since the date of the Secretary's remarks before the Joint Committee, there has

been a reprogramming of requirements for Model Cities obligations. This resulted
from the further development of policies subsequent to the publication of the 1972
Budget concerning the period of changeover from the categorical grant approach to
special revenue sharing. The table below on Community Development Programs
program levels, therefore, reflects the revised amounts for the Model Cities
program.

COMMUNITY DEVELOPMENT PROGRAMS

[in thousands]

Actual, Estimate, Estimate,
1970 1971 1972

Program Levels:
Urban renewal programs (reservations) -$977, 796 $1, 029, 388 1$800, 000
Rehabilitation loans (approvals) -41, 072 50, 000 1 50, 000
Model cities programs (obligations) -315, 070 523, 600 1 287, 700
Grants for basic water and sewer facilities (reservations) 150, 363 150, 043 1100, 000
Community development grants (proposed legislation) (obligations) - - -1, 000, 000

Subtotal 1, 485, 101 1, 753, 031 2, 237, 700
Open space land programs (reservations) - - 75,147 75,130 200, 000
Grants for neighborhood facilities (approvals) - -39,999 40, 002 40, 000
Public facility loans (approvals) - -39, 959 40, 041 65, 000

Total, county development- 1, 640, 206 1,908,204 2, 542, 700

Appropriations:
Urban renewal programs ------------------------- 1, 000, 000 1, 200, 000 600, 000
Rehabilitation Loan Fund -45, 000 35, 000 40, 000
Model cities programs -575, 000 575, 000 --------------
Grants for basic water and sewer facilities -135, 000 350, 000-
Community development grants (proposed legislation) ------ ------- 1, 000,000

Subtotal - - -1, 755, 000 2,160,000 1, 640, 000
Open space land programs - - -75, 000 75, 000 200, 000
Grants for neighborhood facilities - - -40, 000 40, 000 40, 000
Public facility loans '2 (40,000) (40, 000) (65, 000)

Total --------- 1, 870, 000 2, 275, 000 1, 880, 000

budget outlays:
Urban renewal programs - - - 1, 043,187 1, 082, 000 1, 300, 000
Rehabilitation loans - -- 35. 035 47, 000 36, 000
Model cities programs -8-- -05, 794 380, 000 3 450, 000
Grants for basic water and sewer facilities - - - 109, 011 140, 500 170, 000
Community development grants (proposed legislation) ------- - 3150, 000

Subtotal - - -1, 273, 027 1,649, 500 2,106,000
Open space land programs - - -43,414 72, 000 100, 000
Grants for neighborhood facilities -- - 23,408 33, 000 38, 000
Public facility loans ----- - -40,489 45: 513 36, 494

Total outlays, community development -1,-300,-33 1,800, 013 2, 280, 494

1 Amounts proposed for first 6 months of the fiscal year.
2 Non-add because Public Facility Loans are financed by Treasury borrowings.
3 Subject to upward revision.
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Senator SPARKMAN. My time is up but I would be glad also if you
could explain this, and that is, I am referring particularly to the 235
and 236 programs, there is authorized for 1972, $225 million in each
one of the programs but-no, I believe you are asking for that full
amount.

Secretary ROMNEY. No. In 1971, you have authorized $25 million
more for each of those two programs than we have thus far requested,
and you have authorized $75 million in the case of public housing that
we have not yet requested. Now, I don't know whether we are going
to request those amounts or not. The reason I don't is this: After all
we have more than doubled housing production with almost the same
number of people in our organization that we had when we were at a
much lower level. Obviously we have problems that have arisen as a
result of factors that are new and new programs, social problems as
well as other problems. We don't think it is just a question of getting
the volume of housing but it is also a question of making certain that
these programs are properly administered.

So just what we will do in terms of asking for supplemental funds
remains to be seen. Actually that authorization wasn't available until
December 31, because our appropriation bill wasn't signed.

Senator SPARKMAN. Thank you very much.
Secretary ROMNEY. Let me just add one other thing because I know,

Mr. Chairman, the committee is deeply concerned about meeting
housing needs and meeting it on a sound basis. I think the Congress
ought to begin to take a look at what the impact of the currently
authorized subsidized program is going to be once we get to the point
where we have 6 million subsidized units.

Now, when we get to the point where we have 6 million subsidized
units in 1978 the budget is going to have to carry $6 billion to pay for
that subsidization, $6 billion. It has been a pretty easy thing to get
this built up but we are going to have to pay for the subsidization. I
think it is time the Congress is going to have to ask itself about putting
that money in and whether there will be further money for subsidi-
zation. In other words, how much more are you going to put in for
housing subsidy. I think these are some of the questions we need to
begin to address ourselves to and we are going to have to begin to
outline some of these considerations in our goals reports because I
really think we are at a point where we need to begin to decide whether
we meet this housing need primarily through further subsidization
and federalization of the housing industry or whether we meet it by
confronting this cost situation which is completely out of hand.

I just want to add one other thing, in conclusion. I have been in
the automobile business long enough to see America's superiority
in automobile production disappear in terms of costs. If you want a
good example of what is happening to this economy of ours take a
look at the new cars introduced this year by the "Big Three," by the
two "Big Three" companies. One is the Pinto, built with imported
parts from Germany and England, except for the sheetmetal. The
guts of the car, the engine, the transmission, the differential, the drive-
shaft, axels, the things that cost money in the car, those things are all
imported.

Now, the Vega produced by General Motors with the latest tech-
nology, a much more automated plant than other plants, is also
on the market, and there is a $200 price difference between the Pinto
and the Vega, and the imports are increasing.
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Now I was Governor of a State that saw its economic base eroded
as a result of not facing economic realities. And my concern as an
American is that the Nation is failing to face its economic realities,
and, as a result, the economic base of this Nation is eroding.

We have a steel industry that is dependent upon voluntary quotas
by Japan and Europe. You can produce aluminum a lot cheaper
outside the United States than you can in the United States, and to
build a plant in the United States costs two or three times as much
as what it costs to produce, build it somplace else.

Chairman PROXMiIRE. Well, that was a very interesting statement
and excellent response. Unfortunately, I am sure all us would like
to ask you additional questions, I would like to question you on title
V of the Emergency Home Finance Act.

Secretary ROMNEY. You mean 243?
Chairman PROXMIRE. Also I think I can argue with you on the wage-

cost argument, the myth that wages are going up more rapidly in
other countries than they are here, but that is something we can get
into at a later time.

We want to thank you very, very much, Secretary Romney.
You have done an outstanding job, as you alwvays do.

Secretary ROMNEY. Thank you, sir.
Chairman PROXMIRE. Our witness who has been most patient is

the distinguished Secretary of Commerce and, I might say, Mr.
Romney, we are going to, we would ask you to respond to questions
that we would submit for the record if you would when you correct
your remarks.

Secretary ROMNEY. Yes, sir.
(The following information was subsequently supplied for the

record:)
MARCH 1, 1971.

Hon. GEORGE ROMNEY,
Secretary of Housing and Urban Development,
Washington, D.C.

DEAR MR. SECRETARY: The following question was submitted by one of the
members of the Committee for transmittal to you with the request that you
respond for the official record. The question is as follows:

'During your testimony before this Committee, thou made reference to 'FHA
wage data.' Could you please supply a brief description of this data, including the
method of collection and the extent of coverage?

"Please supply also whatever information you have available on the following
questions:

"What percentage of construction workers are unionized?
"What is the average hourly wage for all construction workers? The average

annual income?
"What is the average hourly union wage? Non-union wage?"

Sincerely,
JOHN R. STARK, Executive Director.

RESPONSE OF HoN. GEORGE ROMNEY TO ABOVE LETTER, DATED MARCH 1, 1971

Question 1. During your testimony before this Committee, you made reference to
"FHA wage data". Could you please supply a brief description of this data, in-
cluding the method of collection and the extent of coverage?

Answer. The "FHA wage data as referred to in the testimony consisted of
surveyed hourly wage rates for residential construction. The rates are obtained
personally by FHA Personnel, from builders and contractors in the area where an
FHA or Public Housing Project is to be built. This information is then forwarded
to the Department of Labor for their use in establishing a prevailing wage deter-
mination typical of residential construction.
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Question 2. Please supply also whatever information you have available on the
following questions:

(a) What percentage of construction workers are unionized?
(b) What is the average hourly wage for all construction workers? The

average annual income?
(c) What is the average hourly union wage? Non-union wage?

Answer. Our Department is not the best source for this type of information
Such information as is readily available to us is as follows. The Department of
Labor may be able to supplement these answers.

Information relating to the degree of unionization among construction workers
is not available for all classes of construction workers. However, with respect to
residential construction workers the publication "Profile of Builder and His
Industry 1970" published by the National Association of Home Builders contains
information resulting from a number of surveys. The latest of these involving
a sampling of over 9,000 builders indicated that 55.9 percent of all single family
home builders are open shop while 39.3 percent of all multifamily builders are
in that category. In some regions of the country open shop runs as high as 91
percent. The lowest is the Pacific Region where only 25.1 percent of all residential
builders are open shop.

As reported in the Department of Labor's publication, "Employment and
Earning's Report" dated February 1971, average hourly earnings of construction
workers in the contract construction industry was $5.22 in 1970. We do not have
data on average annual income.

According to the Department of Labor's News' Release 71-052, the average
hourly union wage as of January 4, 1971 was $6.39 excluding fringe benefits and
$7.23 including fringe benefits. We have no data reporting average hourly non-
union wages.

RESPONSE OF HON. GEORGE ROMNEY TO ADDITIONAL WRITTEN QUESTIONS
POSED BY SENATOR JAVITS ,

Questinn 1. Is it feasible to initiate an annual wage in the construction industry?
That is, the unions would give the housing market a break by not charging as
much for projects in return for some sort of guaranteed annual wage. What are
the possibilities for this type of agreement?
Answer. In my opinion, an annual wage is feasible only where a reasonably high

degree of continuity of employment can be anticipated. I think the possibilities for
success of annual wage plans in the construction industry are very limited because
of the peaks and valleys in employment in that industry. Undoubtedly, the leveling
of the peaks and valleys would be one of the goals of the anuual wage, but I suggest
another approach to that goal. I recommend that we strive for reasonable wage
rates in order to increase employment, and increase housing production. In many
localities, the employment of union labor prevails on general building construction,
while the employment of non-union labor prevails on housing construction. The
enclosed chart shows comparative wage rates in a few of the many localities in
which the Department of Labor found that the wage rates which prevail on housing
construction are lower than those which prevail on general building construction.
Some unions now realize that if they wish to compete in the housing field, they
must include a lower wage rate for residential construction in their bargaining
agreements. The wage rate on the enclosed chart for Bricklayers in the City and
County of Baltimore, Maryland, is an example of such action. Similar action has
been taken by the Carpenters and Electricians in some localities, and we are en-
deavoring to promote such action in additional localities and by additional trades.

Question 2. Could you clarify your position on public housing? Are you planning
to commit the entire amount of your contract authority in public housing under
the 1970 Housing Act?

Answer. The Low Rent Public Housing Program has accelerated rapidly in
the past several years and the President's Budget for fiscal 1972 would continue
the program at approximately the same level. During the ten fiscal years ending
with 1968, public housing program levels averaged less than 35,000 units a year
By contrast, during the four-year period ending with fiscal 1972, more units will
be added to the program than in the previous decade-a total of almost 400,000
units, or about three times the previous annual average. In the current fiscal
year we have budgeted for 90,000 additional units, and for fiscal year 1972 we
have proposed an additional 95,000 Low Rent Public Housing units. These units
together with an additional 100,000 units to be placed under program reservations
in 1972 represent full utilization of the production authority provided by the
Housing and Urban Development Act of 1970.



149

It should also be noted that, during this period of time, there were important
additions to the array of assisted housing programs within the Department. The
Rent Supplement Program was enacted in 1965 and became operational late in
fiscal 1966. The Section 235 Homeownership Assistance and the Section 236
Rental Housing Assistance Programs were enacted in 1968 and became opera-
tional in 1969. The Rent Supplement Program by statute serves the same low
income range as the public housing program, while the programs under Section
235 and 236 are directed by statute to both the low and moderate income areas.
Taken together, these three new programs will provide, in round numbers, for
an additional 355,000 units in fiscal year 1971 and an additional 400,000 units in
fiscal year 1972.

From the standpoint of the Administration and the Department, it is important
to develop a budget program in which the amounts allocated for the production
of housing contribute to a well-balanced housing program consistent with the
attainment of the National Housing Goals. We do have this kind of a program in
the 1971 and 1972 Budgets.

Question S. Would you please provide the following additional information on
Operation Breakthrough:

Question 3.1. The names of the 22 housing producers involved, and a brief
description of the technical design characteristics of each housing proposal;

Answer. Enclosed is a copy of "Operation Breakthrough: A New Approach is
Being Taken in the United States to Improve the Process of Producing and Provid-
ing Housing," a paper delivered by Assistant Secretary Finger before the Economic
Commission for Europe's Committee on Housing, Building and Planning. Attached
to the Assistant Secretary's remarks is a section which includes a graphic
representation and brief description of the technical design characteristics of each
of the 22 housing systems selected for development in the BREAKTHROUGH
program. Also attached is a section which includes a graphic representation and
brief description of the planning concepts employed on each BREAKTHROUGH
prototype site. Although some details of the site plans have changed, the innova-
tive concepts applied in the development of the plans are still evident and are
discussed in these addenda.'

Question 3.2. A short statement of the criteria that were used in awarding the
contracts to the selected producers;

Answer. In response to its Request for Proposals, the Department received 236
Type A proposals for total housing systems. These were evaluated by a 14-member
Proposal Evaluation Board on the basis of 21 evaluation factors stated in the
Request for Proposals. A list of these factors is set forth below.

Briefly, the evaluation of the Type A proposals was structured along four
general areas, each dealth with by a committee: (1) building system; (2) site
system; (3) management; and, (4) business and finance. In addition, an Ad-hoc
Committee on Marketability was appointed to review the top-rated proposals
and advise the Board on this aspect of the total housing systems.

RFP EVALUATION CRITERIA

A. Building System Concept
1. Ability of the system and its designs to provide a marketable quality environ-

ment within the unit and among units.
2. Flexibility of the system design, insofar as it permits application to varying

types of housing and to varying site considerations.
3. Flexibility of the system design, insofar as it provides the ability to adjust

or modify unit sizes and arrangements, either during project design or after
construction.

4. Projected costs of "housing in place" in full production, with particular
reference to housing for low- and moderate-income families.

5. Potential rate of housing production in full-scale effort.
6. Efficiency in the use of materials and labor, with respect to cost in place,

the conservation of scarce materials, and the effective use of a spectrum of labor
skills, including unskilled or semiskilled local labor. Potential for "self-help"
application.

7. Cost and time projections for prototype production.
8. Selection of materials for durability and ease of maintenance.
9. Degree of completeness of system design, evaluation and testing.
10. Concepts for the effective use of land and environment.

'The Information referred to In this paragraph may he found in the committee files.
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B. Organizational Capabilities
1. The management structure and organization staff plan of the proposed team.2. The quality and diversity of management and professional talent proposed

as "key individuals."
3. The financial capability and soundness of the proposed organization.4. The production capability, experience and "know-how" of the proposedorganization to implement the production, project development and erection re-quirements of the program.
5. The ability to meet planned staff development for the various phases of theprogram.
6. Management plan to insure that all elements of the work are performed.

C. Program Plan
1. Understanding of the entire program, including the function of the variousphases and the requirements to use differing talents as the program plan evolves.2. Proposed program for recognizing user needs in living unit design and site and

community planning.
3. Prototype construction plans, with particular reference to the testing and

evaluation aspects.
4. Large-scale production plans, including considerations of shipping and plantlocation factors.
5. Financial plan, including innovative concepts.
Question 3.3. The estimated per unit costs of each project in the demonstrationphase and the estimates of what it will cost in mass production;
Answer. We are currently conducting negotiations for the second phase of theBREAKTHROUGH program, prototype construction. The per unit costs bysystem and site are, of course, a major element of these negotiations. Therefore,these estimates are not available at this time.
Estimated per unit costs for each system in volume production will be one ofthe first tasks required of each housing system producer under his Phase IIcontract. The producers will develop these cost figures and submit them to HUDbefore they are given Notice to Proceed with any prototype construction.
Question 3.4. The justification for not testing the feasibility of mass producingindustrialized housing by awarding contracts for larger numbers of units at this time.Answer. The Operation BREAKTHROUGH program is intended to create aworking relationship among Federal, State and local governments, labor, industry,the financial community, the homebuilding industry, and consumers. The role ofthe federal government in creating this partnership is that of a catalyst.The decision to select as many housing systems and sites as possible within ourbudget resources was based on this kind of federal role. It was decided that theimpact of BREAKTHROUGH on the housing industry would be greater byassisting the development of a relatively large number of housing systems. Inaddition, selection of more than a few systems provided opportunities for differentkinds and sizes of firms and consortia to enter or expand their participation in thehousing industry and for demonstration of a greater variety of housing types tomeet varying consumer needs. It was not our intent to initiate and support twoor three major industrialized housing producers, but rather to encourage the growthand development of the industry by providing some development assistance to agreater number of firms who would then have developed the capability to success-fully enter volume housing production on their own.
Due to budget reductions for the Office of Research and Technology in thisFiscal Year, we have had to cancel two prototype site developments, which has,to some extent, reduced the number of BREAKTHROUGH prototype unitswhich will be erected. We do not, at this time, have the resources to increase thenumber of prototype units without, to some degree, sacrificing what we view asour role in fostering the development of this industry.
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WAGE RATES FOR SELECTED OCCUPATIONS INCLUDED IN RECENT WAGE DECISIONS ISSUED BY THE DEPARTMENT
OF LABOR FOR THE LOCALITIES LISTED

"Residential" General
schedule building
(walkup construction
housing) schedule

Cobb. Dekalb and Fulton Counties, Ga.:
Bricklayers -$3.25 '$ 5.75
Carpenters- 2. 50 6. 565
Electricians- 3. 25 1 6.99
Laborers (common or unskilled) 1.60 1 2.65
Plumbers 3. 50 1 7. 43
Sheet metal workers 3.25 ' 6. 33

City and County of Baltimore, Md.:
Bricklayers- 5.60 1 7.82
Carpenters- 3. 50 16.67
Electricians -3. 50 1 7905
Laborers (common or uhskilled) -2.00 1 4.40
Plumbers --------------------------------------------------------- 3. 75 16.95
Sheet metal workers ------- - 2.75 17.05

Shelby County, Tenn.:
Bricklayers- 3. 75 16.92
Carpenters - ----------------------------------------------- 3.00 '5.77
Electricians- 3.00 6.80
Laborers (common or unskilled) - 1.60 13.025
Plumbers 5.00 16. 64
Sheet metal workers- 2.50 1 6.97

Washington, D.C.:
Bricklayers -6.11 1 7.65
Carpenters- 5.60 16.92
Electricians -4.46 17.47
Laborers (common or unskilled) -2.85 1 5.27
Plumbers -4.50 '8.12
Sheet metal workers -4.53 1 8.12

' Includes fringe benefits.

RESPONSE OF HON. GEORGE ROMNEY TO AN ADDITIONAL WRITTEN -QUESTION
POSED BY REPRESENTATIVE BROWN

Question. Could you indicate some of the advantages of revenue sharing to small
communities which have neither the resources nor the patience required to seek
funds under categorical grants available to them?

Answer. The present system of Federal categorical grants-in-aid has tended to
fragment local programs of community improvement. The proliferation of cate-
gorical assistance has brought into being counterpart independent, local bureauc-
racies, which frequently operate outside the control of elected local officials.
Each community now makes a series of separate andf vexflnsilv applasot a
series of Federal officials for a stipulated purpose-and for nothing else. This.
inevitably, has distorted and fragmented local effort, since local officials have fit
their programs and projects to meet both the formal requirements and the in-
formal preferences of Federal officials. Thus, the excessive Federal control which
has accompanied the categorical system has limited the variety and diversity of
community development programs.

Revenue sharing, both general and special, will allow local general purpose
government-of all communities, no matter their size-to use Federal assistance
according to locally established priorities and on the basis of locally determined
needs. In the case of Special Revenue Sharing for Urban Community Develop-
ment, localities will be able to plan activities to fit into overall, community-wide
development strategies. Neither the time nor funds of localities will be wasted
in preparing and filing complex Federal applications and meeting detailed Federal
requirements. Smaller communities which may lack the matching resources
required by most categorical grant programs will find relief in Special Revenue
Sharing which has no requirement for local matching funds.

Our Department now has a field structure including 10 Regional Offices with
the same boundaries as the other domestic departments and with offices in the
same 10 cities. This arrangement facilitates contact between local officials and
Federal officials. More significant, however, has been the creation within our
Department of 39 Area Offices staffed to administer our programs within a smaller
jurisdictional area. Under Special Revenue Sharing, the larger metropolitan
cities would receive grants automatically by formula. This will leave the staff in
these Area Offices more time than in the past to work closely with smaller com-
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munities in providing needed technical assistance. The Area Offices will also have
decision-making authority under the newly decentralized operations and will
have greater knowledge of local conditions and needs than Federal officials in the
10 Regional Offices or in Washington.

Smaller communities will be eligible for assistance under Urban Community
Development Special Revenue from the Departmental funds reserved for dis-
cretionary use (up to 20 percent of the total) plus the $100 million additional
funds requested by the President in the first full year for use exclusively by smaller
communities. If the smaller community is inside a Standard Metropolitan Sta-
tistical Area (SMSA), then it is also eligible for funds allocated exclusively for
use within that metropolitan area. If it is outside a SMSA, then funds would be
available from the $1 billion requested for Rural Community Development
Special Revenue Sharing for distribution by the Governors to communities out-
side of the metropolitan areas.

Chairman PROXMIRE. We welcome you, Secretary Stans. As you are
well aware, we have already heard from three administration witnesses
on the state of the economy. Frankly, I was hardly reassured by last
week's witnesses. The President's Economic Report and the testimony
of Mr. McCracken and of Mr. Shultz point to-in one sense-a rather
optimistic outlook for business and the economy as a whole. I say "in
one sense" because they have projected a GNP of $1,065 billion for
1971, far above the estimates put out by most private forecasters.

However, in a more fundamental sense, the economic picture for
1971-as painted by the administration-is far from rosy. Indeed, even
if the target set by the President were to be met, we would still have
heavy unemployment and continuing inflation by the year's end. And I
think we must reconsider right now an economic policy which is so
heavily dependent on fiscal-monetary policies.

I presume that the administration is seriously considering other steps
at this time. One such measure would be the institution of wage-price
guidelines or controls. I further presume that the Commerce Depart-
ment would play a central role in such a policy development. I hope you
will be able this morning to give this committee, which is responsible to
Congress on economic matters, your views on this and other vital
matters.

Since time is short, I hope you will confine your oral statement if
you can to 10 or 15 minutes so the members of the committee will have
a chance to carry on a dialog with y6u. Your fully prepared statement
will be placed in the record.

Would you like to identify the distinguished gentlemen who accom-
pany you this morning? We would appreciate that for the record.

STATEMENT OF HON. MAURICE H. STANS, SECRETARY OF COM-
MERCE, ACCOMPANIED BY HAROLD C. PASSER, ASSISTANT
SECRETARY FOR ECONOMIC AFFAIRS; ROBERT McLELLAN, AS-
SISTANT SECRETARY FOR DOMESTIC AND INTERNATIONAL
BUSINESS; LAWRENCE A. FOX, DEPUTY ASSISTANT SECRETARY
FOR INTERNATIONAL TRADE POLICY; AND MICHAEL BORETSKY,
OFFICE OF POLICY DEVELOPMENT

Secretary STANS. Thank you very much, Mr. Chairman. I will try
to follow your guidelines.

I would like to introduce the people who are here with me. Mr.
Harold C. Passer, Assistant Secretary for Economic Affairs; Robert
M6Lellan, Assistant Secretary for Domestic and International Busi-
ness; Lawrence Fox, Deputy Assistant Secretary; and Michael
Boretsky, who is an economist in the Office of Policy Development.
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Mr. Chairman, rather than go over the ground of the other adminis-
tration witnesses who have appeared here, I have submitted a pre-
pared statement dealing almost exclusively with the subject of our
current trade policy and the position of the Uuited States in the field
of trade. Since that is in the record I would like just to review it very
briefly and then submit to your questions in that respect or on any
other subject.

Chairman PROXMIRE. We would appreciate that very much, and,
as I say, the entire prepared statement will be printed in the record as
if read.

Secretary STANS. Thank you.
Our trade balance in the early years of the 1960's ran in the range

of $5 or $6 billion in our favor. Then in 1968 it fell to less than a
billion dollars; in 1969, it was a little better; and in 1970 it improved
to $2.7 billion.

We are greatly concerned about this state of affairs. We believe that
1971 will not improve over 1970. We expect it to be less favorable,
and in the long range we see a considerable number of factors that
indicate a potential deterioration in the trade balance to a much greater
extent.

Because of that we made some special analyses, in ways which
have not previously been done, so that we could present them to this
committee as information bearin'g on the problem and get your counsel
and advice as to what we can do beyond that which is now being done.

First, I would like to say, however, that some people have indicated
that they think that our lower trade balance in 1968, 1969, and 1970
was due to inflation and that, when the inflation is removed and we
are on a more stable price level, our trade balance is going to come back
to the level of the mid-1960's. From our analysis, I think that is not
the case. Inflation has undoubtedly had some effect on our lower
trade surpluses, but I think a very important factor is the structural
shifts that are taking place in the trade patterns, and it is that factor
that leads us to believe that restoring a satisfactory trade balance will
be very difficult and may require more tools than we now have.

statement because this shows the basis of some of our concerns and the
direction in which our trade has been moving.

If you look at the table, you will see that we have broken down our
trade in a number of different years into four categories. The first
is agricultural products, which is an easily definable term, and in-
cludes both food and nonfood items produced through agriculture.

The second category is raw materials, which includes such items
as minerals, oil, unprocessed fuels, iron, and steel scrap, and so forth.

The third category is manufactured products that are not tech-
nology intensive. This includes items such as steel and other metals,
textiles, textile products, shoes, paper and a wide variety of industrial
and consumer goods that do not depend heavily on technological
research.

And the fourth category I called technology intensive manu-
factured products which includes machinery, computers, transporta-
tion equipment, jet planes, instruments, chemicals, nuclear power
plants and things of that type..

Now, if you look at the figures which are stated here in four dif-
ferent years-1957, 1964, 1969 and 1970-they show that in agricul-
tural products there has been very little net change over the years.
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There was a slight increase in 1970 over 1957, but most of the favor-
able trade balance indicated for agriculture is accountable for by
noncommercial transactions under the Public Law 480 program.

It is not likely, considering what the underdeveloped countries
are doing to improve their agriculture and the heavy price support
programs in Europe, that our agricultural trade balance is going to
increase significantly enough to give us any expectation that our
overall trade picture will improve materially.

Now, if you look at raw materials, we are in a deficit position and
have been so in all the years listed here, with a tendency toward
some increase in the deficit. Again, in view of our requirements for
increased oil imports as time goes on, our requirements for increased
raw material mineral imports, there is not much likelihood that this
situation will improve. I would foresee rather an increase in our deficit
position in raw materials.

Then when you go to manufactured products that are not tech-
nology intensive, you will notice a very significant change. We went
from a trade balance of $1.1 billion in 1957 progressively through
the years to a trade deficit of $6.1 billion in 1970, and here I see
nothing likely except further deterioration in our position because
we do not have any technology advantage. The other countries of
the world can match our technology in these products, and many
of them benefit from lower wages.

It is only in the field of manufactured products that we call
technology-intensive that we have had a significant trade balance
growing from about $7 billion in 1957 to about $9 billion in 1970.
But from 1964 to 1970, there has been no increase of any significance
in our trade balance in this category and the rate of increase of im-
ports has been much faster than the rate of increase of our exports.
Here is where we ought to be doing our best and here is where we
find more concern almost than in any other category because we are not
gaining enough to overcome the deterioration in the other categories.

Figure 1 of my prepared statement contains some charts that
show the same thing. It indicates that agricultural products generally
have maintained a narrow range of advantage of exports over imports
which decreased in 1969 and increased slightly in 1970.

In raw materials through the years there was some gradual deteri-
oration in our net position until 1969 but in 1970 there was a slight
improvement.

In the goods that are not technology-intensive, manufactured
products, the import line is growing, as you can see, much faster than
the export line, although the exports do show some increase.

In technology-intensive manufactured products the lines are
running fairly parallel. Exports and imports in dollar amounts are
going up at about the same rate but imports are increasing at a
higher percentage rate than exports.

This is the basis of our feeling that we may be headed for serious
difficulties in our balance of trade over the years.

As I said, we don't expect an improvement in 1971 over 1970.
We expect a slowdown in the growth of our exports, and a faster

climb for imports and, in general, our best guess at the moment is
that our 1971 trade surplus will be about $2 billion.

Table 3 in my prepared statement, is a table showing our foreign
trade balance by major trading areas. You will see that we do show a
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good, favorable trade balance with Western Europe and that it
increased in 1970 over 1969.

We show a substantial trade deficit with Japan which has been
about the same the last 2 years.

We show a substantial deficit in our trade with Canada which
increased to $214 billion in 1970.

With the rest of the world, which includes, of course, a great many
developing countries, we show a favorable trade balance of about $3
billion in 1970, somewhat above 1969.

I would like to tell you some of the things we have been doing and
some of the things that we think ought to be done in order to improve
our trade position and then wind up my statement with a few conclu-
sions. One of the great problems we have in the field of trade is the
nontariff barriers that are imposed by our trading partners in other
countries. These barriers cover a tremendous range of hundreds of
categories and items. We have been trying through the GATT and
the OECD and individually in discussions with other countries to
achieve a reduction in these barriers, but I would have to say that,
although there have been frequent discussions over the last few years,
we can't yet report any significant progress in reducing these obstacles
to our trade.

One of the major obstacles is the common agriculture policy in the
European Community. Another is the communities' preferential
agreements with nonmember countries, primarily in the Mediterranean
and African areas. Another is the significant number of import
restrictions .that are maintained by Japan, despite the fact that their
trade balance with us is very favorable to them. We think that it is
necessary for us to continue to urge Japan to liberalize its trade, and
to continue to urge the European Community, which is now the
world's largest trading entity, to help us in our responsibilities for
maintaining a liberal free world trading policy.

As an administration we are committed to the principle of freer
trade. But it is very difficult for us to continue to adhere to that
principle when our trading partners pursue inward looking policies
and do not play a more. positive role in trying to eliminate their trade
barriers.

Now, a few words on. what we have been~trying to do in the Depart-
ment of Commerce especially. We have been increasing our programs,
with budget support, in commercial activities overseas, in trade
missions, in marketing assistance, in marketing information, .in
international business assistance, and in improving the effectiveness
of our overseas services, through the embassies and the commercial
officers.

The Export-Import Bank has adopted a much more aggressive
trade policy in the last few years, and has increased substantially the
the, amount of exports that it finances directly or indirectly.

We have, under new legislation passed by the Congress in De-
cember 1969, taken steps to liberalize our trade policies with the Com-
nmunist countries. We have eliminated restrictions on over 1,300
commodities, and we see some possibility of improvement of trade
there. The industrial West last year sold about $8 billion worth of
goods to Eastern Europe, excluding Yugoslavia, and only $350 mil-
lion of that came from the United States. It is a market where we
think American goods are needed and wanted, and one that we are

59-591-71-pt. 1 11
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ideally suited to satisfy to a considerable degree without adding. to.
the military capability of the Communist countries. We only have
about 4 percent of the trade with the Communist countries.

We supported, in the Congress last year, a proposal to allow the
Export-Import Bank to liberalize its lending policies further and to
remove the Bank from the budget so that it will be uninhibited in its
desires and efforts to finance any export transaction with other
countries.

We also supported very strongly a proposal of the administration
to create tax incentives for exporters through the so-called DISC
proposal, Domestic International Sales Corporations, which would
permit corporations organized and operated exclusively for foreign
trade to defer paying income taxes on their profits so long as they
reinvest those profits in export trade.

In summary, export expansion is an integral part of our interna-
national economic policy. We arc giving all possible emphasis to it.
I would have to say that our concerns at the moment exceed the
potential's of the programs that we have underway.

We are unable to avoid the conclusion that the outlook for increasing
our trade balance is far from satisfactory unless we somehow do more
than we are now doing to build exports.

I think it is important that as a nation we realize how serious this
problem is. It, of course, is one of the key elements in our balance of
payments. If we can take the right steps to increase our exports we
will have a chance to improve our balance-of-payments. If we succumb
to the developing trends, we shall face large deficits that will magnify
the difficulties in our balance-of-payments.

Now, beyond this in my statement I would like to say that Secretary
Romney obviously laid a good foundation for some of my' comments on
trade by the illustrations he gave. Productivity increase in the United
States is the only means of offsetting some of the wage disadvantages
that we have in competing with other countries.

Now, Mr. Chairman, this concludes the summary of my statement.
I merely want to repeat again the fact that 1 feel that our foreign
trade situation is a subject that poses considerable evidence of prob-
able deterioration in the years to come, and I certainly believe we
need all the help of this committee and the Congress in finding ways
of coping with the trends that seem to be evident.

(The prepared statement of Secretary Stans follows:)

PREPARED STATEMENT OF HON. MAURICE H. STANS

Rather than duplicate the testimony of other Administration witnesses who
have appeared here, I will devote most of my attention today to our current trade
policy and the position of the United States in foreign trade, since the trend of our
trade balance is a matter of great concern.

The 1971 outlook for U.S. foreign trade is not very encouraging. 1970 was a year
of considerable improvement, with our gross trade surplus increasing to $2.7
billion from an average of only $1.0 billion in 1968 and 1969. Nevertheless, the
$2.7 billion surplus for 1970 was lower than for any year of the past decade prior
to 1968.

The deterioration of our trade balance since the mid-1960's has become of such
concern that we have undertaken a number of special analyses to determine the
underlying factors and the extent to which they may persist.

It would be easy to conclude, as some observers have, that the massive in-
crease in U.S. imports in 1968 and the further strong gains in 1969 and 1970 were
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due to inflation in the United States. According to this line of reasoning, once
inflation is curbed, our trade balances will revert to the levels of the mid-1960's.

I think this is not the case. Although inflation has been an important factor
in our lower trade surpluses, structural shifts in our trade patterns are also
major importance. Our analysis of these shifts, in which we look back a number of
years, leads to the conclusion that restoration of a satisfactory trade balance will
be difficult to achieve and requires more tools than we now have.

To establish this conclusion, I want to show you a number of statistical tables
that indicate significant trends in our exports and imports. For this purpose, wehave deviated from the normal classifications of trade commodities and have
classified exports and imports into four categories:

1. Agricultural products: Both food and nonfood items.
2. Raw materials: Minerals, crude oil and unprocessed fuels, and other non-

agricultural raw materials such as iron and steel scrap.
.3. Manufactured products not technology intensive: Steel and other metals,

textiles and textile products, shoes, paper, and a wide variety of other industrial
and consumer goods.

4. Technology-intensive manufactured products: Machinery (including com-puters), transportation equipment (including jet planes and automobiles),
instruments, and chemicals.

The agricultural and raw material categories are self-explanatory and need nofurther elaboration. The distinction in manufacturing between products that are
or are not technolagy intensive is based on two specific measures-employment
of scientific and engineering manpower and expenditures for research and de-velopment. The technology-intensive industries account for over 80 percent of
all U.S. nondefense industrial R. & D. and about 60 percent of all U.S. scientificand engineering manpower employed in manufacturing outside the ordnance
industry.

Our exports, imports, and trade balance in 1969 and 1970 classified according
to the four categories are shown in the following table:

TABLE 1.-U.S. FOREIGN TRADE BY COMMODITY GROUP

[In billions of dollars]

1969 1970

Ex- Im- Bal- Ex- Im. Bal-
ports ports ance ports ports ance

Agricultural products- 59 4.9 +1. 0 7.2 5.7 +1.5Raw materials 4.8 .8.1 -3.3 6.1 8.4 -2.3Manufactured products not technology intensive -6.2 11.7 -5.5 6.8 12.9 -6.1Technology-intensive manufactured products -20.6 11.3 +9.3 22.6 13.0 +9.6

Table 1 indicates that the trade balances in agricultural products, raw materials,
and technology-intensive manufactured products improved in 1970 while thetrade balance in manufactured products that are not technology intensive de-teriorated. The expansion in industrial production abroad in 1970 stimulated thedemand for U.S. raw materials while the economic slowdown in the U.S. moderated
our imports of these products.

U.S. agricultural exports were strong to all major areas, outweighing the gain
in imports. Short supplies of manufactured products abroad as a result of pressures
on foreign capacity-as in the case of steel, for example-boosted our exports
of manufactured products that are not technology intensive, but imports of suchitems as textiles and shoes rose strongly, thus leading to a larger trade deficit inthis category.

In technology-intensive manufactured products, our exports of computers,
other types of machinery, and jet planes were strong enough to outweigh a large
rise in imports of machinery and autos.

Table 2 and Figure 1 show the trends in our foreign trade over a longerinterval-from the 1950's to 1970. Agricultural exports have generally been higher
than imports during the past decade or so, with no tendency for the modestfavorable balance to change very much.
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TABLE 2.-TRENDS IN U.S. FOREIGN TRADE

[Dollars in billions]

1957 1964 1969

Agricultural products:
Exports-
Imports ------------ - -----

Trade balance-

Raw materials:
Exports-
Imports --- --- --------------------------------------------

Trade balance-

Manufactured products not technology intensive:
Exports-
I mports-

Trade balance;.

Manufactured products technology intensive:
Exports-
Imports-

Trade Balance-

4. 7
3.9

+0.8

6. 3
4.1

+2.2

5.9
4.9

+1.0

7. 2
5. 7

+1. 5

3.3 3.4 4.8 6.1
5.0 5.5 8.1 8.4

-1.7 -2.1 -3.3 -2.3

4.0 4.4 6.2 6.8
2.9 6.0 11.7 12.9

+1.1 -1.6 -5.5 -6.1

8.8 12.1 20.6 22.6
1.6 3.1 11.3 13.0

+7.2 +9.0 -+9.3 +9.6

1970
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TRENDS IN U.S. FOREIGN TRADEFigure 1
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In raw materials, there has been a persistent trade deficit which, over the years,
has widened slightly. In 1970, however, the trade deficit in this category im-
proved by a billion dollars. This improvement is in all probability only temporary,
related as it was to capacity shortages abroad and the economic slowdown in
the United States.

In manufactured products that are not technology intensive, the trade balance
has moved unfavorably for two decades. The gap has widened at an accelerating
pace since the mid-1960's.

In technology-intensive manufactured products, the trade balance improved
until the mid-1960's, when it levelled off at about $9 billion. It has not increased
out of the $9-$10 billion range because imports of these products have been
increasing at a rate more than twice as fast as exports since 1962. If this ratio
continues, the traditional surplus we have enjoyed in technology-intensive
goods will soon begin to decline.

This sector-by-sector approach does not reflect all factors determining our
trade performance. Business cycle developments, at home and abroad, are obvi-
ously relevant. I believe, however, that this approach gives proper emphasis to
the important structural changes in our trade position that are often overlooked.

PROSPECTS FOR 1971

I now turn to the outlook for U.S. foreign trade in 1971 and the factors that
make the outlook less encouraging than last year. A smaller trade surplus has
already been signalled by the reduced trade balance in the second half of 1970.
Imports continued to increase throughout the year, but the rise in exports was
sharply curtailed after mid-year.

As we look ahead to 1971, a slowdown is indicated in the growth of U.S. ex-
ports, and a faster climb is likely for imports. Since economic activity in some
industrialized countries will be less buoyant than last year, and the unusually
large gains from shipments of farm products are not likely to be repeated, the
growth in U.S. exports will probably be reduced to around 10-12 percent, some-
what less than the 14 percent gain in 1970. The more favorable domestic business
conditions that are developing point to a larger advance in U.S. purchases of
foreign products than the 11 percent recorded in 1970, probably in the 12 to 14
percent range. Given this probable faster advance in imports than in exports,
the 1971 merchandise trade surplus will likely decline from the 2.7 billion re-
corded last year to the neighborhood of $2 billion.

Nonagricultural products are expected to account for virtually the entire
expansion in U.S. exports in 1971, but the rate of growth in these shipments will
probably fall short of last year's 13 percent rise. Technology-intensive products
will again be in the forefront of the advance. Machinery sales should continue to
rise, although the expected deceleration in foreign economic growth will have some
impact on our shipments.

Continuing last year's pattern, sales of computers, especially the recently
introduced "mini-computers," will climb significantly again, as will exports of
semi-conductors and other electronic components. Another good year is also in
sight for materials-handling equipment-mainly forklift trucks and conveyor
belts.

Aircraft sales will not rise as rapidly as in 1970. Although more of the new jumbo
aircraft will be exported this year than last, there will be fewer deliveries of the
smaller jets. A continued advance is expected in exports of chemicals, but it will
probably fall short of the exceptional 1970 increase. Plastics and pharmaceuticals
are forecast to show further strong rises, but the downward trend in exports of
manufactured fertilizers is likely to continue this year as foreign production grows.

TABLE 3.-U.S. FOREIGN TRADE BY MAJOR TRADING AREAS

[Dollars in billions]

1969 1970

Ex- Im- Bal- Ex- Im- Bal-
ports ports ance ports ports ance

Western Europe . . 12.2 10.1 +2.1 14.3 11.2 +3.1
Japan 3.5 4.9 -1.4 4.6 5.9 -1.3
Canada .- 9.0 10.4 -1.4 8.8 11.1 -2.3
Rest of world . .12.9 10.6 +2.3 14.9 11.8 +3.1
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* Table 3 shows our foreign trade in 1969 and 1970 by the major trading areas.
The improvement in our total trade balance in 1970 occurred in our trade with
Western Europe and the "Rest of World". There was little change in the trade
deficit with Japan, but the deficit with Canada increased.

In 1971, demand for our exports will vary among our major trading partners.
Our shipments to Canada should pick up this year, because expansionary Canadian
economic policies are expected to stimulate growth in the consumer and invest-
ment sectors, both of which were sluggish through most of 1970, and because of
the revised exchange rate. Exports to the United Kingdom should register a
sizable gain; favorable factors are an expected rise in capital spending and the
termination of the import-deposit scheme.

Sales to our other major industrial markets will probably groW at a slower
pace than in 1970. In the European Economic Community, which accounted for
about one-fourth of the increase in U.S. exports last year, a slackening in economic
growth is forecast. The combined real gross national product of the EEC is
expected to rise by an estimated 42 percent, compared with about 6 percent last
year. Accordingly, it is likely that the increase in U.S. exports to the Community
will be much smaller than the 20 percent gain recorded in 1970.

Although Japan's economy will continue to expand at a rapid rate, some
slackening is expected in capital expenditures and industrial production, which
will probably dampen import demand. Thus, while U.S. exports to Japan should
post another large rise, the increase will not be as large as 1970's exceptional
gain of one-third.

Finally, another rise is likely in shipments to the developing countries but,
because of intensified competition from European and Japanese producers, the
rate of growth will probably be more moderate than the climb of one-sixth re-
corded last year.

On the import side, we believe that continued gains in spending by U.S. con-
sumers and the firmly established position of foreign manufacturers in certain
major product lines insure another substantial increase in arrivals of consumer
goods.

Despite current projections of a slower increase in U.S. plant and equipment
expenditures in 1971, imports of capital goods will probably show another large
gain. In recent years, imports have steadily increased their share of U.S. expendi-
tures for producers' durable equipment.

Although U.S. industrial production declined in 1970, imports of industrial
materials climbed by about 5 percent. The recovery in production in 1971 will
stimulate a further rise in these purchases. Steel imports will be especially strong
because the tight supply situation in Europe is easing and because steel users here
will build inventories as a hedge against a possible work stoppage in August.
European deliveries of steel have lagged below the quantities specified in the
steel import agreement two years ago, so that a sizable expansion is permissible
under that agreement.

TRADE POLICY AND TRADE BARRIERS

I think we all recognize that today's world is different from that in which our
trade policy of the past several decades was developed, and that a fresh approach
to our trade policy is required. We also recognize that continued adherence to a
progressive trade policy that seeks to remove barriers to world trade is in both
our domestic economic interest and our foreign policy interest.

Increased international competition and widely available technology have
brought direct pressure on many of our industrial products in their own home
markets. Workers and firms in the U.S. now confront a serious foreign competi-
tive challenge. Clearly, there are burdens as well as opportunities in open world
trade, and these too, must be acknowledged. We must provide adequate measures
for assisting domestic industries and labor in the effort to adjust to this foreign
competition. The remedies our trade laws have long contemplated and provided
for in theory must be made to work in fact. We can meet part of the problem
through revision of our own trade laws; but some of the problem finds its source
elsewhere.

We have become increasingly concerned, for example, by the fact that our
trading position is jeopardized by the maze of rules, regulations, tax discrimina-
tions, import restrictions, export subsidies, preferential trading arrangements
and investment restraints which confront our businessmen around the world.
The U.S., of course, has trade restrictions of its own, and to realize the benefits
of freer world trade it will be necessary to put our restrictions on the table in order
to strike a reciprocal, mutually beneficial bargain with our trade partners.
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This Administration has shown its desire to move in this direction. It supported
trade legislation that would maintain the momentum toward a more liberal trade
system, and among other things sought the elimination of the American Selling
Price System of valuation of certain chemical imports. Through the General
Agreement on Tariffs and Trade (GATT) and the Organization for Economic
Cooperation and Development (OCED) we are continuing our efforts with other
major nations to reduce or eliminate nontariff trade barriers. However, progress
in this effort has been slow, not only because nontariff barriers are difficult to
deal with, but also because there is a general reluctance on the part of some of our
important trading partners to participate actively in the effort.

Another major irritant is the issue of the European Community's Common
Agriculture Policy, CAP for short. We believe that the CAP system heavily
disadvantages U.S. agricultural exports to the Community and subsidizes their
agricultural exports to third countries. The problem of the Community's prefer-
ential arrangements with nonmember countries, primarily in the Mediterranean
and African areas, is also troublesome. These pacts are inconsistent with the
most-favored-nation principle, the cornerstone of a progressive trade policy.

Japan is our second largest trading partner and the primary purchaser of our
agricultural exports. Despite some recent progress in removing import restrictions,
Japan still maintains the highest general tariff structure of the major industrialized
countries and preserves a number of important trade and investment restrictions
that were erected while it was attempting to recover from wartime destruction,
but which we feel are out of place today.

That is why I believe that the time has come for other major trading countries,
such as the European Community, which is now the free world's largest trading
entity, to share more fully with us the responsibility for maintaining a liberal
free world trading regime. This applies to Japan as well. This Administration is
committed to the principles of freer trade, but the extent to which the U.S. can
continue to adhere to these principles depends in large part on whether our trading
partners pursue outward looking policies and play a more positive rolei n seeking
ways and mean of reducing their trade barriers.

Export promotion
The major shifts in trade patterns of the past twenty years, the fast-paced

growth of world trade-about 11 percent a year over the past five years-our
high rate of import growth, our inadequate trade surplus and our shrinking share
of world markets-all these developments have accented the importance to the
U.S. of accelerating our export growth.

The U.S. drive for promoting sales of American goods overseas is spread
among various Executive Branch departments, two of which-Agriculture and
Commerce-support promotion programs of significant size. In addition, the
Export-Import Bank is providing a major export stimulus through its export
credit and insurance programs.

Last year, the Department of Commerce spent some $16 million to promote
sales of manufactured goods with high export potential. I am sure that this is
small in comparison to what other countries spend in proportion to their export
sales, especially countries like the U.K. and Japan. But while the amount is
relatively little, it is put into programs where we feel there are maximum results.
Here are some examples of what the Commerce Department does in the way of
export expansion:

Commercial Exhibits Overseas.-The Department maintains permanent trade
centers in major world capitals. Eight are now in operation. A new initiative-
establishment of trade development centers-is being undertaken for developing
countries. The Department also mounts exhibits in some 20 international trade
fairs each year.

Trade Missions.-The Department takes part in about 50 trade missions a
year to promote sales abroad of U.S. products. Most of those missions are organ-
ized and operated by industry groups. We furnish marketing information and
technical support.

Marketing Assistance.-Specific assistance is provided to American exporters
seeking distribution outlets overseas or contracts for major construction and
procurement.

Marketing Information.-Detailed export market information on both countries
and individual products is furnished to stimulate the export efforts of U.S. com-
panies.

International Business Assistance.-This service informs U.S. firms of specific
large foreign projects that could involve significant U.S. exports and assists those
firms in competing for such projects. It also helps firms that encounter govern-
ment related problems on major export transactions.
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Overseas Services.-U.S. Government commercial officers overseas, though in
our opinion inadequate in number to meet the demand for their services, furnish
support to the Department's exhibits and market opportunities programs and
also give assistance and counsel to companies and businessmen who are seeking
to sell in the countries where they are located.

These export promotion efforts can do only part of the job. The main thrust
of our efforts must be to improve the general export environment, particularly
for those companies that account for the bulk of U.S. exports. That environment
can be improved by strong efforts to put emphasis on opportunities for export
sales, by providing adequate export financing and reasonable tax conditions, and
by other efforts to raise the level of motivation to export.

East-West trade
One area of potential for expanding U.S. exports lies in an increase of our trade

with Eastern Europe. This is an area as yet little explored by U.S. businessmen,
but heavily exploited by commercial interests of every other major industrial
country of the West.

The East-West market is growing fast. Merchandise trade with Eastern Europe
has been expanding at a rate of 15 percent a year. Last year, we estimate that
the industrial West sold over $8 billion worth of goods to Eastern Europe (in-
cluding the Soviet Union but excluding Yugoslavia), about $350 million of which
came from the United States. This is a market where American goods are needed
and wanted, and one that we are ideally suited to satisfy.

The Export Administration Act of 1969, under which U.S. exports to Eastern
Europe are controlled, is less restrictive than earlier regulations and indicates a
desire on the part of Congress for a liberalization of such controls. In 1970, the
Office of Export Control in the Department of Commerce reduced export restric-
tions on about 1300 commodities, including more than 350 types of electronic
instruments, machinery and transportation equipment; 300 classes of metal and
metal products; and 470 chemicals.

But, as I indicated earlier, the U.S. share of East-West trade is only about 4
percent of such total trade of the industrial West.

Several of the obstacles to this trade result from our own laws and policies. Two
in particular are the absence of most-favored-nation treatment by the United
States and the legal restraint on the Export-Import Bank, which at present
cannot guarantee export loans to Eastern Europe. However, should we decide to
seek the removal of these obstacles, the rate of growth in U.S. trade may be
relatively slow at first, because of Eastern Europe's lack of hard currency, the
unsuitability of its products for the American market, and our inexperience in the
area as compared with that of. Western Europe and, Japan. We feel, however,
that a potential is there and that opportunities for wider trade should be given
serious consideration as soon as our general relations justify a change in our
present policies.

Export financing and deontewi ctvnot, lrau.s

U.S. exporters are, I believe, seriously disadvantaged compared with their
foreign competitors in export financing. Improved Ex-Im Bank programs will soon
be supplemented by additional provate means, through the Private Export
Finance Corporation (PEFCO). Despite these major improvements, our exporters
are still unable to obtain the quantity, cost, terms and speed of export financing,
which are available to their competitors. The Ex-Im Bank's liberalized lending
policies and removal of the Bank from the budget, as endorsed by the Adminis-
tration, will help redress the balance.

Moreover, our exporters often are placed at a disadvantage by preferential tax
treatment, which some governments extend to their export sector. In an effort
to put our exporters on a more equal footing, the Administration has proposed
that our exporters be given tax treatment more comparable to that available to
exporters in many foreign countries and to the treatment accorded U.S. sub-
sidiaries operating abroad, through establishment of Domestic International
Sales Corporations-usually known as the DISC proposal. Our antitrust policies
need to be reviewed, particularly with respect to theii application to the overseas
operations of U.S. industries and to joint efforts by our exporters to enter foreign
markets. Our patchwork maritime transportation policy has also left exporters
with antiquated, confusing rate schedules and documentation requirements, as
well as discriminatory rates, which sometimes make it as much as twice as costly
to ship from the U.S. to a foreign destination as to ship the other way.

In summary, export expansion is an integral part of our international economic
policy to which President Nixon is giving increasing emphasis. The latest evidence
of this emphasis is the creation in the White House of a Council on International
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Economic Policy to provide a clear, top-level focus on international economic-
issues.

THE OUTLOOK FOR THE U.S. TRADE BALANCE

When we analyze our trade trends by the four categories described earlier, we.
are unable to avoid the conclusion that the outlook for the U.S. trade balance is
far from satisfactory, unless we somehow do much more than we are now doing-
to build exports.
- In agricultural products, many countries in the world are trying to expand their-

production, often on an uneconomic basis. To assist this domestic expansion,,
many have erected barriers to agricultural imports. In this category, therefore,.
the U.S. trade balance cannot be expected to improve significantly, and could
deteriorate, unless this trend can be reversed.

In raw materials and fuels, the long-term trend has been for a continuous
deficit, which has tended to increase moderately. A continuation of this trend
is to be expected as the U.S. uses up its own resources and must increasingly-
turn to foreign sources of supply to meet the growing needs of its expanding-
economy.

In manufactured products that are not technology intensive, the trade deficit,
seems certain to grow, because many countries of the world are increasing the paceC
of their industrialization. Using the most modern technology but paying lower
wages, producers in these countries can undersell U.S. producers in many product.
lines.

In manufactured products that are technology intensive, the U.S. has continued
to maintain a leading position in world trade. This position, however, has not been

strong enough in recent years to make up for the rising deficits in other goods. The
fact that our trade balance on technology-intensive goods has remained in the
$9-10 billion range for five years indicates that our technological superiority is
slipping. Since 1962, imports of these products have increased more than twice as
fast as exports and I fear that it is just a question of time before this trade balance
begins to deteriorate.

As a nation we need to realize how serious this problem is. If we can take the
right steps to increase our exports, we will have a chance to improve our balance of
payments by increasing the trade balance. If we succumb to the developing trends,
we shall face large deficits, which will magnify the difficulties in our balance of
payments.

Chairman PROXMIIRE. Thank you very, very much, Secretary Stans.
I welcome you as kind of a kindred spirit, because you and I are both

alumni of the same investment banking firm, at somewhat different
levels. I worked for Glore Forgan Co. when I was a junior in college,
and my salary was not quite the same as yours.

Secretary STANS. I came in after inflation, Mr. Chairman. [Laugh-
ter.]

Chairman PROXMIRE. I wish that were the only real difference.
I would like to give you the opportunity, in view of the fact that this

is, of course, an open public hearing that is covered by the press, an
opportunity if you would care to do so, to respond to just one question
on the release that you made this morning, Wednesday, February 17,
earlier this morning, in connection with your relationship with Glore
Forgan, Staats & Co.

As I understand it, it was a very clear and strong statement, and it
apv mars that the alleged conflict of interest is based entirely on the fact
that you were given a notification, along with 65 other participating
partners, of when there was a transfer of stock in the so-called Great
Southwest Corp. to your blind trust.

Was that an inadvertent slip or mistake that should not have been
done?

Secretary STANS. I would say it was an inadvertent slip on the part
of the partnership to send me the notice.

I knew, of course, that I had a group of securities in my trust, but
I was not aware until the summer of 1969 of the conversion of some of
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them into Great Southwest stock by a merger. I did not know the
number of shares I was entitled to, of course, until I received that
notice.

I directed immediately that the securities to which I was entitled
be delivered to the trustee under my blind trust.

When the subject of possible government involvement in the affairs
of Penn Central took place, I disclosed the fact that my trust had
received these shares. I did not have any way of knowing whether they
were still in the trust in whole or in part, but because of the fact that
they had been delivered to the trust and might still be there, I in-
formed my associates in the Cabinet at a meeting at the White House
on June 3, and said that if it appeared that there was going to be any
government involvement in the Penn Central situation, I would dis-
qualify myself. I did so the next day when I found out it was unlikely
that the private bankers were going to provide funds to Penn Central
without a government guarantee, and that they were looking to the
Government for help.

Chairman PROXMIRE. And you have taken steps to be sure that
in the future the blind trust will be respected as a blind trust, you
would not be notified of any transfer of assets into or out of the trust;
is that correct?

Secretary STANS. Mr. Chairman, I took all steps I thought were
necessary at the beginning. I do not know what is in the blind trust
today. I do not know what the trustee has sold or what lie has bough t,
and it is as blind as it can possibly be.

They make out my tax returns. I furnish the additional information
about salary and contributions, and things like' that, and I know
nothing else that goes on.

Chairman PROXMIRE. All right, sir.
I would like to ask you about the inflation situation because, of

course, your Department has a very crucial economic role to play with
our Government, 'and you give us much of the statistics, and you have
very, very competent economists who make their own analyses, and
so on.

Assistant Secretary Passer, as I understand it, said in a speech last
September that the acceleration ll price increases has been stopped
and turned around, and we are moving in the right direction, although
inflation is not under control. He said that we seemed to be moving
in the correct direction.

Now, when you look at what the facts are since that statement, I
just wonder if this can still be supported.

The GNP deflator, which most people regard as the best evidence
of an indication of inflation, went up more in the fourth quarter of
1970 than in the third quarter. The Consumer Price Index went up
more in the fourth quarter than in the third quarter. The Wholesale
Price Index went up more in the fourth quarter. There were further
substantial increases in both wholesale and consumer prices in January;
and, furthermore, productivity declined in the fourth quarter. And,
of course, productivity is at the heart of getting control of inflation.

Do you still argue that the rate of inflation is tapering off; and, if so,
where is the evidence?

Secretary STANS. Senator, since you mentioned Mr. Passer as the
source of the statement, and since he is at my left, I willzask him, if
you would permit me, to answer the question directly.
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Chairman PROXMIRE. Very good. I should have said wholesale
industrial prices went up, not wholesale prices.

Mr. PASSER. Senator, in regard to this point, I still think that the
figures show that as we progressed through 1969 and 1970 that the
rate of inflation moderated.

In regard to the GNP deflator in the fourth quarter, this was very
specially affected by the auto strike. The GNP deflator in the first
quarter, when that becomes available in several months, will show a
very modest increase, which will not be-

Chariman PROXMIRE. What evidence is there to show that? The
prices continued to go up in January. It should not have had this
sharp increase that we had in January.

IMr. PASSER. In terms of the GNP deflator, this is affected by the
components of gross national product.

Chairman PROXMIRE. I gave you other statistics, the Consumer
Price Index, the wholesale industrial prices.

Mr. PASSER. Right; but I just wanted to cover that point. But
the GNP deflator is affected by these changing weights, and the
reason it went up so much in the fourth quarter was that autos were
a smaller part of it. Autos will be a big part of it in the first quarter.
The GNP deflator will show only a small gain. This will be artifi-
cially small just as it was artificially large in the fourth quarter.

In terms of the Consumer Price Index and the Wholesale Price
Index, the question is over what timespan you look and how you
interpret the month-to-month changes.

If you look, for instance, at the second half of 1970 versus the first
half of the year, or going back to 1969, you find that, in fact, the rate
of increase was less for, say, the second half as a whole.

A specific number is that in the second half of 1970 the CPI went
up at a 4.9-percent annual rate. In the first half of 1969, a year and
a half earlier, it went up at a 6.3-percent rate, and the same kind of
change also took place in the Wholesale Price Index-2.1 percent in
the second half of 1970 versus 5.3 percent in the first half of 1969.

Chairman PROXMIRE. Well, you just take-I take the quarters
and you took the last half of the year. If you take the last half of the
year you can get a little better picture. But my point is there does not
seem to be any clear-cut evidence that we can say with assurance,
that we can say inflation has turned the corner, is now under control,
the escalation in price rises is moderating. That does not seem to be
borne out very clearly because there are contradictory statistics. Do
you agree with that?

Mr. PASSER. Well, I would agree that we would all like to see more
evidence of it. We certainly would like to see that. I

I do feel that the evidence that there is shows first that the ac-
celeration, which was on continuously from 1965 through 1969, has
ended. I think that is absolutely clear, and there is no possible dis-
agreement on that.

Chairman PROXMIRE. There is disagreement here.
M,\r. PASSER. I think that you could not disagree on the acceleration

because there are no rates recently that have been higher than those
rates that have taken place at the peak.
* Now, the question is how much have the rates come down, and I

think this is the question you are raising. But here there is, I think,
some pretty good evidence that it has. I, of course, would like to see
a lot more evidence of this kind.
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Chairman PROXMIRE. My time is up.
Mr. Brown.
Representative BROWN. Mr. Secretary, I understand our import-

export figures as we figure in this country do not take into account
some specific parts of the figures that, perhaps, might change their
impact. For instance, the cost of insurance and of freight is great in
foreign aid to these various parts of the world that you list in these
figures. Could you explain the impact of this on the figures, and
whether it shows them up to be better or worse than in these figures,
and whether these figures are actually as appropriate as they might be.

Secretary STANS. Well, Mr. Congressman, there are several ways of
figuring the trade balance, and I used the method traditionally used
by the United States.

Some countries, in calculating their imports, calculate them on a
c.i.f. basis, which means landed on their shores, and thereby add to
the invoice costs of the imports the cost of insurance and delivery. If
you add that to our import data, you add $2.5 billion to the cost of
imports in 1970, and instead of $40 billion, it becomes $42.5 billion.

Now, you raise the question of aid programs and so forth. This re-
lates to the export side of the equation, and the export figures do
include amounts of goods that are sent overseas on what we call
noncommercial transactions. These are aid program exports financed
by the United States, or Public Law 480, agricultural goods financed
by the United States, and in this case the exports include $2.1 billion
in 1970.

Now, if you subtract that from the total exports, the commercial
exports that remain amount to $40.8 billion.

If you take both adjustments together, adjust both the imports
with the incoming freight and insurance costs, and adjust the exports
to take out the noncommercial transactions, you get a deficit of $1.7
billion in 1970 instead of a surplus of $2.7 billion.

Now, I would have to say to you that economists differ on whether
or not that is a better method of calculation, but I must say that it
ceirtainly does not give us any comfort in the figures, and it does pre-
sent a much worse picture than in the traditional way of reporting the
trade statistics.

Representative BROWN. Well, suffice to say the American taxpayers
are paying for the foreign aid portion, so that does not give us any
advantage in that area.

Mr. Secretary, to go on to the low technology or nontechnology-
incentive area that you have cited as one of the areas of the problem,
can you give me some reaction as to the impact on this situation of
low technology import-export unfavorable balance, U.S. minimum
wage laws, restrictive labor practices in this country like union monop-
olies and racial restrictions, and even the U.S. immigration laws
which keep our labor supply under pretty tight wr-aps?

Secretary STANS. Well, all of these really come under the beading,
I think, of productivity in the United States.

To the extent there are work restrictions of one kind or another,
certainly they tend to reduce the rate of productivity in this country,
and collectively the factors that you cited unquestionably do have
an effect on our ability to export. How much effect, I think no one
could possible compute.

It certainly suggests, as I said in my statement, that we need to
do everything we can to raise productivity in this country. We need
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to do it by reexamining all work practices and work restrictions, and
we need to do it by, perhaps, taking another look at our technology
and seeing what we can do to encourage increased technological
development and research in the United States to produce new prod-
ucts and to advance the state of the art for existing products.

Representative BROWN. Secretary Romney has suggested that the
cost of building has an important impact. I would assume the cost
of labor does, too, and the cost of Government, the impact of taxes
in this country, and it appears what is happening is we are having,
to a degree, the flight of American capital abroad where these problems
are not as severe as they are in the United States.

Let me ask you about one of the technology-intensive areas. Can
you give me some analysis, short-range or long-range analysis, of
what the sale of the Concorde, what effect it will have on the SST
insofar as the United States is concerned, and the failure of U.S.
technology to be competitive on our own?

Secretary STANS. The Department of Commerce has taken the
position that it supports the development of an SST by reason of
the potential trade advantages that it might provide or the trade
disadvantages that it might prevent. I cannot give you any idea of
how many Concordes we would import in units or dollars if we did
not develop our own SST. nor can I estimate at this time the number
of SST's we might export in competition with the Concorde if we
might develop one.

The only statistic that I can give you is that, in 1970, we exported
almost $2 billion worth of aircraft of all sizes. There is a very sub-
stantial growing market for aircraft in the world. We have a tech-
nological superiority in the wide-bodied jets and our other jets, and
I would think that it would be well worthwhile for us to continue the
development, certainly of the two prototypes, to determine the
economic feasibility, the cost factors, and the potentials in exporting
if we were to go into mass production, So for that reason we have
supported the SST program.

Representative BROWN. I would like to suggest further that I think
the whole development of the faster transport 'has an advantage in
developing new markets in the underdeveloped parts of the world,
and that is one aspect of it which has not been given very much
attention.

I think it is very significant because you suggested that is where
a lot of our trade advantage may lie in the future, in your testimony.

.My time is up, Mr. Secretary. Thank you.
Chairman PROXMIRE. Senator Pearson.
Senator PEARSON. Mr. Secretary, you made mention of tax in-

centives as a means of stimulating trade and improving our balance-I
cannot find that in your prepared statement now-but you have
long been one of the administration who has endorsed the use of tax
incentives for some programs of development in this country.

We spoke earlier on rural revitalization. You alone, I think, came
out and endorsed the concept of tax incentives. But I think you have
been a little bit alone in this administration.

Is there any change of policy in relation to tax credits to improve
our trade balances or to promote programs within this country?

Secretary STANS. Well, Senator, the statement to this effect is in
my prepared statement.

Senator PEARSON. Yes, I see it.
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Secretary STANS. It was last year that the administration first
-made a proposal to provide incentives to exporters through the DISC
iidea.

As I said earlier, it wvould allow a corporation formed in the United
States exclusively for export trade purposes to defer the payment of
any income taxes on its profits so long as those profits were used to
increase export trade. When they were withdrawn by the parent
company they would be subject to normal income taxes.

That provision was included in the trade bill passed by the House
last year. It was not adopted by the Senate Finance Committee when
it reported out the trade bill.

We certainly hope that this proposal or something equivalent to
it or something better, if we can develop one, will be presented again
to the Congress in 1971, and that it will be enacted because it is one
of the things that is necessary to make us competitive with other
countries. They do have tax incentives of various types on their
exports, including their border tax provisions which are rebated-these
are indirect sales taxes-and, if we can provide this kind of measure
or something like it, it can only help employment in the United
States because the more we increase exports, the more jobs we save
here or create here for the workers of this country.

Senator PEARSON. Let me ask just one additional question. You
made reference in a specific way to the trade restrictions both by the
Common Market and Japan and also with reference to aircraft sales.

We have some restrictions here in this country which relate to
foreign policy judgments, it seems to me, and the only way I know
how to answer this question is to make reference to a given circum-
stance or problem.

The Secretary may recall some time ago there was a prospect of the
sale of small aircraft to South Africa. The Department of Commerce
approved that sale. The State Department, because of the pending
resolution in the U.N., prohibited the sale of some aircraft, Beecheraft,
Cessna, to South Africa.

Later the sale was made by Italy or France or England. Do you see
mnpimoveiue,1t int pullcy positin ucpo ytIor tllS u li( t Ittrlloli 01 Uil

foreign policy considerations which won't make us go throdigli that
sort of a wringer again?

It is terribly-hard to explain to Cessna and Beeclhcraft in Wichita,
Kans., I assure vou of that.

Secretary STANS. These policies are constantlv under review. In the
case of South Africa, the administration, as a whole, did approve some
orders for Lear jets, I remember,.but once the orders were approved
for export they never developed. The South Africans did not buy
them.

Now, I know there are proposals tentatively being made by South
Africa for the purchase of other aircraft. When they get to the point
of a specific order or proposals, they will be considered by the admin-
istration. I think the policy is quite clear. So long as they do not lead
to capability of the South African Government to engage in warfare
of any kind, we will sell them the planes.

Senator PEARSON. I thank you, sir.
Chairman PROXMIRE. Senator Javits?
Senator JAVITS. Mr Secretary, in the first incident that Senator

Proxmire asked you about, the matter of your family trust investments
in the so-called blind trust, do you feel in any way morally incapable
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of carrying on the high responsibility which you have been entrusted
with or do you feel that what has occurred and your understanding of
it leaves you free and in the same position that you were in when the
Senate confirmed you for this very high post?

Secretary STANS. Senator, I have no reservations on that point
whatever. The information that developed in the news stories con-
tained two inferences: One, that my blind trust was not blind, that 1
knew what was going on. I think I have refuted that very fully in the
statement I released to the public today.

The second inference was that I had a conflict of interest in dealing
in the administration with proposals to help finance the Penn Central
Railroad when it got into financial trouble last year.

I made it very plain that I did not. I gave the specific date of
June 3, when I disclosed to the Secretary of the Treasury, the Attorney
General, the Director of the Bureau of the Budget, the Chairman of
the Council of Economic Advisers, and the Chairman of the Federal
Reserve Board that stock of a subsidiary of Penn Central had gone
into my blind trust, and while it was possible that it was no longer
there I did not know that for a fact, so that I could not and would not
participate in any decisions involving the Government with Penn
Central under those conditions.
- Senator JAVITS. So that you feel morally perfectly justified in
carrying on as you always have.

Secretary STANS. I certainly do, Senator.
Senator JAVITS. Now, I think that is important because a man's

opinion of himself is the most important generally of enabling him to
do what the people have appointed him to do.

Is there any change in the administration's policy, Mr. Secretary,
regarding trade legislation or does the administration still favor some
form of quota for textiles and apparel of manmade fibers and otherwise
the trade legislation recommended by the President in the absence of a
voluntary agreement with Japan?

Secretary STANS. Senator, the administration has not yet sent trade
legislation to the Congress in 1971. I am sure that the proposals that
were sent up by the administration in its trade bill last year are still
favored by the administration.

On the matter of textiles, we only sent up textiles last year when our
negotiations with the Japanese and other countries failed to reach
some kind of voluntary agreement for reasonable restraints. The
Senate did not get around to passing the bill last year, although it did
pass the House.

The negotiations with the Japanese have continued intermittently
up to the present time looking toward a voluntary agreement on their
part. They have not as yet been successful.

I would say if we succeeded in reaching a voluntary agreement with
the Japanese on a reasonable basis, and were able to extend that
agreement to cover three or four additional countries that are heavy
exporters of textile goods to the United States, that legislation would
not be necessary.

Senator JAVITS. Would the administration consider it in the highest
national interest that such legislation should not be

Secretary STANS. I would say if it is possible to reach voluntary
agreements, there would be no necessity for the legislation.



171

Senator JAVITS. As a national policy, would the administration by
obviating that need, serve better the national interests of the United
States than by finding it necessary to support regulated textile quotas?

Secretary STANS. Yes, I would agree with you, Senator, providing
the means of obviating the need is some kind of voluntary restraint
on the part of the exporting countries.

Senator JAVITS. I understand that. All I was trying to do was to
set priority in the national interests, something that sometimes the
administration may feel it has to do, something which it does not feel
is the most conducive to the national interests. The most conducive
would be to obviate the need for this legislation by a suitable
agreement.

Secretary STANS. Yes. But the need for some type of restraint is
very apparent because last year I am told there were 113,000 jobs lost
in the textile and apparel industries.

Now, even granting that some of those occurred by reason of the
economic circumstances, it is evident that the massive imports had, a
very material effect on employment and forced the closing of a number
of textile plants. As an illustration, Senator, last year the imports of
textiles and apparel made from manmade fibers increased 53 percent.

Now, any concept of free trade which you and I both believe in
would not assume that it would be possible -for a country, I think, to
adjust to that kind of a tidal wave without serious loss of employmelit
and capital investment. This is what we are trying to prevent. by
seeking a voluntary agreement with the Eastern countries and, failing
that, I see no course except to come back for legislation.

Senator JAVITS. Well, I would not want to debate the issue with
you on this textile field generally because there are aspects of it and
individual parts of the textile business that may differ from others.
You know this is not a subject with which I am unfamiliar, but I did
want to get your response. So I just leave that debate for another
appropriate moment, but I did want to get the national priority
question settled.

I just have one other question, if I may ask it. Is there any machinery
by- whc th -ners oftecosmr iD- a ssessed in the -1dm-r-itrton
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in determining its policy on textiles and other matters?
Secretary STANS. Well, I would say, Senator there is no question

but what the interest of the consumer is evaluated in this respect. It
enters into all of our discussions of trade policy and enters into our
discussions on textiles.

We have to accept the fact, however, that the employees in this
industry are also consumers, and under the circumstances it is a case
of balancing'one interest against another, and this is where we come
out to the principle that we can accept an annual increase in the im-
ports of textiles, but we cannot accept one at the rate that has been
occurring.

Senator JAVITS. Mr. Chairman, I thank you very much, Mr.
Secretary. I ask unanimous consent that I may propound written
questions.

Chairman PROXMIRE. Oh, yes, without objection, it is understood.
You do have in your office, in the Department of Commerce, I

should say, Mr. Secretary, some of the outstanding business economists
and forecasters we have in our Government, some of the very best.

59-591-71-pt. 1 12
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The administration has predicted that the gross national product will
increase very rapidly in the coming year as compared with what some
of the private economists predict, and a great deal hangs on that.

If the economy expands as much as they expect, if it goes to $1,065
billion then we will have a deficit of $11.6 billion, we will have un-
employment declining around down to 412 to 5 percent.

If this does not work out, if the economy does not go that much,
then unemployment will remain rather high, the deficit would be in
the area of $17 or $18 billion.

Now, the administration has based its estimates on a monetary
model, and we have been able to elicit from them not a very clear or
complete description of what this monetary model represents. We did
get a breakdown finally on Saturday from the Chairman of the Council
of Economic Advisers of what he estimated would happen to consump-
tion, and so forth.

I would like to ask you, No. 1, how do you and Your experts feel
about the reliability of the method of forecasting based on a monetary
model and not based on the kind of careful and comprehensive
statistics which the Department of Commerce has used in the past.

Secretary STANS. Well, I think, Mr. Chairman, that this is a good
question for me to ask my experts right now, and if you don't mind I
will ask Mr. Passer to reply.

Chairman PROXMIRE. Yes, sir.
Mr. PASSER. Mr. Chairman, I would like to say I think it is

important to recognize that the forecasting game is, of course, an
uncertain matter. We are never sure just what will develop in the
economy in the year ahead.

It is true that the private forecasters on the average have forecast
a lower number than the $1,065 billion.

Chairman PROXMIRE. Well, all of them have, without exception-
well, one, Turner forecasted a $1,070 billion, but his growth, his real
growth, was lower. There was not a single private forecaster who
estimates that we will get real growth as much as the administration
does in this magical monetary model they have, which seems curious.

Mr. PASSER. I think there are some private forecasters who also
use monetary-type models.

Chairman PROXMIRE. I am sure of that.
Mr. PASSER. Which results pretty much in that same neighborhood;

in other words, on the high side of the average private forecasts.
Chairman PROXMIRE. The administration seems to be all alone.
What I would like to ask, you have your own forecasting model,

as I understand it, which you distribute within the Government.
What does that estimate the gross national product will be?

Mr. PASSER. Yes, you are right. We do have an econometric model
in the Office of Business Economics.

Chairman PROXMIRE. Right.
Mr. PASSER. We have a run that was made, a computer run of this.
Chairman PROXMIRE. Yes.
Mr. PASSER. Let me see, this is dated February 5, so this was about

2 weeks ago, and this, interestingly enough, is right in the median or
the middle of the range of the plrivate forecasting models.

Chairman PROXMIRE. So it predicts what, about $1,045 billion?
Mr. PASSER. Yes, $1,045 billion.
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Chairman PROXMImE. That is very interesting. We have the agency
which, in my view, has had more experience and has very able people
estimating some $20 billion below what the Council of Economic

Chairman PROXMIRE. That is very interesting. We have the agency
which, in my view, has had more experience and has very able people
estimating some $20 billion below, what the Council of Economic
Advisers and the Director of the Office of Management and Budget
are relying upon.

Mr. PASSER. I would like to say that this model is more a traditional
fiscal type of model and has only a few monetary equations. There are
several monetary-type equations relating to interest rates.

Chairman PROXMIRE. There are some real advantages in not having
monetary in it. It is awfully hard to know what the monetary influence
will be, and I think when Mr. Burns comes up on Friday he will tell us
he cannot tell what the increased money supply is going to be. They
tried to increase it at the end of the last quarter last year, but they
ended up with a much lower rate than most people thought, 4Y2 percent,
in January 3 percent, and this is in spite of the effort of the Federal
Reserve Board.

As you know better than I do, you are a very competent economist,
this is not something they can just determine. They cannot say it is
going to be an increase of such and such. It depends on what the banks
and business wants to do.

Mr. PASSER. Yes; and I think it is interesting the way the monetary
forces enter into this model which is through the interest rates, and
these have, of course, declined quite substantially-

Chairman PROXMIRE. When you say "this model," you mean your
model?

Mr. PASSER. Yes.
Representative BROWN. If the chairman will yi6ld, I wonder if I can

ask what has been the record of accuracy of the prediction of the Office
of Business Economics. There was some suggestion by Budget Director
Shultz that private forecasts in a rising market tend to fall below by a
rather significant percentage of what occurs. What has been your
history?

Mr.. PASSER. I think that this model has experienced the same general
history as other models of this type which, in the inflationary and
strongly expansionary years of, say, 1968 and 1969 tended to run on
the low side.

Chairman PROXMIRE. Isn't it also true, however, that the under-
estimates were largely based on an underestimate of inflation and not
an underestimate of real growth? For example, as I recall, in 1969 the
generality of economists overestimated the growth but they under-
estimated the inflation, so that the administration may well be right,
they may be the only boy in town who is in step, everybody else may be
out of step, but they may be right because they can come up with a
lot more inflation than they estimated and, of course, this would be a
terrible disappointment for all of us, including, I am sure, the Council.

Let me ask you further, last October, Mr. Stans, you were quoted as
saying, and I quote:

Estimates of a deficit of from $15 billion to $20 billion made by so-called eco-
nomic experts outside the Administration are highly speculative and, in my
opinion, grossly exaggerated.

Were these estimates for fiscal year 1971?
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Secretary STANS. Yes.
Chairman PROXMIRE. I presume you do not now consider the esti-

mate grossly exaggerated.
Secretary STANS. Well, Senator, I was expressing an opinion on

circumstances based on October. We had had only a short period of the
General Motors strike. It continued much longer than some of us
expected. That had an impact on a number of economic factors, and it
is obvious under those conditions I underestimated the budget deficit
for the year.

Chairman PROXMIRE. So that $15 billion to $20 billion was just about
on the nose. It is turning out to be about $18.5 billion, you think; is
that right?

Secretary STANS. That is the current projection of the Office of
Management and Budget, $18.6 billion, I think, for the fiscal year.

Chairman PROXMIRE. Would you have any estimate of what the
deficit would be for fiscal 1972, assuming a gross national product of
what your shop expects, $1,045 billion this calendar year?

Secretary STANS. Senator, I am not as familiar with all the aspects
of the budget as I was at one time in the Eisenhower years when I
was Director of the Budget. It is pretty hard for me to second-guess
the Office of Management and Budget on their estimate of a deficit
of $11.6 billion. I would like to say one thing, and that is that I have
been around in Government long enough to come to the conclusion
that when times are on the decline the budget figures get a lot worse
than people expect them, and when times are on the upswing they
get a lot better than people expect them to be.

This was the case in fiscal 1959 when we were, the administration
was, constantly increasing its estimates of the deficit through the
year and fiscal 1960 when we were accused of all kinds of chicanery
for forecasting a $70 million budget surplus. When the year iwas
was over, we had a surplus of a $114 billion on the administrative
budget.

Chairman PROXMIRE. Of course, it was not true in 1968 when wehad
that terrible deficit of $26 billion with a fantastically prosperous. year
and because, of course, the administration made a serious mistake
in neither cutting spending drastically nor imposing taxes. That was
a year in which they had a gross underestimate.

One question more. That was an arithmetic question I asked you,
if, on the assumption that-you may be wrong-your shop is right,
we have a $1,045 billion gross national product, and what do you
assume would be the deficit? It would not be in the area of $16 or
$17 billion. .;

Secretary STANS. I would like to give you two answers to that. One
is if the gross national product is only $1,045 billion, the deficit is
obviously going to be considerably higher than $11.6 billion, but I
do not know the arithmetic and I have not attempted to calculate
it. Perhaps it will be $5 billion or more above that.

Chairman PROXMIRE. That was the general response.
Secretary STANS. I want to give you another answer to indicate

we are not as far off from the administration's $1,065 billion figure
as might be implied from what has been said up to now.

On Saturday, January 23, a week before the Economic Report was
issued, and on my own, I made a speech in Florida stating that I
thought the gross national product in 1971 would be up more than 8
percent, and more than hadf of that would be real growth.
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I was basing that on reviews of the figures and the discussions that
Mr. Passer and I had, analyzing all the potentials, and without refer-
ence to any information of the Council of Economic Advisers, and
our conclusion was that the growth rate would be somewhere between
8 and 8Y2 percent.

At eight and a half percent, you would get a figure of $1,060 billion,
which would be just $5 billion under the estimate of the Council of
Economic Advisers. I cannot guarantee that that is any more accurate
than $1,065 billion, but I do not want the record to show that the only
figure we had in the Department of Commerce was $1,045 billion.

Chairman PROXMIRE. Mr. Brown.
Representative BROWN. I just want to ask one question about

this estimate by the Office of Business Economics. Is that based on
current patterns, does it account for acceleration later in the year
or any change in the rate of acceleration? How does that work?

Secretary STANS. Well, the gross national product estimate does
assume acceleration in the course of the year starting from the level
of January and moving up progressively to a higher rate in the last
quarter.

Representative BROWN. So that is taken into account in our
assessment?

Secretary STANS. That is taken into account; yes.
Representative BROWN. Thank yoU.
Chairman PROXMIRE. You are Secretary of Commerce, Mr. Stans,

and one of the foremost apostles of free enterprise, the competitive
system, and in opposition to Government interference or influence
in private economic decisions. Under these circumstances, I have
often wondered why your voice is not heard more loudly against the
$1.5 billion subsidy for the SST, against the continuous increase in
funds over and above any contractual obligations for the C-5A,
against bailing out the Penn Central Railroad Co.; could you explain
what appears to be a schizophrenic behavior on your part, that you
are a rugged individualist and a believer in free enterprise, on the one
hand, but when it comes to these big business operations and sub-
sidies for big corporations; you seem to have kind of a socialistic weak-
ness.

How do you explain that?
Secretary STANS. I shudder at that thought, Mr. Chairman.
Chairman PROXMIRE. I thought you would.
Secretary STANS. And I am not sure that I can agree with the in-

ference at all. I think my policy would be that the private sector
ought to do all of the things that it can do, and do well, and only when
the private sector cannot undertake an activity should the Govern-
ment step in.

Now, the SST involves a research and development cost that I do
not believe aiiy'of our airplane companies or any combination of them
could possibly afford. It does require the Government to step in, and
I would hope that my private enterprise views would be clear when I
say that as the airframe companies manufacture and sell SST's they
ought to pay back some or all of the Government's investment.

Now, in the Penn Central Railroad, there are a number of considera-
tions that, I am sure, affected the administration. I was not in on any
policy decisions, but certainly the question of preventing bankruptcy
for the Penn Central was a logical one considering the impact on the
economy of the failure of a very large institution.
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Here again it was beyond the competence of the company, and it was
not in a competitive industry where there were substitute services.
It is rather inconceivable that a railroad institution like Penn Central
would fail to exist.

Chairman PROXMIRE. Let us take those two cases, let us take the
last one first. The Penn Central case, as you.know, the administration
did seem tentatively to want to bail out Penn Central before they went
through bankruptcy. What happened was that Wright Patman, the
vice chairman of this committee, objected, as did some other Members
of Congress, and the administration backed off and decided to let.
them go through bankruptcy.

Now, you have a situation in which the Federal funds available to
Penn Central have first claim. The railroad has been able to run, the
jobs are preserved, the service is preserved, but you do not have a.
situation in which a management, which has been so incompetent and
so wasteful that they had been vigorously criticized, has not been re-
moved. It has been removed now.

Why isn't this procedure of just letting nature take its course, let-
ting the laws of free enterprise work, why doesn't that make sense in
that case? Then we will come to the SST.

Secretary STANS. Well, I suppose there are a lot of factors involved,
one of which is that it is a regulated industry. Perhaps the Government
shares some responsibility for the overall plight of the railroad indus--
try by the type of regulations that has existed. Perhaps more consider-
ation should be given to some of the recommendations that we hear
from time to time publicly of freeing the rates in transportation to the
market. I think it is well worthy of consideration.

But the Congress itself recognized after Penn Central went into
bankruptcy that the railroads have to continue to operate, and passed
legislation permitting some financing, and I think that reflects the
same view that I have, that you must continue the service to the
people.

Chairman PROXMIRE. Oh, yes, I do not deny that Congress did
take some action. But my point is, No. 1, the Penn Central was per-
mitted to go through bankruptcy so that the management which had
been in authority could be eliminated.

No. 2, the funding by the Federal Government was given a prior
claim. As I understand it, the initial proposal by the administration
would not have done that. The taxpayers would have taken a sub-
ordinate claim to some of the private debts of the Penn Central
Corp.

Secretary STANS. Well, Senator, I am a very poor one to answer
that question, because, as I said, I disqualified myself from the
discussions at a very early point, and I was not in on the considerations
as to whether or not the Government should finance the Penn Central
or guarantee its loans, and I am not aware at all of the reasoning
whereby the Government withdrew at the last minute, so I beg off
the question entirely.

Chairman PROXMIRE. Let us get back into the SST very quickly.
I have two points on that. The first point is that the same song was-
sung to us in the fifties when Senator Monroney said you cannot
have a subsonic jet operation without having Federal subsidy of
research and development direct. The Senate believed that and
passed legislation providing the money. The House had the good sense
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to deny it and turn it down, and the House prevailed. No subsidy was
provided.

The predictions were, if we did not provide this kind of subsidy,
we would lose our leadership in aviation in the world.

What happened? What happened was that the private capital
market moved in, private enterprise moved in, did a whale of a job.
We now dominate the world in aircraft production. Our subsonic
jets have been vastly superior to those of other countries, which have
heavy Federal subsidy.

It seems to me that on the basis of that experience we should be
pretty cautious about saying that we cannot have private capital
market finance such an operation. It seems to me the real deterrent
here is not the amount. We have had huge amounts privately financed
in the past, it is the great risk involved, and the great risk, of course,
is there is a very serious question as to whether or not there is the
kind of reliable market for a supersonic transport at the present time,
and I submit until there is, until the private market will support it,
I cannot see any reason why the taxpayers should be required to
take that risk.

Especially-this is my second point-I am concerned about the
contract we have in which if we sell, say, 130 or 140 supersonic
transports the private manufacturer comes out with a profit, gets
his money back, the airlines come out with a profit, substantial
profit and get their money back, and the taxpayer is left holding the
bag. He gets nothing.

If you sell 500 of these, and there is a very handsome profit to the
manufacturer and to the airlines, the taxpayer will get back his
money, but without the interest that he has to pay for his money.
So this seems to be, No. 1, a very bad contract for the taxpayer and,
No. 2, to be a rather foolish thing for the Federal Government to
substitute its estimate of whether or not there is going' to be a
requirement for this plane for that of the private economic forces
in view of our experience with subsonic jets.

Secretary STANS. Well, Senator, you have done more homework
on this subject than I have, and I yield to your statistics.

I ust wart to make a couple of Commntsei1. One, I would suspect tnat
the earlier developments of the subsonic jets benefited very greatly
from military expenditures.

Chairman PROXMIRE. And the supersonic transport can do exactly
the same. We have a supersonic B-1 bomber on which we are spending
hundreds of millions of dollars, the supersonic bomber. There is no
reason why the fallout effect cannot be very similar to the benefits
which flowed, as you are absolutely right, to the subsonic jets from the
military, it is the same thing.

Representative BROWN. Are you suggesting, Senator, that we ought
to go ahead and subsidize it? It is just a difference of how we do it,
is that it?

Chairman PROXMIRE. .I am saying we are proceeding with a
supersonic B-1 bomber. I happen to be against that supersonic
bomber, but my position did not prevail, the Congress went ahead
with it. They are authorizing and appropriating funds, a great deal
of money. You have that research and development going on. You
should get precisely the same kind of fallout benefits for a supersonic
private plane in that case as you got with the subsonic jet.
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Representative BRO\VN7. I do not know that that follows.
Secretary STANS. There are witnesses who can testify much better

than I can on this subject, Mr. Chairman.
I replied earlier that my expression of support was based on the

economic aspects of our trade balance; that if this is a potentially
economic venture, and if the SST can be economically effective, then
I would like to see the United States build them and sell them to
other countries instead of other countries building them and selling
them to us.

Chairman PROXMIRE. All right.
Mr. Stans, let me ask you about this other one, the C-5A. In

business, a contract is a contract. Lockheed is reminding Rolls Royce
of that, or was. They said, after all, Rolls Royce has an overrun on
the engines for their L-1011 airbus. A contract is a contract, and
Rolls Royce had better come through with the amount that they
agreed to produce those engines.

Now, in the C-5A case the Government had a contract, a fixed-price
contract. The Lockheed got the bid for one reason only, that was
because they had a lower price. As a matter of fact, the Air Force
preferred the Boeing design, but Lockheed had a lower price.

Now, Lockheed says they cannot produce for that price, the Federal
Government will have to come along and provide at least three-
quarters of the loss, $600 million of the $800 million additional cost,
and I do not hear from a man who has a fine reputation for dedication
to free enterprise and the sanctity of contracts, any complaints.
Why not?

Secretary STANS. Senator, perhaps I ought to take a more serious
look at the Lockheed negotiations. It is a procurement contract
between Lockheed and the Department of Defense. The subject of
overruns has come up many, many times, and they have always been
negotiated. I have not considered it a matter of concern for the Secre-
tary of Commerce. I think the Department of Defense is knowledge-
able enough as to the need for the aircraft, as to the factors that
caused the costs to increase, as to the need for a competitive airframe
industry, and under the circumstances I really cannot second-guess
the situation.

It is possible that Assistant Secretary McLellan may have something
further to add to this.

Mr. McLELLAN. Mr. Chairman, I would like to make just the
additional comment that the relationship of Lockheed to the De-
partment of Defense on the C-5A contract was an entirely different
business environment than its relationship to Rolls Royce and the
procurement of the RB-211 engines. Just the provision for renegotia-
tion that exists in the Defense contracts, of course, makes it an en-
tirelv different arrangement; so I really think you cannot liken the two.

The arrangement that Deputy Secretary of Defense Packard
worked out with Lockheed on the C-5A, as Secretary Stans says,
we certainly would not second-guess. We presume that was done, that
has been done, in the best interests of the country.

With respect to the Lockheed-Rolls Royce problem, Lockheed
obviously is trying to determine whether Rolls Royce, under the
jurisdiction of the British Government, will be able to fulfill the
obligations of that 211 engine contract, and in that case certainly a
contract is a contract, and we would hope that the British Govern-



179

ment would see fit to put Rolls Royce in a position of following through
on the obligations they undertook.

Chairman PROXMIRE. There is just one other question that comes
to mind, and I just cannot resist asking it because it just seems to
me so very hard to justify.

As you recall, President Nixon asked a group of prominent Cabinet
officers, including yourself and others, Cabinet Departments, to eval-
uate the supersonic transport in 1969, and they overwhelmingly
indicated reasons for caution on it or opposition. One of the few ex-
ceptions was the Department of Commerce.

Now, I notice that Mr. Magruder in the Department of Transpor-
tation, who is in charge of promoting the SST and selling it to the
Congress, has appointed the Department of Commerce people as the
head of the Environmental Commission to evaluate the environmental
effects of the SST. Interior is left off. They are supposed to know
nothing about the environment. HEW, their knowledge of health, I
guess, is not so important. The Department of Commerce has a repre-
sentative who is the chairman of this commission, and I have great
admiration for the ability of your department, and you have demon-
strated that this morning and other times, but you do not, as you
indicated this morning, you do not have a particular competence in
the area of the SST and, particularly, with respect to the SST's en-
vironmental effect expect except, of course, that you are for the SST
and you are one of the few departments that is.

Is there any other reason you were put in this position?
Secretary STANS. Well, I think vou are referring to what we call the

CTAB panel, Commerce Technical Advisory Board. These are groups
of scientists that we pull together from the private sector to study
specific scientific questions that relate to positions that we take on
various matters. We have had them in various pollution questions, we
have them in atmospheric matters, and so forth. If that is what you
are referring to, it was a perfectly normal thing for us to convene a
special panel of the Commerce Technical Advisory Board to advise us
on the aspects, the technical aspects, of the SST.

Chairman PRoxMiRE. WeLl, wsas it the environrnenta! aspects rather
than the technical or commercial or trade aspects.

One other question: if you are serious about containing the cost-push
inflation, which seems to be the principal problem we have with infla-
tion, how about eliminating import quotas on steel, oil, textiles, and
give us your estimate of what a serious move toward a more liberal
trade policy would have on inflation restraint.

Secretary STANS. At the present time we have import restrictions
only on cotton textiles. We do not have them on textiles made from
other fibers like wool and synthetics, and I have already pointed out
the serious effect upon employment in the United States of not having
restrictions on them.

Now, on oil, here is an entirely different problem, and it is a matter
of national security. The President's position has been based, on na-
tional security considerations.

Chairman PROXMIRE. Canadian oil is not secure and safe?
Secretary STANS. Canadian oil has a very high measure of security

for the United States, but Can ada does not produce enough to satisfy
all our requirements.

Chairman PROXMIRE. They will be secure in what they do produce.
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Secretary STANS. At the present time, we believe it is important to
try to create a supply in the United States by our own type of develop-
ment and production, and the more of that we can develop the less we
have to buy from anyone.

Chairman PROXMIRE. How about steel?
Secretary STANS. Steel is a type of problem, Senator, that is hard to

simplify. Our steel mills were somewhat late in moving to the basic
oxygen process. They now have moved into; it substantially. The
Japanese and some other courftries are in some cases technologically
superior by reason of that new process.

Our steel mills are continuing to modernize. Their problem is almost
entirely a differential in the labor costs.

Now, it is entirely possible, if we extend the steel agreement for a few
more years and the steel industry is able to modernize, that it may be
able to compete in world markets on its own. I do not know whether it
will be or not, but I do think that the steel industry is an important
element of national security, as well, and I think we would be in a
deplorable condition if we did not maintain an adequate steel industry
to take care of national emergencies.

Chairman PROXMIRE. Mr. Brown.
Representative BROWN. I would like to respond to a couple of com-

ments and ask a couple of questions with reference to the SST.
I hate to say it as directly as this, but I think; in the vernacular of the

television program that my children watch, that it is a nonfact that few
departments supported the SST. 1 think every major department of
the Federal Government has supported the SST and, 1 think, it
is on record.

Chairman PROXMIRE. Will the Congressman yield on that?
Representative BROWN. Mr. Secretary, would you know, weren't

you solicited by the Department of Transportation with reference to
the environmental report on the SST for your views, and didn't
every one of the other departments of the Federal Government favor
the SST development or the development of two prototype SSTs on
the basis of that environmental report?

Secretary STANS. I think you have stated it right. I do not know for
a fact that every department of the Government supports it. Most of
those that I know about do support it, and you are right, the Depart-
ment of Transportation did urge us to set up a panel of scientists on
the environmental effects.

Chairman PROXMIRE. Will the Congressman yield just on that one
point? The fact is 1 was talking about 1969 before President Nixon
had taken a position on the SST. They got adverse reports from In-
terior, Office of Science and Technology, HEW, and the Council of
Economic Advisers.

Then the President took a position, and then all the departments
went ahead and supported his position, as they should have.

Representative BROWN. I misunderstood.
Now, the question of Rolls Royce, isn't that involved in the trade-

off, a matter we have in all the areas, or is that not involved in that? In
other words, don't we, in many of our areas of overseas sales, get our-
selves in a position where we have to purchase a portion of the product
abroad where, in order to sell the completed product, get some com-
ponents of the product made abroad?
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Mr. McLELLAN. This is certainly the case, Congressman Brown,
in various kinds of transactions. But in this particular case the British
Government., of course, gave Rolls Royce great encouragement in
the sale of its engine, and part of that encouragement took the position
of where the British Government would purchase the airplane, and
the arrangements were such whereby Lockheed bought the engine,
so there was that kind of a trade-off anticipated in that kind of an
engine in which the Government would buy the plane.

Representative BROWN. That does becomes sort of a trade-off in
the trade arrangement, does it not, or am I misreading it?

Mvlr. McLELLAN. In that particular case, ves; it was a well-designed
transaction between the sale of aircraft engines to the United States
anticipated and the purchase of Lockheed Aircraft with those engines
back by the British.

Representative BROWN. Now, with reference to the passion for the
free enterprise system which has been discussed here this morning,
I would just like to observe that urban mass transit over the next 5
years is going to get something like $3.1 billion out of the Federal
Government so we can develop systems for improving the mass
transportation of people in the urban areas. This is one area of free
enterprise, of the free enterprise system, that I frankly am not overly
concerned about, and I doubt if the Senator is.

I think in the merchant marine fleet area, for instance-am I
correct, Mr. Secretary-that we have spent more so far in the 1960's
or in the last decade on the subsidization of the U.S. merchant fleet
than we have in the development of the SST; isn't that correct?
Isn't it something like $800 million that we have spent on the sub-
sidization of our merchant fleet?

Secretary STANS. Over the last 10 years, it is much more than that.
Iwould guess, over the last 10 years, it is something like $3 billion
that we have spent in subsidizing the construction and operation of
ships in the merchant fleet.

Representative BROWN. So the free enterprise argument in the
development of our transportation facilities in this country, going
back to the canals and railroad days, is just not a very significant
argument, is it?

I was interested in the opening phrase of your response to the
Senator with reference to the Federal Government doing that for
society in this country which private enterprise and individuals
cannot do for themselves. That sounds like a phrase from a Lincoln
Day speech, and it is that season of the year, but is seems an appro-
priate response to the question because this business of the free enter-
prise system being in some way bruised or damaged by Federal
involvement in the development of transportation in this country
just does not wash.

I would like to check, want to make-I do not Want to make a
statement that is not true on the record, but I think there is some
misunderstanding of what the Environmental Panel we are talking
about is. I am under the impression that the Environmental Panel To
Studv the Effects of the SST includes people from the Department of
Health, Education, and Welfare, and the Department of Interior, but
I would just like to challenge the statement that it does not. But I
won't say that it is incorrect until I have had a chance to check the
record.
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Secretary STANS. Mr. Congressman, the Department of Com-
merce is currently participating in two different committees involved
in evaluating the environmental effects of the SST.

At the request of the Department of Transportation, the Commerce
Technical Advisory Board in September 1970 agreed to establish a,
panel to study environmental questions regarding the SST. In line
with past practice, funding for this study is being supplied by the
interest requesting it-in this case the Department of Transportation.
The panel, composed of distinguished nongovernment scientists and
engineers, will complete its study by September 1971.

An interagency SST environmental committee was established
in July 1970 to advise the SST Director of the Department of Trans-
portation on matters relating to environmental pollution and radia-
tion. This committee was initially chaired by Mr. Myron Tribus,
Assistant Secretary of Commerce for Science and Technology, until
his departure from Government and is now chaired by Mr. Fred S.
Singer, Deputy Assistant Secretary of the Interior. The committee
membership is largely from the Government agencies, including HEW,
which have the greatest scientific expertise in the atmospheric and
radiation sciences. Mr. White and Mr. Machta of the National
Oceanic- and Atmospheric Administration now represent the Com-
merce Department on this committee.

In addition to its involvement with these two committees, the Com-
merce Department has provided advice and counseling to the SST
Office on a continuing basis since 1965 with respect to the possible
weather modification aspects of large-scale commercial supersonic
flight.

In order to make the record complete, I would like to submit the
following for the record: One, the charter and membership list of the
Commerce Technical Advisory Board Panel on SST Environmental
Research and the press release of Wednesday, February 3, 1971,
announcing its establishment; and two, the charter and membership
list of the Interagency SST Environmental Advisory Committee.

(The information referred to follows:)

PANEL ON SUPERSONIc TRANSPORT ENVIRONMENTAL RESEARCH

To determine potential environmental pollution and radiation hazards associ-
ated with proposed supersonic aircraft.'

To determine whether supersonic aircraft would create significantly increased
world weather and climatic hazards with particular (but not necessarily exclusive)
reference to the following:

An increase in upper air water content.
A decrease in upper air ozone content with subsequent increase in ultra-

violet radiation.
A change in atmospheric temperature through disturbance of the thermal

radiation balance.
An increase in cloud cover through contrails.
To determine whether SST passengers and crew will experience ionium radiation

exposure problems.
For each of these questions, and other related environmental questions which

the panel may identify, advice and recommendations should be given concerning:
Whether enough information is available to provide definite answers at

this time.
Whether adequate research programs are underway, in the United States

or in foreign countries, to cover subjects for which inadequate information
exists.

Whether planned research programs are designed to produce definite
answers prior to appropriate decision points in the U.S. SST program.

I Noise pollution problems will be considered b y another group.
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MEMBERSHIP ROSTER

Name and professional position
Dr. Frederick Henriques, chairman, Board of Directors, Technical Operations,

Inc., Burlington, Mass.
HENRIQUES, DR. F(REDERICK) C(OHANE), JR, b. San Francisco,

Calif., Feb. 2, 17. m 38; c. 2. PHYSICAL CHEMISTRY. B.S., California, 37;
Brown, 37-38; fel, Rochpster, 38-40, Ph.D.(chem), 40. Asst. phvs, chem, Brown,
37-38; dept. chem, Harvard, 40-41, co-off. investr, Off. Sci. Res. & Develop, 42-
45; med. sch, 44-46; staff mem, radiation lab,- California, 46-47; tech. dir,
Tracerlab, Inc., 47-51; TECH. OPERS, INC, 51-54, pres, 54-62, CHMN. BD.
& PRES, TECH. OPERS. RES, 62- Mem. bd. dirs, Albion Labs. Beckman &
Whitley, Inc. & Chemtrol Corp. Res. assoc, Harvard Med. Sch, 48-49. Consult,
U.S. Dept. Air Force, 51. AAAS; Chem. Soc. Phys. Soc; Math. Soc; Opers.
Res. Soc. Photochemistry; nuclear chemistry; physics; operations research.

'Address: Technical Operations Inc, Burlington, Mass.
Dr. Thomas F. Malone, dean of the graduate school, University of Connecticut,

Storrs, Conn. I I 4
MALONE, DR. THOMAS FRANCIS, b. Sioux City, Iowa, May 3, 17; m. 42;

c. 6. METEOROLOGY. B.S., S.Dak. Sch. Mines & Tech. 40, hon.D.Eng, 62;
Sc.D, Mass. Inst, Tech. 46; hon. D.H.L. St. Joseph Col, 65. Asst, Mass. Inst
Tech, 41-42, asst. prof. meteorol, 43-61, assoc. prof, 51-55; dir. weather res.
center, TRAVELERS INS. CO, 55-57, dir. res, 57-64, second v.pres, 64-66;
V.PRES. & DIR. RES, 66- With off. Naval Res, 50-53. Ed, COmpendium
Meteorol. Mem. adv. panel sci. & tech, cmt. sci. & astronaut, U.S. House of
Representatives; adv. cmt. sect. int. orgns. & progs, Off. For. Secy; geophys.
res. bd. & cmt, water, Nat. Acad. Sci, chnn. cmt. atmospheric sci, 62-; U.S. nat.
cmn, UNESCO, 65-; secy-gen. cmt. atmospheric sci, Int. Union Geod. & Geophys,
f65- Losey award, Inst. Aerospace Sci, 60. Civilian with U.&.A.A.X•, 45. Fel.
AAAS; fel. Meteorol. Soc. (secy, 57-60. pres, 60-62, Brooks award, 64); fel.
Geophys. Union (v.pres, 60-61, pres, 61-64, secy. int. participation, 64-); fel.
N.Y. Acad. Sci. Applied meteorology; synoptic climatology.. Address; Travelers
Insurance Companies, Hartford, Conn.

Deputy Foreign Sec'y, Nat'l Acad Sci V/Pres, International Council of Sci
Unions

Dr. Paul P. MacCready, Jr., former president, Meteorological Research, Inc.
464 West Woodbury Road, Altadena, Calif.

MAcCREADY, DR. PAUL B(ETTIE), JR., b. New Haven, Conn., Sept. 29,
25 in. 57; c. 2. METEOROLOGY. B:S. Yale, 47; M.S, Calif. Inst. Tech, 48,
Ph.D. (aeronaut), 52. Meteorol. consult, Salt River Valley-Water Users' Asn,
50-51; PRES, METEOROL. RES. INC, 51-, ATMOSPHERIC RES. GROUP,
58- Res. asst. Calif. Inst. Tech, 52-53. Consult, President's Adv. Cmt. Weather
Control, 56-57. AAAS; assoc. Inst. Aeronaut. & Astronaut; Geophys. Union; Am.
Meteorol. Soc- Vi eathler Coiitroi Res. Aso; Royal Meteroroi. Soc. Instrumentation
development in aeronautics and atmospheric science; basic and applied studies
in turbulence, cloud physics, cloud electrification and weather modification.
Address: Meteorology Research, Inc., 2420 N. Lake Ave, Altadena, Calif.

Chairman, AMS Committee on Atmos measurement.
Dr. Joseph 0. Hirschfelder, professor of chemistry, Theoretical Institute,

University of Wisconsin, Madison, Wis.
HIRSCHFELDER, PROF. JOSEPH OAKLAND, b. Baltimore, Md, May 27,

11; m. 53. CHEMISTRY. B.S, Yale, 31; Ph.D. (physics, chem), Princeton, 36.
Fel, Inst. Adv. Study, 36; asst, Princeton, 36-37; res. fel, Wisconsin, 37-39, instr.
physics & chein, 40, asst. prof. chem, 41-42, head interior ballistics groups.
geophys. lab. & consult. rockets, Nat. Defense Res. Cmt, 42-45; chief phenomeno-
logist, Bikini Bomb TestV46; prof. CHEM. WISCONSIN, 46-62, HOMER D.
ADKINS PROF, 62-, DIR, THEORET. CHEM, INST, 62-, naval res. lab.46-59,
theoret. chem. lab, 59-62. Group leader, Los Alamos Sci. Lab, 43-46; head theoret.
physics, Naval Ord. Test. Sta, Calif, 45-46. Chmn; div. phys. chem, Nat. Res.
Coun, 58-61; mem, comput. panel, Nat. Sci. Found, 62-65; policy adv. bd,
Argonne Nat. Lab, 62-; Nat. Buir. Standards, 62-, Nat. Acad; Chem. Soc, Phys.
Soc; Am. Acad; Faraday Soc;-Brit. Inst. Physics.& Phys. Soc; Japanese Phys.
Soc; for. mem. Royal Norweg. Soc. Sci. Theoretical chemistry; absolute reaction
rates; gas imperfections; statistical mechanics; molecular quantum mechanics;
scattering gamma radiation; aerodynamics; molecular theory of gases and liquids;
theory of detonations and flame propagation. Address: Dept. of Chemistry,
University of Wisconsin, Madison, Wis.
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Dr. Harriet L. Hardy, assistant medical 'director, Environmental Medical
Service, Massachusetts Institute of Technology, Cambridge, Mass.

HARDY, DR. HARRIET L(OUISE), b. Arlington, Mass., Sept. 23, 06.
MEDICINE. A.B., Wellesley Col., 28; M.D., Cornell, 32. Intern and resident,
Phila. Gen. Hosp., Pa., 32-34; physician, Northfield Sem., Mass., 34-39; asst.
med., MASS. GEN. HOSP., BOSTON, 40-50, asst. physician, 50-51, ASSOC.
PHYSICIAN, 51-, CHIEF OCCUP. MED. CLIN., 49-; ASST. MED. DIR.
IN CHARGE OCCUP. MED. SERV., MASS. INST. TECH., 50-, assoc.
physician in charge, 49-50. Col. physician and head dept. health ed., Radcliffe
Col. 39-45;.asst., med. sch., Harvard, 42-43, clin. assoc., 52-55, asst. prof., 55-58,
assoc. prof., 58-59, lectr., 59-, instr., sch. pub. health, 47-52; lectr., Tufts Med.
Sch. Asst. dist. health officer, div. epidemiol, Mass. Dept. Pub. Health, 45;
physician, div. occup. hyg., Mass. Dept. Labor and Industs., 45-48; health'div.
group leader, Los Alamos Sci. Lab., 48-49. Consult, Atomic Energy Cmn., 49-;
Atomic Res. Center, Ames, Iowa, 49-; Mass. Div. Occup. Hyg., 49-54; World
Health Orgn. and Int. Labour Orgn., Geneva, Switz., 51-- Lemuel Shattuck Hosp.,
Boston, 55-; Vet. Admin. Hosp., Boston, 61- Mem., donf. Govt. Indust. Hv-
gienists, 63-. Dipl., Nat. Bd. Med. Exam., 35; Am. Bd. Prev. Med., 55. Asn.
Am. Physicians,-Acad. Occup. Med.; Indust. Med. Asn.; fel. Col. Physicians;
Thoracic Soc.; Royal Soc. Med. Preventive medicine; occupational health.
Address: Room 20B-238, Massachusetts Institute of Technology, Cambridge,
Mass. 02139.

Dr. Richard S. Miller, professor of forest ecology, School of Forestry, Yale
University, New Haven, Conn. I

MILLER, PROF: R(ICHARD) S(AMUEL), b. Cleveland, Ohio, July 4, 22;
m. 46; c. 2. ANIMAL ECOLOGY. B.A., Colorado, 49; D. Phil. (animal ecol.),
Oxford, 51. Instr. BIOL. -Harvard, 52-55; assoc. biologist, Colorado State, 55-58;

.asst. prof. SASKATCHEWAN, 59-60, ASSOC. PROF., 61- U.S.A.A.F., 42-46.
Am. Soc. Zool.; Soc. Mammal; Am. Ecol. Soc. (ed., Ecol.); Soc. Nat. Can. Soc.
Zool.; Brit. Ecol. Soc. Population ecology. Address: Dept. of Biology, University
of Saskatchewan, Saskatoon, Sask., Can.

Dr. Martin A. Pomerantz, director, Bartol Research Foundation, The Franklin
Institute, Swarthmore, Pa.

POMERANTZ, DR. MARTIN ARTHUR, b..Brooklyn, N.Y., Dec. 17, 16;
m. 41; c. 2. PHYSICS. A.B., Syracuse, 37; M.S., Pennsylvania, 38;' Ph. D.,
Temple, 51. Asst.,.BARTOL RES. FOUND, FRANKLIN INST., 38-41,;res.
fel., 41-43, physicist, 43-59, Dir, 59-Fulbright scholar & vis. prof, Aligarh
Muslim Univ., India, 52-53; vis. prof, Swarthmore Col. Fd., J. of Franklin Inst.
Mem cmt. polar res, geophys. res. bd. & space sci. bd, Nat. Acad. Sci; v. pres.
cmt. & chmm. U.S. cmt, Int.'Years of the Quiet Sun & v. pres. int. geophys.
cmt. Int. Coun. Sci. Unions. Mem. & leader numerous sci. expeds. Fel. AAAS;
fel. Phys. Soc; fel. Geophys. Union. Cosmic rays; secondary electron emission;
semiconductors; electronic physics; solid state; radiation effects; geophysics;
solar terrestrial physics; astrophysics. Address: Bartol Research Foundation,
Franklin Institute, Swarthmore, Pa.

Mr. Robert W. Rummel, vice president, planning & research, Trans World
Airlines, Inc., .New York, N.Y.

Chief Engineer, TWA, 1943, Vice-Pres, Engr, TWA 1956, Vice-Pres, Planning
& Res, TWA, 1959, Member, Res & Tech Advisory Committee on Aeronautics,
NASA.

DEPARTMENT OF COMMERCE,
OFFICE OF THE SECRETARY,

Press Release, Fetbruary 8, 1971, Washington, D.C.

SECRETARY STANS NAMES PANEL To STUDY RESEARCH ON SST ENVIRONMENTAL
EFFECTS

Secretary of Commerce Maurice H; Stans today announced the establishment
of a Panel on Supersonic Transport Environmental Research, to study certain
potential environmental toncerns associated with the SST. The panel will analyze
weather, climate, and radiation data and will report to the Secretary by September.

"The environmental aspects of supersonic flight have received major attention
and millions of dollars of research attention over the past 12 years," the Secretary
said. "Based on information from past and ongoing research, no significant effects
on the weather and climate due to the SST program have been identified. However,
in the absence of complete data, and because sufficient uncertainties exist, I
believe that additional information should be obtained and analyzed."
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William M. Magruder, director of the Department of Transportion's SST
program, supports this view, and in fact approached the D.epartment of Commerce
for assistance, Secretary Stans said. At the Secretary's request, the Commerce
Technical Advisory Board, consisting of non-government scientists and engineers,
established this panel and named Dr. Frederick C. Henriques, an atmospheric
photochemist and chairman of the board, Technical Operations, Inc., Burlington,
Mass., as chairman.

The Secretary said that he expects the Panel to determine whether existing
research efforts, both here and abroad, plus the planned Department of Trans-
portation research program, are adequate to produce definitive and timely answers
to environmental questions. The panel plans to meet with British, French, and
Russian governmental authorities and scientists.

Secretary Stans also announced six other members of the panel: Dr. Harriet
L. Hardy, assistant medical director, Massachusetts Institute of Technology,
Cambridge; Dr. Joseph 0. Hirschfelder, professor of chemistry, University of
Wisconsin, Madison; Dr. Paul B. MacCready, Jr., meteorologist, Altadena,
Calif.; Dr. Thomas F. Malone, dean, Graduate School, University of Connecticut,
Storrs; Dr. Martin A. Pomerantz, director, Bartol Research Foundation, The
Franklin Institute, Swarthmore Pa. and Robert W. Rummel, vice president,
planning and research, Trans World Airlines, New York.

Additional panelists will be named soon, Secretary Stans said.

SST ENVIRONMENTAL ADVISORY COMMITTEE

CHARTER

To advise the SST Director. Department of Transportation on matters nertain-
ing to environmental pollution and radiation.

The SST Environmental Advisory Committee, composed primarily of scientists
and science administrator actively participating in atmospheric research programs
on-going within the U.S. Government, will serve as a continuing advisory body
to the SST Director throughout the SST Development Program. The Committee

-will:
Meet periodically at the call of the SST Director and/or the Committee

Chairman.
Provide guidance, advice and scientific assistance for the planned SST

Environmental Research Program.
Provide a safeguard role in making sure that positions taken by the Gov-

ernment as concerns the environmental issues related to the SST are sound,
factual and unbiased.

.MEMBERS

Dr. S. Fred Singer (Chairman i), Deputy Assistant Secretary, Department of
the Interior.

Dr. Myron Tribus, Senior vice president for research and development, Xerox
Corp.

Dr. William W. Kellogg, Associate Director, National Center for Atmospheric
Research.

Dr. Lester Machta, Director, Air Resources Laboratory, National Oceanic and
Atmospheric Administration.

?vlr. H. J. Mastenbrook, atmospheric physicist, U.S. Naval Research Laboratory.
Mlr. George Chatham, aeronautics and space specialist, Legislative Reference

Service, Library of Congress.
Dr. Harald Rossi, professor of Radiology physics, Columbia University and

Chairman, FAA Committee on Radio Biology Aspects of the SST.
Dr. Paul Tompkin, Chairman, Federal Radiation Council.
Dr. Robert M. White, Acting Administrator, National Oceanic and Atmospheric

Administration.
Dr. S. J. Gerathewohl, Chief, Research Planning Branch, Office of Aviation

Medicine, FAA.
Dr. Arthur H. Wolff, Deputy Assistant Administrator for Research and Devel-

opment, Environmental Health Service, HEW.

Chairman will designate additional members as required.
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Representative BROWN. The Senator and I continue our difference
on the SST.

Secretary STANS. I suspect you would.
Chairman PROXMIRE. Congressman Brown is a very fine opponent,

one of the best.
I want to thank you very, very much, Mr. Secretary. We have

other questions we would like to submit for the record. You have
been most patient. The hour is late. You were patiently waiting and
were-very responsive and helpful in your testimony. Thank you very
much.

Tomorrow morning we will reconvene to hear the Secretary of
Agriculture, Mr. Hardin, at 10.o'clock.

(Whereupon, at 1:10 p.m., the committee recessed, to reconvene at
10 a.m., Thursday, February 18, 1971.)

(The following information was subsequently supplied for the
record:)

RESPONSE OF HON. MAURICE H. STANS '10 AN ADDITIONAL WRITTEN QUESTION
POSED BY CHAIRMAN PROXMIRE

Question. In December 1968, the Executive persuaded European and Japanese
steel producers to voluntarily restrict their exports to the United States. From
1960 through the end of 1968 wholesale prices for iron and steel products in-
creased 5.5 percent. But from December 1968 through November 1970, wholesale
prices for these products rose 13.8 percent, more than twice the amount in the
previous nine years. In the light of these facts and the recent 6.8 percent rise in
the price of structural shapes, will the Administration oppose renewal of this
voluntary arrangement when it expires?

Answer. During the years in question industrial wholesale prices followed a
pattern of relative stability until the mid-1960's, with substantial increases since
then in response to inflationary demands and the rapid rise in labor and other costs.
Thus, the behavior of steel prices in recent years has reflected the broad economic
forces at work, as well as the many special circumstances of the industry.

The Administration is now in the process of discussing extension of the Voluntary
Restraint Arrangement (VRA) with the major foreign exporters of steel to the
United States.

We are continuously following price developments in the U.S. steel industry and
expressed our concern at the price increase originally announced by the Beth-
lehem Steel Corporation, which was later modified. But not all steel prices have
increased. A number of particularly hard pressed specialty steel producers have
lowered prices on some of their items in order to remain competitive. These price
cuts have come at a time when imports of these items have already taken close
to 40 percent of the domestic market. Furthermore, it is not clear that the price
cuts will prevent further increases in imports.

The profit position of the steel industry is weak at the present time and some
important sectors of the industry are experiencing serious difficulties. Despite
higher average prices in 1969 and 1970, steel industry profits after taxes declined,
because of cost increases. Total revenue reached a record level of $19.4 billion in
1969 (up 4.8 percent) but profits fell by 14.3 percent to $850 million-4% percent
of revenue compared with 512 percent in 1968. Profits for the first nine months of
1970 fell by an additional 31 percent and were only 2.9 percent of sales.

Steel industry profits have been on a downtrend since the mid-1950's. As a per-
cent of sales, profits declined from about 8 percent in 1955 to 4½; percent in 1969.
As a percentage return on equity, steel industry profits were about the same as all
manufacturing in the mid-1950's. By the mid-1960's, the steel industry return on
equity had declined to about 70 percent of the return in all manufacturing. By 1969,
this ratio had dropped'to less than 60 percent, and was even lower in 1970. At the
same time that profits have been declining, the industry has continued to moder-
nize its plant and equipment, spending over $2 billion annually in the last several
years.

Against this background, it is clear tha much of the increase in steel prices-in the
past several years can reasonably be attributed to causes other than the VRA.
Worldwide demand for steel increased sharply in this recent period and in the last
two years the VRA limits themselves were not filled by Common Market pro-
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ducers. Nevertheless, imports continue to represent a significant part of our
domestic steel market, and at this juncture we think that sonie restraint on these
imports is required.

The process of obtaining an appropriate extension of the VRA will continue. At
the same time we are engaged in a further review of the long range prospects for the
steel industry including the import question and the interests of steel users.

RESPONSE OF HON. MAURICE H. STANS TO ADDITIONAL WRITTEN QUESTIONS
POSED BY SENATOR JAVITS

Question 1. On p. 21 of your statement, you say "Our antitrust policies need to
be reviewed, particularly with respect to their application to the overseas opera-
tions of U.S. industries and to joint efforts by our exporters to enter foreign
markets." What specific measures do you think we should take to change these
antitrust laws?

Answer. Probably no other major industrialized nation gives as little assistance
to, or places as stringent restrictions on its export trade as we do. This Department
has received many complaints from American businessmen who feel particularly
handicapped by our antitrust laws in their efforts to compete with their foreign
counterparts for a fair share of the overseas markets.

In that light, the Department of Commerce has undertaken a review of the
'impact of U.S. antitrust policies on overseas operations of American business. We
are assessing the U.S. business experience under the Webb-Pomerene Export
Trade Act. Beyond that, we are studying such areas as joint bidding for construc-
tion services abroad, foreign licensing programs, other distribution programs, and
the like. From this study, we hope to draw conclusions as to the actual impact of
U.S. antitrust legislation on those U.S. companies which face competition abroad
in contexts rather different from our home markets, and to make specific recom-
mendations so that these companies may become more competitive in the future.

I believe that any proposals to amend our antitrust laws should await the
completion of this study.

Question 2. What remedies do you suggest that the Congress consider that
would buttress our superiority in technology-intensive goods so that our export
margin could exceed the $9-10 million range? Does the answer lie in giving greater
incentives and support to research and development; does it lie in further revision
of depreciation schedules, etc?

Answer. Sustained improvement in our foreign trade position requires action on
many fronts. Export expansion efforts, to be truly effective, require a more com-
petitive American economy vis-a-vis foreign countries. The first requirement is to
cool our domestic inflation. I believe there is evidence that the rate of inflation
here is slowing and some evidence that inflation rates abroad are now outrunning
the rate in thei United States.

Within this improved economic environment, I believe that the greatest oppor-
tunity, is to maximize export growth in our most innovative capital-intensive
industries. Export tax incentives, of the type recommended by the Administration
through the Domestic International Sales Corporation (DISC) program, can
clearly be of major value in improving our export position. In addition, there is
no question that more effort needs to be made in the export credit field, so that
the terms and conditions of Export-Import Bank financing of exports are more
competitive with terms supplied by foreign credit institutions. This is especially
important in the capital goods sector where international credit competitiveness
of the United States has until very recently lagged. Removal of present budgetary
constraints on the Eximbank would be very helpful in this regard.

I would not be prepared to propose new tax or other government incentives in
the field of industrial research and development at this time. At some future time
it may be necessary to consider this alternative, especially in view of the cutback
in government-supported R & D in the Defense-Aerospace area.

I also think some further consideration of depreciation schedules may be desir-
able. Other governments are known to provide tax advantages of this type to
help the establishment and expansion of high technology industries in their
countries, especially if there is an import-saving or export-growth interest to be
served. In certain respects, for example, the computer industries in the UK,
France and Japan have benefitted by direct government programs to facilitate
the establishment of a computer manufacturing capacity in these countries.
However, I do not feel that sufficient study has thus far been given this subject
in the United States to conclude that further revision is warranted.

59-591-71-pt. 1-13
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RESPONSE OF HON. MAURICE H. STANS TO AN ADDITIONAL WRITTEN QUESTION
POSED BY REPRESENTATIVE BROWN

Question. Could you indicate to us how much of the increase in unemployment
during 1970 was attributable to (a) jobs lost because of increased competition
from imports into the U.S., (b) jobs lost because of defense cutbacks, and (c) jobs
lost to or temporary unemployment created by prolonged strikes?

Answer. It is always difficult to attribute a rise in unemployment to specific
causes in a precise quantitative fashion. Changes in unemployment are invariably
the result of multiple causes that interact extensively and cannot be separated
empirically. Furthermore, even when unemployment is stable, changes in the
composition of the unemployment-both voluntary and involuntary-take place
continuously, with job losses and job gains offsetting each other.

Although the rise in unemployment in 1970 cannot be pinned down to certain
causes, it is possible to say something about the impact on employment of rising
imports, defense cutbacks, and strikes. No overall estimate is available of the
number of jobs lost because of increased competition from imports (nor of job
gains from exports). Some industries have been hurt significantly, however. Last
year, I am told, there were 1OOOOO jobs lost in the textile and apparel industries,
some very substantial part of which can be traced to the large rise in imports in
this area. Another example is consumer electronics, where for many product
lines the domestic market has been substantially captured in recent years by
foreign products. From 1969 to 1970, U.S. employment in this industry declined
by 19,000 workers (16% percent) as shipments declined 26 percent while, at the
same time, imports of these products increased 27 percent.

As the 1971 Economic Report emphasized, jobs are created by exports. In 1969,
nearly 4 percent of the private labor force was directly or indirectly dependent
upon exports for employment. It is also important to note that wages in export
industries are usually higher than in import-competing industries.

The impact of the cutbacks in defense on employment during 1970 were
discussed in TheAnnual Report of the Council of Economic Advisers (pp. 42-49). The
Armed Forces were reduced by about 400,000 during 1970, and civilian employ-
ment in the Defense Department declined by nearly an additional 100,000.
Private employment related to defense may have been reduced by 600,000. All
told, therefore, the Council estimates that there was a decline of 1.1 million jobs
attributable to the decline in Department of Defense expenditures during 1970.

Information on the direct influence of strikes is readily available; the Bureau of
Labor Statistics estimates that strikes totaled 62 million idle man-days in 1970,
up 45 percent from 43 million in 1969. The indirect effect of prolonged strikes is
not easy to determine, however. The 1970 automobile strike resulted in sub-
stantial temporary layoffs in supplier industries, such as the tire and rubber
industry, and among salesmen and other employees of automobile dealers. The
Department of Labor has been able to identify over 300,000 workers (other than
strikers) who were laid off because of the strike. If we could measure the full
impact of the auto strike on employment, it is quite likely that the total number-
of workers laid off was as much as double that 300,000 estimate.
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and Representatives Widnall and Brown.
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McHugh, senior economist; John R. Karlik, Richard F. Kaufman,
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Jasinowsky, research economists; and George D. Krumb-iiaar, Jr.,
minority counsel; and Walter B. Laessig and Leslie J. Barr, economists
for the minority.

OPENING STATEMENT OF CHAIRMAN PROXMIRE

Chairman PROXMIRE. Our witness this morning is the Honorable
Clifford M. Hardin, Secretary of Agriculture.

Agriculture is the most basic sector of any economy. In a modern
industrial economy, it is also in many ways the most puzzling. For
many years now, the marvelous productive capacity of our agricul-
tural sector has given us the ability to produce far more food than
the population of the United States possibly can aonsumn .

I might point out that the efficiency of our agriculture is so dra-
matic and gives us such a tremendous advantage in the world that it
just has not been appreciated or realized. If we compare, for example,
the manpower required to produce our food with that of the Soviet
Union, we find that they take seven times as many people to produce
20 percent less food, and of course, this frees our vital resource of
manpower for other things and is, in my view, the principal reason
for the substantial superiority the United States has over the Soviet
Union economically.

Yet surpluses accumulate while people. go hungry. Clearly the fault
must lie in the inadequacies of the marketing and distribution system.

In fiscal 1971 we are spending an estimated $4 billion in farm income
stabilization programs. If distributed equally this would be about
$1,000 for each of the Nation's 4% million farmers in 1970. Surely an
expenditure of this size should be adequate to achieve its dual purpose
of providing an adequate fncome for the farmers and an adequate food
supply at stabilized prices for the consumer.

Yet 1970 was not a good year for agriculture. Net income per farm
from farming declined in real terms and in the fourth quarter was more

(189)
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than 10 percent below its year earlier level. More than 20 percent of
farm families had incomes below the poverty level.

Prices received by farmers at the end of 1970 were about 7 percent
below their year earlier level. For a time, there were hopeful signs that
the price decline might be reflected in lower retail food prices, but re-
tail food prices began to rise again in December. Just recently, the
Agriclulture Department released its estimate that 1971 would register
further increases in retail food prices.

So what we have is a farm program that is tremedously expensive,
yet far from successful in achieving its objectives. We have a Federal
program that pays out enormous Federal subsidies to a few wealthy
farmers, yet leaves the average farmer with an inadequate income.
We need a better farm policy.

Secretary Hardin, we welcome you before this committee, and we
invite you to explain to us both what our current farm policy is and
how it might be improved.

Go right ahead.
I understand the distinguished gentleman with you is Mr. Paarlberg,

who is one of the outstanding economists in our Federal Government
and is your chief economist with the Department of Agriculture.

STATEMENT OF HON. CLIFFORD M. HARDIN, SECRETARY OF AGRI-

CULTURE, ACCOMPANIED BY DON PAARLBERG, DIRECTOR, AGRI-

CULTURAL ECONOMICS, DEPARTMENT OF AGRICULTURE

Secretary HARDIN. Yes; that is correct, Mr. Chairman.
I appreciate the opportunity to appear before your committee and

to comment on the President's Economic Report as it relates to agri-
culture and to rural America. I will confine my remarks to five central
topics: the state of the agricultural economy, which you have referred
to already, Mr. Chairman; service to consumers; geographic distribu-
tion of the population; environmental protection; and timber supply.

STATE OF THE AGRIcULTURAL ECONOMY

The figures I have, 'Mr. Chairman, differ slightly from those that
you have, but I think we do not disagree on the fundamental point
Our most recent data show that realized net income per farm in 1970
averaged practically the same as the record level of 1969. Note, we
are talking per farm. It was 82 percent above the 1960 level. The per
capita disposable income of the farm population from all sources,
farm and nonfarm, in 1970 was 139 percent above 1960. This com-
pares with a gain of 67 percent during the 10-year period for the
nonfarm population. In 1960, per capita disposable income of the
farm population was only 55 percent of the income of the nonfarm
population. Last year farm people got 78 percent as much income as
nonfarm people. This was a substantial gain for the decade, but
far too many farm people still have far too little income. Though
farm incomes have improved, the fact that they continue low relative
to incomes of nonfarmers remains the No* 1 problem of agricultural
policy.

Income from nonfarm sources is becoming a larger component of
the net incomes of farm people. Off-farm jobs of various kinds are
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the chief source of such income. In 1970, the per capita disposable
incomes of people on farms averaged- a record $2,633. Almost half
of this (47.7 percent) was from nonfarm sources. These dollars are
as useful in buying goods and services as those earned from farming
operations also.

The year 1970, found crop prices rising and livestock prices falling,
although since the end of the year, there has been some bounceback
in livestock prices. The net result was an increase for 1970 in prices
received by farmers of 2 percent above the 1969 level. The decline
in livestock prices was primarily due to the large increase in pork
production, accompanied by continued large supplies of beef, poultry,
eggs, and milk. The rise in crop prices was due mainly to higher prices
for feed grains, wheat, and soybeans, reflecting the smaller 1970
grain crop. Corn blight cut the yield of that crop by approximately
15 percent. Adding to the price strength for grain was an expanding
domestic and export demand for both grains and soybeans.

Agricultural exports in 1970 hit a record $7.2 billion, 22 percent
above the previous year and 4 percent above the previous record in
1966. Much of the advance was attributable to the poor grain harvest
in Eastern European countries and Western Europe and the
strengthening demand for grain and grain products for livestock
feeding as diets improved in other developed nations. We achieved
some export gains through trade concessions that we were able to
negotiate and especially so with Japan.

Agricultural imports continued to expand in 1970, with most of the
increase accounted for by gains in animal products, fruits, vegetables,
sugar, and coffee or cocoa. Agriculture showed a net excess of exports
over imports of $1.5 billion during the year, thus helping to impiove
the Nation's overall trade balance. With the comparative advantage
enjoyed by much of American agriculture, we should be able to improve
our performance even more-if we can keep export markets open and
if we can gain further concessions.

In the year ahead, agriculture faces substantial change as supply
conditions adjust and demand improves. Large supplies of livestock
and livestock products may hold farm product prices below the highs
of last winter, particularly in the case of pork. But there has been this
recent recovery, and beef prices are running above the level of last year
at this time. But with the general economy improving, we are looking
for farm product prices to strengthen by around midyear as livestock
production tapers off a bit.

For 1971 as a whole, cash receipts from farm marketings are expected
to show an increase. Realized gross farm income should run slightly
above the previous record.

Although there has been a decline in the ratio of prices received to
prices paid by farmers, there is still a cost-price squeeze. It is important
to recognize the limitations of this measure as an indicator of farmer
well-being. The development and application of new production tech-
nologies; rapid changes in the size, structure, and organization of pro-
duction units; and the further integration of production and marketing
processes have yielded very rapid gains in productivity in the postwar
years. As a result, it is more meaningful to examine trends in income
per farm and in per capita income, of farm people.
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SERVICE TO CONSUMERS

The average American family purchases its food supply with only
16.7 percent of the family income. Never before has this percentage
been so low, and never before has the quality of the food supply been
so high.

This remarkable achievement, never before attained anywhere in
the world, is a tribute to the great efficiency of American farmers.
During the last 10 years, efficiency-that is, the amount of output per
unit of input-has been advancing about twice as rapidly in agriculture
as in the rest of the economy.

To the degree that the'relatively low share of the income spent for
food results from agricultural efficiency, farmers can take pride. But to
the degree that it results from inadequate returns to the labor, manage-
ment, and capital employed in the production of food, there must be
concern. All of these elements are in the picture.

GEOGRAPHIC DISTRIBUTION OF THE POPULATION

The geographic distribution of population and employment op-
portunities is an issue of growing national significance. We know from
the census of last year that about half of all counties in the Nation
(most of them rural) lost population over the decade of the 1960's
and that another one-quarter grew slowly. The countries losing popu-
lation experienced net outmigration, and most often the outmigrants
were young adults beginning their most productive years of life. In
such States as North Dakota, South Dakota, Nebraska, Kansas,
Montana, and West Virginia, over three-quarters of all counties lost
population.

Yet, there are growth centers in most of these States where the rate
of population increase equals that of the metropolitan centers.

One of the major challenges before us now is to combine these two
forces-the decline and stagnation of large areas and the growth and
vitality of nearby centers-in a manner that is mutually supportive.
Or adding to that, to help to create more of these active growing points
in the towns and smaller cities of ruralAmerica.

The increased use and support of planning and development dis-
tricts will help place the issue in the areawide context that is needed.
It will also help Federal agencies bring their efforts into more effective,
more complementary relationships at the local level. With the pros-
pect of localities having access to noncategorical grants in the form
of federally shared revenues, these institutions take on even greater
potential stature.

A subcommittee of the Domestic Council has been examining the
need for a national growth policy, with particular attention to the
development of nonmetropolitan areas. Much of this work is underway.
Several of the Federal agencies have increased their programs that
are pointed in the direction of rural America, and we are hopeful soon
that this entire policy can be made more explicit with a more clearly
articulated statement.

ENVIRONMENTAL PROTECTION

On environmental protection the Department of Agriculture has
a long and outstanding record. Among the many notable accomplish-
ments are the:
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Abatement of the Great Dust Bowl problem through soil
conservation.

Reduction of flooding and related damages through upstream
conservation.

Control of forest fires on national forests and on private lands.
I note parenthetically at this point that after many years of
reduction of forest fires, we did have a bad year in 1970, which
destroys the direction of the curve a little bit.

Improvement of the landscape and stabilization of soils through
cooperative tree planting programs.

We must not, however, permit past successes to make us complacent
as to present and future needs, which are many. We cannot solve all
our environmental problems overnight. It will take a deliberately
programed effort over time to realize the improvements that are
desired. In some cases we will have to wait for standards to be estab-
lished and for technological improvements from research. In other
situations, new or expanded authorities may be needed. The co-
operation of public and private efforts will also be an important
ingredient. Nonetheless, we are determined to make progress on the
entire breadth of the environmental front.

The Department of Agriculture's environmental program for the
1970's, as it is now taking shape, will include five major elements.
The first will involve the identification, retention, and protection of
land for agricultural production. Again, I want to comment paren-
thetically, we are particularly concerned on the grade A or class 1
and 2 land, the very best agricultural land, of which there is a limited
supply in the Nation.

Second, we are designing new approaches to the use of land released
from agriculture for esthetic and recreational purposes and especially
around the population centers.

A third element will be to stimulate selected small and medium size
growth centers around the Nation, largely in response to local initiative
in this instance.

As a fourth element, we are intensifying our efforts to determine the
determine the capacity of land to absorb wastes and to design means
of converting wastes into beneficial uses.

Finally, a fifth element involves modifications in the use of agri-
cultural chemicals. We are, for example, already beginning to use a
number of biological control mechanisms to replace the more toxic
chemicals.

TIMBER SUPPLY

Concerning timber supply, as a result of tight money supplies and
housing starts of less than 1.4 million in fiscal year 1970, softwood
lumber and plywood prices declined from the very high levels they
had reached the previous year. However, demands for lumber and
plywood are expected to expand sharply over the next decade in
response to projected demands for housing. At present levels of
timber management and production, these demands will give rise to
significant increases in timber prices.

By acting now to increase timber supplies, we can reduce the impact
of rising demands on softwood lumber and plywood prices and housing
costs. We have the capability to do this. Within the next decade or
so, this capability will be concentrated largely on national forests.
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Over the longer run, we will have to depend more on private timber
ownerships to meet the rising demands.

In the recent past, public lands have provided some 40 percent of
the softwood sawtimber harvests. Industrial forest lands have ac-
counted for almost one-third of the harvests, and the remainder have
come from holdings of farmers and other private landowners. As
demand increases, the forest industry has usually increased harvest
on private lands. However, as a result of past cuttings, this source
of supply has been reduced. We must not delay further in the devel-
opment of privately owned forests. Time lost cannot be regained.

The President, in his response of last June to the findings and
recommendations of an interdepartmental task force on softwood
lumber and plywood, directed me to formulate plans to improve the
level and quality of management of public forest lands to permit
the increased harvest of softwood sawtimber, consistent with sus-
tained yield, environmental quality, and multiple-use objectives.
Among other steps, the President also directed me to develop pro-
grams to increase the production and harvesting of timber on State
and private lands, consistent with the maintenance of environmental
quality.

In response to these directives, we are developing plans to accelerate
reforestation and timber stand improvement work and to reduce
the management planning and inventory cycle from 10 to 5 years.
The latter improvements will make future allowable cut levels more
quickly responsive to investments for increased growth and to
management changes.

I have tried, in this brief statement, to anticipate your interests.
I may not have done so. To the best of my ability, I shall be happy
to respond to your questions.

Chairman PROXMIRE. Thank you very much, Mr. Secretary. There
are some very good things in this statement. I notice, for example,
you stress, and I think it is a very wise and good stress, the point
that the American people are now able to buy their food for 16.7
percent of their income, which is an all time record and far lower
than any other country, far, far lower. This just can't be said often
enough. We hear a lot of complaints, understandable complaints,
about the rise in the cost of food. But the fact is when you include
the entire cost of the farm program, when you include what the farmer
gets and what the marketing and distribution system receives, the
American family is getting the best bargain any people have ever
gotten in history. I think this is something that, as I say, you rightly
and properly stress and have good reason to be proud of.

I am concerned, however, as I indicated to you just before you
started to speak when we wer6 discussing this informally, with the
openining statistics that you give on the improvement that the farmer
has enjoyed since 1960. Because I think this is a serious distortion of
what is actually happening. You do say further down in the para-
graph that his income is still substantially less than those off the
farm. But what puzzles me and concerns me about these figures is
the fact that the income of the farmer did go up, it is true, from 1960
to about 1966 or 1967. And I am delighted you picked that period.
It shows that you are making a nonpartisan approach this morning,
because of course, this is the period when the Democratic adminis-
trations were in office. In the last year or so, this has not been such a
good time for the farmers on that basis.
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Let me point out, for example-
Secretary HARDIN. May I intercede there?
Chairman PROXMIRE. Yes, sir.
Secretary HARDIN. 1969 and 1970 are record levels in absolute

dollars.
Chairman PROXMIRE. You mean not corrected for inflation. Is

that what you mean?
Secretary HARDIN. That is correct.
Chairman PROXMIRE. Well, if you correct them for inflation, you

get quite a difference, dramatically different picture.
Secretary HARDIN. With that I agree.
Chairman PROXMIRE. In other words, in real income, the farmer

is worse off.
Take this past year. In 1970, net income per farm at current prices

went from $5,850 in the first quarter-I am talking about per farm
income-to $5,680 in the second quarter, and in the third quarter,
to even less, $5,540, and to $5,270 in the fourth quarter, still less.
That is particularly dramatic at a time when farms are diminishing
and the size of the average farm is increasing and farm population
is dropping. What is your explanation, or what do you think caused
this tremendous drop in farm income?

Secretary HARDIN. Particularly disturbing has been the drop in
pork prices as a result of the 25-percent increase in pork supplies.

Chairman PROXMIRE. What we overlook, of course, in your state-
ment when you point out the substantial increase the farmers have
enjoyed since 1960, is that most of it is coming from off-farm work-
off-farm work-which the Department of Agriculture, either under
the Freeman administration or the Hardin administration, can hardly
take credit for. In fact, because the farmers are in such desperate
plight, they find they have to work off the farm to supplement their
income. Isn't this true?

Secretary HARDIN. Mr. Chairman, let me say that I am not trying
to give credit or take credit at this point. I am merely trying to
report the facts as they exist, and it is a fact that the nonfarm income
has increased.

Chairman PROXMIRE. Onfarm income?
Secretary HARDIN. Nonfarm income.
Chairman PROXMIRE. That is right. What has happened is that

since 1960, you have had marginal farmers drop out, farmers that
just could not make it, disappearing. You have had a consolidation
of farms so the farms are bigger, the farmer has to have a much
bigger investment, he has to work greater acreage. This gives you a
statistical picture of an improving lot for the farmer which, it seems
to me, is not fair or accurate.

Secretary HARDIN. During this entire period the Department of
Agriculture has placed considerable stress on the economic develop-
ment of rural America and the creation of job opportunities off the
farm, so that most of the work and most of the accomplishments are
due to the efforts of local people. These efforts have been encouraged
and should be encouraged more by various Federal agencies, including
the Department of Agriculture, that have attempted to help those
communities that were willing to organize and help themselves.

Chairman PROXMIRE. I am sure it has helped some. But I am sure
you would agree with me that the overwhelming amount of this has
been the initiative taken by the farmer himself. In my State, I have
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noticed so many farmers working in a number of plants. I think
something like 40 or 50 percent of our farmers work off the farm in
full-time jobs.

Secretary HARDIN. This is correct.
Chairman PROXMIRE. I notice also that since 1960, the figures I

have are that national income almost doubled-went up from $414
billion to $801 billion, while farm proprietor income, which seems to
me a better indication of what the farmers are getting as farmers,
went from $12 billion to $16 billion.

Secfetary HARDIN. That is right.
Chairman PROXMIRE. In other words, you had national income

up about 100 percent and farm income up only about 35 percent.
Secretary HARDIN. Farm income does need to be adjusted for the

number of farm units, which have been reduced.
Chairman PROXMIRE. That is true, but even adjusting, as I pointed

out, for farm units in the last year or so, the farmer hasn't done so
well.

Secretary HARDIN. We agree on the basic point, which is that farm
income is still low, still inadequate in terms of the rest of the economy.
Or to put it another way, the farmers have not shared equitably in
the rising income and rising standards of living of this Nation.

Chairman PROXMIRE. I am concerned about the most recent
figures that I have seen on productivity on the farm. I noted in my
opening remarks that this has been the great strength of the American
economy, that we have economized on our agricultural manpower
dramatically as compared with the Soviet Union. On the other hand,
most of this improvement seemed to come in the 1930's, the 1940's,
and the 1950's. Since about 1960, the increase in farm productivity
has not been very great and the statistics I have here indicate that
in the last couple of years, it has increased very, very little. Now, do
you have statistics or figures that will contradict that?

Mr. PAARLBERG. Your figures are correct, Senator. The modest
gains in efficiency in this past year have been due in large part to the
corn blight which cut yields and hence the amount of output. We
believe that this is really a temporary thing, that it does not indicate
any real termination in the efficiency advances that the farmers have
been producing.

Chairman PROXMIRE. I am talking about not just the last year,
I am talking about the increase in efficiency or productivity since
1960. Let me just give you some statistics I have here. Perhaps you
can help us with them. This is according to the Economic Report on
page 293.

The 1960 index number was.97-I am talking about the output
per farmer-and the 1970 index number was 99. That is over a 10-
year period. This is in sharp contrast to the very large gain in
productivity which this index shows, as I said, for the preceding 30
years.

Mr. PAARLBERG. It is correct that in recent years, the rate of
efficiency gain has not been as great as earlier. Our analysts are not
convinced that this is a fundamental change in trend. It may well
be things of a temporary and passing nature but that will not be
possible to determine until some future date.

Chairman PROXMIRE. Well, in view of the great benefits for our
economy and the fact that Mr. Hardin properly stressed, that people
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have to pay far less of a proportion of their income for food here than
in any other country or any other time, it seems that if we can't
continue to improve our farm productivity, we are not going to be
able to improve this advantageous position that we have. What are
you doing to try to get at this and to try to continue improvements in
farm productivity?

Secretary HARDIN. Yes, Mr. Chairman. The research programs
that have been, behind the scenes, responsible for, or that have
made possible the gains in efficiency that farmers have made, have
been very ingenious in this process for these years. But much of the
gain will depend upon new technology developed. Wheat yields,
with the development of the new varieties as they are adapted to
particular localities, will add another factor of efficiency. We think
there are significant gains that can still be made with the soybean
crop in terms of yields and efficiency in production.

Chairman PROXMIRE. It will be hard to get much more milk per
cow; you are getting so much more now than you used to get.

Secretary HARDIN. That is an interesting point. I used to live in
Wisconsin, too, Mr. Chairman. We have thought many times that
we had reached the limit on production of milk per cow, but the
figure still keeps rising a little bit each year. But I suspect we are
fairly close to the maximum on that. I think we have to assume any
further increases; will he modest, indeed

Chairman PROXMIRE. I notice you are cutting back in you requests
for agricultural research. Is this consistent with the concern which the
Department of Agriculture had shown in the past for improving pro-
ductivity and the enormous benefits for the economy in that kind of
productivity?

Secretary HARDIN. I wasn't aware that we had actually reduced our
request for research.

Chairman PROXMIRE. The figures I have here, the 1971 estimate is
$279 million; in 1972, $274 million. It is a limited cutback, but is a
cutback.

Secretary HARDIN. I suspect there is no significant increase involved.
There has been quite a bit of shifting in the program, and I suspent.
that, without having the details before me, those adjustments may fall
in the construction accounts and not in programs. There have been a
number of Federal laboratories under construction, and that caused
considerable fluctuation in the figure.

Chairman PROXMIRE. Will you review that for us and when you cor-
rect your remarks, give us a complete response on it?

Secretary HARDIN. Yes.
(The following was subsequently supplied for the record:)

U.S. DEPARTMENT OF AGRICULTURE, FISCAL YEAR 1972 BUDGET ESTIMATES
COMPARED WITH FUNDS AVAILABLE FOR FISCAL YEAR 1971; AGRICULTURAL
RESEARCH SERVICE AND COOPERATIVE STATE RESEARCH SERVICE

A. Agricultural Research Service:
Funds available for research in this agency in FY 1971 totaled $173,639,000,

compared with budget estimates for FY 1972 of $168,037,000, a reduction
of $5,602,000. The latter amount was mainly attributable to two items,
as follows:

(1) Elimination of items other than staffing and equipping of research
laboratories-amount, -$1,840,000.

(2) Non-recurring construction in 1971-amount, -$4,580,000.
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B. Cooperative State Research Service:
Funds available for research programs administered by this agency in

FY 1971 total $68,476,000. Budget estimates for FY 1972, as indicated in
the President's budget, total $74,325,000, an increase over 1971 of $5,849,000.
Of the total increase, $3,800,000 would go toward meeting increased costs
of conducting research at State Agricultural Experiment Stations and eligible
Schools of Forestry. An additional $2 million would go toward the support
of expanded research at the so-called 1890 land-grant colleges.

In the case of the other Department agencies having research responsi-
bilities, including Forest Service, Economic Research Service, Farmer
Cooperative Service, and Statistical Reporting Service, the differences between
funds available in 1971 and budget estimates for 1972 are too small to be
significant.

Chairman PROXMIRE. My time is up. I will be back.
Senator Miller.
Senator MILLER. Thank you,, Mr. Chairman.
Good morning, Mr. Secretary.
Secretary HARDIN. Good morning, Senator Miller.
Chairman PROXMIRE. I might say we are very honored to have

Senator Miller on this committee, with the witness we have this
morning. As you know, he is the ranking 'member of the Senate
Agriculture Committee and he is extremely well-informed in this area.

Senator MILLER. Thank you, Mr. Chairman. As long as we are
passing aroung compliments, I will commend you for your long and
kind and very active interest, especially in the dairy area. It has
been a pleasure to join with you on programs and bills in that area.

Air. Secretary, I am sure you are familiar with a constant complaint
in the farm community that there is a time lag between lower prices
for farm products-I am thinking, for example, of pork prices-
received by farmers and the lower prices for the consumer in the
marketplace. You are familiar with those complaints?

Secretary HARDIN. Yes, I am, sir.
Senator MILLER. And you recognize that there is delay. Do you

feel that either the Congress or your Department, should investigate
the reasons for that delay? Or have you done any investigating on it?

Secretary HARDIN. Yes, Senator Miller, it is a matter that we
7have had under study. As a matter of fact, Mr. Paarlberg has met
with the representatives of retail food organizations within the past
2 months and discussed this very fact with respect to pork margins.
Whether it was a result of the conversations or whether it would have
happened anyhow, I cannot say, but there was some improvement
in the weeks since then. But you are absolutely right, when the pork
prices began to drop, there was not a corresponding drop in the retail
prices of pork, which would have helped to move the supplies at that
time and cushion the drop.

We are convinced at this point that it is not primarily a matter of
profit margins among the food companies, but rather their pricing
policies, and they do price, as you well know, many thousands of items.
For some reason or other, their management techniques have not
made them quickly responsive to the changes in the costs at whole-
sale. This is a matter that we intend to discuss further with them
and at this stage, I am not prepared to say that we need either Federal
statutes or new regulations. But it is a matter that is under study.

Senator MILLER. Well, of course, as you know, there are some
allegations that there have been some monopolistic practices in this
respect. Have you had occasion to discuss this matter with the De-
partment of Justice or the Antitrust Division?
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Secretary HARDIN. We have no~t, Senator Miller.
Senator MILLER. Now, in your judgment, what is the future of the

International Grains Arrangement? It appears to many of us that
it is not really being adhered to by many of the signatories, so it is a
question of whether or not we ought to just get out of it instead of
just staying in it when it is really not being followed.

Secretary HARDIN. The International Grains Arrangement, as you
know, does expire June.30 next. During the past several months, there
have been a number of international moves among the members of
the agreement and discussions of what, if anything, should replace
it when it does expire. It is true that there has not been final agree-
ment on a new program. I suppose that if I were to make a guess as
to what the outcome will be, it would be something more on the order
of, if there is an agreement, the former International Wheat Agree-
ment, which did not attempt to deal specifically with miniimum prices
or maximum prices as the International Grains Arrangement did.

Senator MILLER. Now, as you know, one major farm organization
circulated some reports that a member of the Council of Economic
Advisers had stated that it was the policy of this administration and
of the Department of Agriculture to eliminate the family farm and
to promote corporate agriculture. I wrote to this particular member
and asked him about it, because I received a copy of the newspaper
article containing such an allegation, and he sent me a copy of his
response, which he had made to the paper in question in my own
State of Iowa, but unfortunately, it never appeared in the paper.
In any event, as you well know, the denial never gets as much publicitv
as the allegation. Would you care to give this rumor a proper burial?

Secretary HARDIN. I would like to because it definitely is not the
policy of this administration to abolish the family farm-rather, it is
the opposite. It is our belief, and I think our data support it, that the
most efficient unit in American agriculture, particularly across the
great Midwest and South, is that family farm that is as large as one
man can handle himself with some family and seasonal labor. That is
the most efficient unit we have. We think that because it is the most
eflliellt, it wl tucontinue to be the dominant type of farm in American
agriculture, and certainly the policies that we are sponsoring in this
Administration and the new farm legislation are directed to support
of the family-type operation.

Senator MILLER. Thank you.
In your statement, Mr. Secretary, you are referring to agricultural

exports, but you did not say anything about exports under the food-
for-peace program, Public Law 480. Could you tell us how those fit in
with the rest of your statement and especially to what extent they are
contained in it or taken into account, I should say, in the net excess of
exports over imports of one and a half billion dollars to which you refer?

Secretary HARDIN. Yes. The food-for-peace program has been
maintained at about the billion-dollar level over the past few years.
It was slightly less in 1970 than in previous years, but was still ap-
proaching a billion dollars. All other sales are for cash dollars, so that
the net excess figure, if you disregard the food-for-peace program,
which now does involve harder terms than in the previous period, is
still a half-billion-dollar favorable trade balance.

Senator MILLER. You mean one and a half?
Secretary HARDIN. It is one and a half total. If you take out the

food-for-peace program, it is still in excess of half a billion dollars.
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Senator MILLER. So from the commercial standpoint-
Secretary HARDIN. Incidentally, the demand for the food-for-peace

program among the governments of the world continues to be very,
very strong and we are, of course, attempting to accomplish several
things with it. One is the obvious humanitarian aspect, which continues
to be important, particularly periods like our efforts last year in
Pakistan, and in other parts of the world where there have been
catastrophes. But also, it is being used increasingly to develop cash
markets for the future, and I think it is a good and strong tool for us
in future world market development.

Senator MILLER. Now, in your statement, you referred to the
excessive advantage enjoyed by much of American agriculture and
we should be able to improve our performance even more. Then you
said, if we can keep our export markets open. I wonder if you would
elaborate on that, because I detect some concern on that point.

Secretary HARDIN. Yes, I am.very glad, Senator Miller, to elaborate
on this item.

As you well known, we have enjoyed expanding export oppor-
tunities in Japan. We have been able to gain significant concessions
from them over the past year and a half. I think there will be more
coming. They have, as everyone knows, a very strong expanding
economy, a rising level of living, and an increasing need for the types
of products that we produce.

Furthermore, they enjoy a favorable balance of trade with us,
approximating $1% billion a year. They enjoy a favorable balance
in their trade with many of their other partners. They are accumulat-
ing foreign exchange. They recognize that they are in a position in
which they are going to buy more; and we, of course, make a plea
that they should buy more from their best customer, the United
States.

In Europe, we have some rather grave concerns. The European
Economic Community, as a unit, is our largest export market. Japan
is our largest single-country market. But total exports to the six
countries of the Community together are larger than exports to
Japan. We have been very much concerned with the current agri-
cultural policy as it has developed in Europe and with the efforts
there to combine a social program with a farm program using high
internal prices to, in a sense, subsidize very small farmers. This
situation has resulted in tremendous surpluses being developed on the
Continent, which have over the past few years increasingly been
moved into international trade channels, with heavy subsidies behind
them, and which have interfered with our markets in' third coun-
tries-in Japan, in Taiwan.

Senator MILLER. Are you referring primarily to wheat?
Secretary HARDIN. Wheat and barley. Now, because the crops were

less this last year, the amount of this activity has been lessened in
the past 12 months. But the general policies have not changed. This
program is protected by a system of variable levies, which means that
any reduction in world prices of feed grains, for example, and they
are a large market for feed grains, does not get through to the farmers
in Europe. The levies are raised or lowered in response to world prices
in order to hold interim prices constant.

We have tried to convince the people in the Community that their
farmers and their consumers would all be better off if somehow they

p
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can go to a different system. A different system would permit some
fluctuation, or at least some decrease, in their internal feed prices, and
would promote an expansion of their livestock feeding endeavors,
which they very much want and very much need because the domesti6
demand for meat in Europe is rising. This is especially true in Italy
and is becoming increasingly so in France and Germany as the earning
ability of the people expands.

We have also been concerned with the special preference agreements
that the Community has negotiated with Spain, Morocco, Algiers,
and Israel, which we believe are in violation of our rights under the
GATT, the General Agreement on Tariffs and Trade. We are pro-
tecting these rights. They are now under adjudication, going through
the various steps that are necessary.

We have been concerned with a new program announced a few
months ago concerning the buying premium for domestic tobacco
production, and are protesting this item.

We have also been concerned with the announcement by the British
Government that they plan to move some distance in the direction
of the Community pattern of import levies and higher internal prices.

In summary statement, then, we will -say that our exports to the
Community are still large, they are significant. They are not as large
as we think they should be and that they can be. We have indicated
to the Community that we do have a comparative advantage in the
production of several of these commodities, especially feed grains. It
is not enough for us just to maintain our level of sales to them, but
we regard this as a growth industry for export and a growing area for
contribution to balance of payments, the same as they look on cars
with engines in the rear from Germany, or Scotch whisky from Britain,
or machine parts or other products from other parts of the Community.

Senator MILLER. What you are really saying, in summary, from the
way it sounds to me, is that when you say if we can keep export mar-
kets open, you are implying that if protectionism and protectionist
measures do not grow in such areas as the Common Market-isn't
that about it?

Secretary HARDIN. That is right. It is the policy of this administra-
tion to do everything it can to develop an atmosphere of liberal trade
in the world, recognizing that this has to be a two-way proposition.
Being liberal can't just be one way; there is no future in it. And we are
hopeful that we can develop this kind of atmosphere, and we always
recognize-it is the first premise of trade-that~it does not take place
unless it benefits both parties. So, what we are proposing is that it be
beneficial for our trading partner as well as us.

Senator MILLER. Thank you, Mr. Secretary.
Chairman PROXMIRE. Senator Bentsen.
Senator BENTSEN. Mr. Secretary, we have the sugar contract up for

renewal this year. As I recall it, it has two major components-one,
the subsidy for the local producer, and the other, the requirement for
the purchase of sugar at some 7 cents a pound, which is about 212 cents
above our domestic price. Now, the act says that it is to help our local
production, to help our export, and to provide fair prices to consumers,
in effect. Since about 45 percent of our sugar consumption is imported,
this would result in something in excess of a $200 million foreign aid
program. I wonder about the justification of it.

Secretary HARDIN. I am not sure that I am the one to attempt to
defend the sugar law. It has been in effect now for some years.
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The facts of the report, I think, are true, with the possible exception,
I believe, of the fact that by statute something like 55 percent shall
be produced domestically and 45 percent imported. This gets adjusted
a bit with the Puerto Rican quota, and so on. But it has been the
policy of this country to maintain a subsidy above world prices to
some 20 countries from whom we buy sugar. I guess historically that
this arises out of the concern that we have had in times of war, going
back to World War II and World War I, when there was an extreme
shortage in this country and there was need for domestic production.
If you go back through history, I think you will find that that is how
this program evolved through the years..

We do have a very sizable sugar industry, covering almost every
State in the Union, including Hawaii and Puerto Rico, that is a
stable source of supply. I think that is about all I can contribute,
Senator.

Senator BENTSEN. Can you tell me what the administration will
propose this year in this regard?

Secretary HARDIN. The administration's position with respect
to the Sugar Act.has not yet been prepared.

Senator BENTSEN. Mr. Secretary, I would like to touch on one
other question, then.

The objectives of the feed grain program, as I understand them,
are to maintain farm income, stabilize grain prices, and divert land
for conservation purposes. Yet, I know that the General Accounting
Office, in..their study in January of this year, said-on the basis of
sampling: some 14 counties in six States-that payments for the
diversion of land to conservation purposes were not being met; that
instead, you had payments that were being diverted, that land was
being diverted, in fact to use for residential and construction purposes,
for firing ranges, for the selling of top soil, and for garbage dumps.
Sampling just these 14 counties that were examined, you had a divert-
ing of payments in just those 14 counties of $708,000. Now, for the
commitments that the Department has made to conservation pur-
poses, what steps are being made or taken to try to stop this?

Secretary HARDIN. Yes, this is a program that has apparently been
going on, and most of these items that you mentioned go back to the
beginning of the 1965 farm program, when these payments began. We
have referred to this category of land colloquially in the Department
as "junk land," land that really isn't available for agriculture anyhow
and should not be converted for these acres. That is the reason that in
our new set of regulations, we proposed that no land should be available
for the conversion of diverted acres unless it had been farmed in the
past 3 years. I think this is still a good policy, except that, as so often
happens with Federal programs, it affects some communities differently
than others. We did find a great variation, involving some of your con-
stituents, sir. It was having an unfortunate, differential, bad effect on
some of the farmers who had put land in permanent pasture, and that
was going to put them in a position where they were going to have to
plow some of it up. Some of it had been put in with Government help
through the years as part of the Great Plains program, the Dust Bowl
elimination program, and so on. This seemed a mistake. That is why
we set that regulation aside.

In the meantime, we have instructed State and county committees
to make a special effort to locate any of these lands that, by any defini-,
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tion, are not agricultural lands and to eliminate them from the diverted
acre program. That effort is underway now.

Senator BENTSEN. Thank you, Mr. Secretary.
Chairman PROXMIRE. Senator Pearson.
Senator PEARSON. Mr. Secretary, because the market price of wheat.

snd soybeans and feed grains relates so much to export, I would like to
ask you to continue to amplify the line of questioning by Senator Miller
as to export prospects to Great Britain if she should come into the
Common Market, and also in relation to the prospect of exporting to
the Communist bloc nations. I am new on this committee, but the staff
memorandum indicates that there was some testimony a few months
ago by several witnesses testifying as to the advisability of expanding
our trade with Communist bloc nations.

Secretary HARDIN. First, Senator Pearson, on the matter of trading
with Communist bloc nations, there is some trading going on with the
Eastern European countries-Rumania, Yugoslavia, Poland, and so
on. It is our judgment that there will continue to be opportunities for
some trade, but that it will not be a large volume of trade. For one
reason, they simply do not have the foreign exchange. So we are again
going to continue to sell them the products that they are willing to buy,
but we do not anticipate large future expansion to Eastern Europe.

At this moment, the proposals by the British to raise their import
levies or establish a system of import levies would not bring thei> prices
above the world prices for feed grains or for wheat, simply because
world prices are higher than they were last year. But if these levies
were imposed at a time when world prices were at last years' levels,
then it would mean that there would be a deterrent to the quantity
that we would sell to the British. And this is the reason that we are
expressing concern; we think it is the wrong direction for them to go.

I do not know how to add any more to it. Britain is a very, very
important market for this country. We are continuing in close negoti-
ation with the British because what they have proposed, we believe,
is in violation of trading rights that we negotiated under the GATT
that become effective again on July 1 when the international grains

'rrangmenostex;pD-reac We are takingf e1.vryA stfep thn.t we. know how to-
take to try to insure that those rights will be maintained and that they
be observed.

Senator PEARSON. Thank you, Mr. Secretary.
Let me ask you this: We hear that the parity formula may be

changed, and I guess this is at the direction of the Office of Manage-
ment and Budget, from the base period of 1910-14 to 1967. Is the
parity concept still a useful one? I know that there is some apprehen-
sion among the farmers about this. Of course, you have heard a great
deal about that.

Secretary HARDIN. Yes, there is apprehension and it is a mistaken
apprehension, I think-well, I know. First of all, the computation
of parity is directed by statute to a 1910-14 base. We will continue
to compute this. The new wheat program is tied to this concept of
parity. So there is no change contemplated or advocated.

However, the Office of Management and Budget has directed that
all current indexes of economic conditions be reported on a 1967 base.
So we are also reporting the ratio of prices paid to prices received
on that basis. This is so that data governmentwide and nationwide
can be compared more easily.

59-591-71-pt. 1-14
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Senator PEARSON. So you will compute it both ways?
Secretary HARDIN. Both ways.
Senator PEARSON. Well, I was very interested in your comments

about rural revitalization and I am a little bit concerned about it. I
recall that in the first days of your administration, we had some
hearings in the Finance Committee about the Rural Job Develop-
ment Act and at that time, the administration had a pretty rigid
policy against tax credits. Your Department did not take a position
on that legislation. The President later appointed a Commission and
they have written a very fine report. I believe we have gotten some
ideas from that and put in some more legislation. I knowv the Presi-
dent in his state of the Union message last year talked about popula-
tion balance, and for the first time, I think, that any President has
addressed himself to this subject. And I understand that Secretary
Stans last year had something to say favorably about tax credits for
rural revitalization and you have had a very high level committee
working-I think you made reference to the domestic council-about
some sort of program in this field. Yet we do not have a program.

Then, I do not know how reliable it is, but U.S. News and World
Report about 6 or 9 months ago had a short article that said that
really, the practical problem of stopping the great migration from the
rural to the urban areas was just something that was really not quite
doable and that the administration may have abandoned its attempt
to come forward with a real solid program in this particular field.

With that rambling sort of question, I wonder if you could com-
ment generally on what you are doing. Are we going to have a pro-
gram, is it something we ought to give up on, or can we do something
about it?

Secretary HARDIN. Senator Pearson, I am very pleased to respond
to this series of comments.

First of all, I doubt if we will ever have something that we can call
a rural development program-something that is a single item of
appropriation that you can talk about.

I would rather think of rural development as a process, a process
that is going on and is going on increasingly, with increased attention
from various Federal agencies. As an example, in the agricultural
budget in the 1971 fiscal year, compared with fiscal 1969, there is more
than a billion-dollar increase in expenditures in the rural develop-
ment area. Most of that, however, is for farm and rural housing,
but some of it is for water systems, sewer systems for these smaller
municipalities across rural America. We estimate that there are cur-
rently 44,000 communities that do not have central sewage systems'
and 30,000 or more that do not have central water systems. We
have helped over the past few years something on the order of 10,000
communities with one or the other of those types of installations,
mostly through loans and grants. This program, I think, will expand.

There have been activities in other parts of the Government; other
agencies are involved-the Economic Development Administration,
for one-and in housing and urban development, there have been
other activities in the rural parts of the country.

I think if you will look at the record closely you will find that over
the past 2 years there has been a considerable increase in activity of
these types of programs generally in response to requests and ini-
tiatives of local communities and States.
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I think it was significant that the President, in his revenue-sharing
program, made one of the six major categories of special revenue-
sharing rural development. And this, of course, was done deliberately
and for a purpose, and is in recognition of the set of facts that you have
just described.

Without question, it is still the belief of this administration that
we can over the next years bring about a reversal of the migration
from rural areas to the urban centers and create a countermigration.
What this means, we are convinced, and I know you agree with it, is
that this will not happen unless job opportunities, good job oppor-
tunities, are created in increasing numbers and in growing numbers of
places across middle America and the South and the other sparsely
populated.areas.

But I, as I mentioned in my testimony, am really encouraged
because the 1970 census data show that even in these States that
have lost population, your and my farmer States, there are communities
that are growing just as fast as metropolitan areas. So behind the
averages, the reverse trend has really begun. What we have to do is
to create a set of conditions that will encourage more of these com-
munities to become growing centers. And we have discussed this
much with corporate industry, firms that are in position to locate in
these communities and build additional plants. We are getting a very
good response in picking smaller cities and towns across this group of
States for the location of industrial plants. Industrial firms that have
done so already in general have had a good experience and they are
receptive to looking at other possibilities during the decade of the
1970's.

Senator PEARSON. Thank you, Mr. Secretary. My time is up and I
am going to submit a question to you about the President's Reorgani-
zation Plan as it affects the Department of Agriculture. I hope you
would submit that for the record.

I thank you.
Chairman PROXMIRE. Congressman Brown.
Representative BROWN. Mr. Secretary, yesterday, when we had

Secretary Romney before us, he pointed out a number of areas with
respect to housing which were critical in the adequate development of
low-cost housing. He suggested that this included the cost of land, the
cost of money or the availability of money, the availability of land,
labor practices, labor supply for construction, zoning code regulation,
and so forth. I suggested to the Secretary at that time that in rural
areas, and in many cases, rural areas not very far removed from
metropolitan centers, that he might find the advantages he was
seeking with reference to housing because in such rural areas and
rural community centers, small towns and small cities, land tends to
be cheaper; there is more of it; there are less restrictive labor practices
and more labor sophisticated in building trades, if not sophisticated
at least experienced; perhaps more money available in small commu-
nity banks at cheaper interest rates. At least this has been my obser-
vation in my congressional district, which encompasses everything
from agricultural area to metropolitan area-and less restrictive
code and zoning regulations in rural communities and rural cities,
certainly in rural areas. Transportation now has opened these rural
towns and cities which would provide the core areas for housing expan-
sion to the extent that I think both, he and you should look more
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aggressively into this possible development. Would you concur in that
assessment of the situation?

Secretary HARDIN. Yes; I am not familiar with all the details. I did
not hear Secretary Romney's statement. But I have discussed this very
issue with him in recent weeks. We are agreed that as part of the total
effort to increase the number of housing starts in the next calendar
year, there are great opportunities in the rural part of the country
outside the metropolitan centers in both areas you described-around
the cities, but also in the smaller cities and towns. This is one of the
reasons that we have in the past 2 weeks been able to add or restore
to our Farmers Home Administration housing program in excess of
a half million dollars to be spent between now and July 1 in loan funds
to further encourage rural housing. I would hope that this could be
further increased next year, but that remains with the appropriations.

Representative BROWN. I am not sure what the definition of rural
housing is, but my own home community is a community of about
12,000 people, about 40 minutes and a comparable number of miles
from a metropolitan center. The reason for the two figures being about
the same is because interstate highways are now serving the area
pretty generally. It has been my observation that every time there
is any kind of housing development it is snapped up very quickly and
it is not the local community, it is people coming back to the local
area or to the small community area some distance from a metropolitan
center. I think there is in the more heavily populated parts of the
country this opportunity to restore the rural area.

Secretary HARDIN. We would not be involved in your city because
until very recently, by statute, we were limited to towns of 5,500
population. Now I think that has been increased to 12,000. We are
just in the process of getting the new program off the ground.

Representative BROWN. Well, whether it is you or Secretary Romney,
I am interested and pleased that you are both cognizant of the situation
and aggressively concerned about it.

I would like to move into the proposed reorganization plan of the
President for departmental reorganization with a couple of observa-
tions and questions to you in that area.

Given the kind of community which I described, which is surrounded
by a substantial agricultural area where the Extension Service has
been very active, I would like to commend the President's reorganiza-
tion plan for your consideration and ask for your reaction to it, in
this regard: It seems to me that the Extension Service has been very
effective in rural areas in teaching people in rural communities or on
the farm how to stretch their dollar through homemaking arts, how
to make the most out of resources they may have on their farm or
both in agriculture and nonagricultural ways. In my area, at least,
they are moving somewhat more aggressively into the small cities
with an effort to help the purely city dweller who in some areas, may
live in ghetto conditions, and have done so with some success, perhaps
even more success than some of the programs aimed at those city
center dwellers who are at poverty level. Now, I would like to suggest
that this reorganization plan might use the advantage of the Extension
Service's administrative ability in this kind of training for people who
have worked directly with ghetto poverty problems. Because, I think,
they have done an excellent job in the rural area. The parity ratio
mentioned a moment ago, I think, ought to be updated because it
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does not take into account the fact that many rural people are better
at stretching their inflated dollars than are many city people.

Would you care to comment? Would you care to comment on that
feeling about the Extension Service working in the ghetto centers?

Secretary HARDIN. Yes. Of course, I think this program you refer
to is the program that has been developed principally over the last
2 years. It was initiated in late 1968, but actually put into effect in
1969 and 1970. It is a program for which the Extension Service has
taken the responsibility for training now 7,000 nutrition aides, about
half of whom are working in the cities and most often in the inner
citv. These aides are calling on households and teaching them food
budgeting and food preparation, and are helping with a number of
household problems, generally involving food and economics.

I think it is significant that a large portion of these nutrition aides
are people who did not finish high school; some of them did not attend
high school. Some of whom were on welfare at the time they were
employed, but they have been really unusually-successful in teaching
people to make better use of resources that they do have.

You are quite right that this is using some of the techniques that
have been developed in the farm areas of the country through the
decades by the Extension Service, and taking this group of people
with intensive training and using this technique in the cities. It is
successful enough that we think that it should be looked at-I think
this is the point you are getting to-for training of other types of
persons to accomplish other tasks.

Representative BROWN. In the organization plan in which the
President proposed. it, it is my understanding that that kind of
Extension Service activity which deals with human resources pri-
marily but also collaterally with the natural resources of our society
would go into the human resources department, and the Extension
activities dealing with the natural resources would remain in the
natural resource area. Is that correct?

Secretary HARDIN. I do not think that has actually been worked
out in detail. First of all, we have to realize that the executive pro-
gram is largely a State program, with Federal financing a part of it.
It is also a part of the President's proposal that the Extension funds,
Federal Extension funds, be a part of the package, which would make
these decisions the direct responsibility of the State government.

Representative BROWN. Well, I would like to commend that
thought to-you, because I do think it is a very appropriate kind of
division of responsibility. It seems to me that your effort in the land-
use activity also is a divisible kind of effort into the resources area
that deals with the natural resources, the land, and the resource use
that deals with human resources and how those of us who have
different uses for the land other than agriculture might benefit from
the proper allocation of land use.

Secretary HARDIN. Right.
Representative BROWN. Similarly, the industrial and other non-

agricultural development efforts, with reference to finding employ-
ment for those people who are either not interested or not economically
able to get into the agricultural activities-that also, it seems to me,
is a visible effort.

You mentioned in your conversation with Mr. Pearson the diffi-
culty of East-West trade because of the unacceptable currency situa-
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tion, the lack of hard currencies, and the difficulties of exchange in
that regard. Yesterday, when we had Mr. Stans before us, he said
the East-West market is growing fast. Merchandise trade with Eastern
Europe has been expanding at the rate of 15 percent a year. Last
year, we estimated that the industrial West sold over $8 billion worth
of goods to Eastern Europe, including the Soviet Union, but excluding
Yugoslavia, about $350 million of which came from the United States.
This is a market where American goods are needed and wanted and
one that we are ideally suited to satisfy.

It occurs to me that Western Europe, apparently, if they have the
bulk of that $8 billion, has either made some accommodation with
reference to the Eastern bloc currencies or, what is more likely, per-
haps, the.Eastern bloc has been willing to deal with Western Europe
on a hard-currency basis.

Now, I am under the impression that while they may not use the
hard currencies, the Communist nations do in certain instances have
the hard currencies available for trade in commodities in which they
are seriously interested. Can you square this with your comment to
Senator Pearson about the market exchange?

Secretary HARDIN. 1 was speaking primarily of agricultural market
potential. We, of course, intend to respond and encourage all the
sales we can make to this group of countries. I was merely saying that
in my judgment, because of a scarcity of foreign exchange and the
very high demand or pressure that they have on their own priority
system for industrial goods-I did not add that in my previous com-
ment-that I did not foresee any huge increase in our agricultural
exports to those countries. I

Representative BROWN. That clarifies it, I think. In' other words,
what you are saying is that the Eastern bloc nations are more in-
terested in industrial goods and are willing to yield up hard currencies
in order to get basic industrial goods, but are not willing to yield up
hard currencies to get agricultural goods?

Secretary HARDIN. Yes. There has been some exception to this in
Romania in the past year. As a result of the flood, the food supply of
the people was severely shortened. They have elected to buy much
larger quantities of food from outside areas, including the United
States, in the past 12 months as a result of that than they would have
before. They had programed moneys for industrial purchases which
they then converted to feed and food items in the emergency. I think
that demonstrates their priority system quite well.

Representative BROWN. Mr. Chairman, I would like to ask for the
opportunity to submit some written questions with reference to corn
blight and farm productivity and development of hard-wheat
markets.

Chairman PROXMIRE. By all means. I would ask the Secretary to
answer them for the record when he corrects his remarks.

Secretary HARDIN. We would be happy to do so, Mr. Chairman.
Chairman PROXMIRE. Congressman Widnall.
Representative WIDNALL. Thank you, Mr. Chairman.
Mr. Secretary, at a time when inflation is something that we are

all mindful of and fearful of, we did seem to be making some progress.
Then a most discouraging barometer has shown just in the last couple
of days a marked increase in wholesale prices of food. Now, to what
do you attribute this when the farmers' income continues to go down?'
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Secretary HARDIN. To the extent that there has been an increase
in retail or wholesale prices of food, it has been principally the result
of widening marketing margins, a major component of which are
labor and wage costs. As these advanced, they have had a very
definite influence on marketing margins. Earlier I also referred to the
pricing policies of some of the food companies, and in my exchange
with Senator Miller expressed the hope that we could convince the
retail firms in particular to so structure their pricing techniques and
policies that they could be more responsive timewise to drops or
changes in the farm price or wholesale price of food items.

Representative WIDNALL. Well, it seems perfectly obvious to me
in shopping, and I do do quite a bit of shopping for my own family,
that the retail prices are subject to all kinds of manipulation, while
farm prices are not. Definitely, the farmer is still unorganized as
against every other segment of the industry and the economy where
they can actually, by economic blackmail, force increases to them-
selves; and the farmer can't do that.

Secretary HARDIN. There is no question about it.
Representative WIDNALL. What do you think is the answer to

that?
Secretary HARDIN. Well, you have described the situation that has

existed for many years and continues to exist. The farmer generally
sells his product in a competitive market. He buys his supplies for
both farming purposes and for his family's needs on a market that he
has no control over, so that if there is a change in retail demand, the
marketing margins tend to remain stable. If there is a drop in retail
price, it tends to be all passed back to the farmer because of the free
market situation under which he sells. It is a situation that has existed;
it does put the farmer, in a' period of changing price levels like we have
now, in a very disadvantageous position, at the whip end of the
economic process. In a few commodities, the farmers have been able to
band together and improve their situation through bargaining and the
.use of contracts. In other instances, especially crops, the market orders
as administered by the Department of Agriculture have been useful in
protecting the farmer in this economic situation in which he finds
himself.

Representative WIDNALL. Is not'Government helping to force a lot
of this by spending hundreds of millions of dollars on bringing new
land into production that does not have the natural chemicals in it
that existing farmland has, that creates a concentration in one or two
States of the mass growing of vegetables and the elimination of many
other sources, that means that the transportation of that food to the
market is going to become much more expensive in the end and you
will have monopolies in just a few States? If anything goes wrong
,weatherwise,-we have nothing to fall back on.

Now, I deplore what is happening in New Jersey. There is some of
the richest farmland in the United States that does not need all kinds
of sweetness put in by way of chemicals in order to grow vegetables
being lost for housing, for industry, and other things. And the water
table is going down in the State because of the drain on the water.
That is creating a lot of problems, too. It seems to me that we are very
shortsighted if we allow these pockets throughout the United States.
of grade A farmland to be abandoned for farming purposes and then
spend hundreds of millions to try to bring into production sour land
and land that is really not fit for agriculture.
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Secretary HARDIN. I agree with you that we need to give more
:attention to land use, and I hope that as we develop a national land
use policy and the individual States develop land use programs in the
next few years, increased attention will be given to it. Our grade A
agricultural land, as you point out, is definitely limited in this country.
I suppose it would be fair to say that there are situations in which we
would have little choice.

I think of Des Moines, Iowa, Senator Miller, which is going to grow.
If it grows in any direction, it is going to use some grade A agricultural
land, because that is all that is there. When you put in an interstate
highway between Des Moines and Omaha, which has been done, there
is no way you can route that highway that will not use up some grade
A agricultural land.

But there are.situations in which there are choices. The location
of a nuclear powerplant would be a case in point. It might well be
that the cheapest place to locate such a plant would be on grade A
land because of the level grade and other factors. But it might not
be in the best interest, in the long run, of the Nation for that kind of
facility to use up grade A land.

I would hope that as the States develop their land use plans, and
as your State does, they would make choices around some of the ex-
panding urban communities where choices are possible; move the
city into the less desirable agricultural lands, where it is possible; and
try to save the grade A lands for future food production, which I am
convinced we will need somewhere in the future of this country.

Representative WIDNALL. I have seen a lot of excellent vegetables
grown in New Jersey during my lifetime. We used to grow some of the
highest grade cantaloupe, asparagus, and also we had a tremendous
number of fruit trees that had excellent fruit. This has been going
down almost to the minus point, while we see vegetables coming into
the market that are marked Mexico, Spain, foreign countries, but
not the United States. Actually, they are not as good quality as we
used to have fresh from the natural resources within that State.

I think on some of our programs, we seem to be spending millions
to encourage the development and growth of production in areas that
are-not natural for that growth, while we concentrate on the things
that mean something immediately in cash to people who want to
develop. Some of the problems, I think, with the heartland and the
cities is the fact that they not only have the people of nonfarm areas
bidding for what they consider are better paying jobs, they create the
complexities of the transportation that we have, the tremendous need
for the roads in between, and there are some people who are beginning
to realize that they may make a little less out in the farm areas, but
it is a darned sight healthier place to live, the air is better, and every-
thing else about it. I think we have to start concentrating on proving
to the American people that it is wiser for them and better for them
if they will live out in some of those areas rather than the great cities.

This is no plea against the great cities. They have tremendous
problems and we all have to share in solving them. But I hope that as
government continues to be involved more and more in all of these
things, they will wisely do the planning and just do not take out of
production some of the best lands in the United States.

Thank you.
Secretary HARDIN. I share your concern, sir.
Chairman PROXMIRE. Senator Javits.
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Senator JAVITS. Thank you.
Mr. Secretary, first, I express my pleasure at your being here and

our association with you. There are a few things I would like to ask
you about. If I do not finish, as 1 must be on the floor in about 10
minutes, would you be good enough to answer the questions which I
will submit in writing for the record?

Secretary HARDIN. I will be very happy to, Senator.
Senator JAVITS. Mr. Secretary, I am attracted by your statement, in

which you say that combining the decline and stagnation of large
areas and the growth and vitality of nearby centers in a manner that
is mutually supportive-you consider to be a major challenge because
you point out that half of the farm, rural peoples' income is coming
from nonfarm sources. Now, yesterday, the chairman of the Chase
Manhattan Bank, David Rockefeller, suggested that American busi-
ness could make available $10 billion credit for the development of
over a hundred new cities in this country. They would be located in
rural areas and they go to the point which was just made, that you do
not like to see good agricultural land preempted for city purposes.
Obviously, it would take a lot more land than an atomic power plant
that we are talking about.

Do you consider both those goals reconcilable? In other words, do
you think that on the basis of 30-year planning, which is what we
ought to be doing, the United States should now want to do its utmost
for the cities?

And incidentally, I would like to point out that you can put a new
city in a city. For example, we are now developing in Staten Island,
N. Y., which is one of the five counties of New York City, a new
city, because there is a lot of vacant land there. In addition, you could
put a new city in Harlem or in Bedford-Stuyvesant or in the south
Bronx. You have all the utility and all the streets and all the fire de-
partments and you might just as well bulldoze the rest of the town for
all it's worth, and you could put a new city there.

So leave that aside as to the possibility of new cities and existing
cities, but go to the concept of leapfrogging the problem of the big
cities with new cities in rural areas, which would have an economic
implacUt which von dsoribed yourself, asocial impact which you de-
scribed, but would take agricultural land. Now, give us your view on
that. If you do not feel you can answer it now, this is important enough
so you can, with the Chair's permission, write us a paper on it. I think
it is critical what is the answer to this question.

Secretary HARDIN. I would not be as concerned with the conflicts
there. I think the quantities of land involved would not be large for
just an expansion of the smaller cities and towns. This is something
that I think we would want to encourage. But I would make a plea
that beyond that point, in locating roads and special facilities-
airports and so forth-we look at the choices between grade A and
low grade land. But I think we will just have to recognize that for
the next few decades, cities will have to expand where they are or
towns will have to expand where they are because of the economic
conditions that make it possible. I would not regard that as an area
in which we would have conflict.

Senator JAVITS. Mr. Secretary, I think it would still be useful,
with the permission of the Chair, if you will give us a critique on the
David Rockefeller proposal of new communities in the United States.
Will you do that?
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Secretary HARDIN. I will be very glad to do so. In fact, I have not
heard about it.

(The following was subsequently supplied for the record:)

NEW TOWNS

The concept of new towns has long appealed to Western man. Starting anew
is often seen as the happiest way of avoiding past mistakes. And the idea of
towns and communities planned to match the terrain; built in stages to ensure
necessary transportation, communication, and other public facilities; and with
careful attention to architectural and aesthetic considerations is as exciting today
as it was when L'Enfant planned our capital city. The techniques of building
new towns are mostly untried and deserve testing. To this end, the concept of
linking private and public capital would appear to have merit.

But it is necessary to sound a note of caution regarding new towns and new
communities. As Mr. Rockefeller observes, we cannot ignore present rural and
urban problems in our efforts to build new towns. New towns propose happy
alternatives for some future problems, but only limited assistance for others.
One hundred new towns of 100,000 residents each could accomomdate 10 million
persons and 10 additional towns with one million residents each would double
that figure. Assuming we completed the huge task of building the 110 new towns
as envisioned by the National Committee on Urban Growth by the end of the
Century, they would accommodate less than Y3 of the anticipated population in-
crease-around 20 million of the 75 million expected.

Certainly a well planned environment for 20 million Americans is a worthy
goal, but in perspective, the achievement of such a goal would solve but a small
part of our rural and urban development problem. My note of caution is that
we must maintain the appropriate perspective.

I would rather think of new towns as a complement tothe coreeffort of rebuilding
our cities and rural areas-as but one of several approaches in the context of
Mr. Rockfeller's discussion. These efforts will focus on the task of building jobs
and housing and helping people organize to provide better community services'
throughout rural and urban America. Mr. Rockfeller says our towns and cities
show their "piecemeal" origins and that is true. But few towns and cities in this
country are stagnant. Most are growing but some are declining. The myriad
difficulties involved in these processes is the framework for our approach to these
problems. The new towns concept is one complementary part of this approach
and this perspective.

Senator JAVITS. He made the speech-I put it in the Congressional
Record yesterday. My reason for saying it is so significant is because
if thev can find $10 billion to leapfrog the big cities, why can't they
find another $10 billion to do something for the big cities and make
it $20 billion and reallv take us from now until the end of the century,
instead of leapfrogging the next 10 years?

Secretary HARDIN. Well, of course, we are going to need both of
these developments, as you imply. If we are magnificently successful
in developing new growing points throughout rural America, in my
judgment, we cannot do enough to take care of all of the increase in
population. The major metropolitan centers are going to continue to
grow. What we would hope to accomplish is to remove some of the
pressures so they do not have to grow as much.

Senator JAVITS. Then I am very interested in what Bill Widnall
said about the good life. I thoroughly agree with him. We are beginning
to learn that the good life is just as important as survival.

Now, my other point relates to exports and imports, Mir. Secretary.
I am very impressed with export and import figures. I do not want to
entrap you in any position against the administration's policy in trade.
But I would greatly appreciate any comment you could make on what
you would consider to be the impact on agricultural exports should
we adopt a quota policy in major items of trade. We're talking now
about textiles, apparel and shoes.
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I think it is very important for every element of the economy to
explain the significance to it of such policy.

Secretary HARDIN. I will be very glad to do that, Senator Javits. I
will be glad to discuss it now or put it in the record as you desire.

Senator JAVITS. Well, I think if vou said a word about it and them
amplify it for the record.

Secretary HARDIN. I did develop this position rather completely for
one of the House committees a few weeks ago when the Mills bill was
under discussion, so it is prepared. In that presentation, we did express
great concern with what the effect would be on international trade of
a system of rigid import quotas and what the effect upon agricultural
trade might be in terms of inviting retaliation from other countries.

Senator JAVITS. Will you furnish that for the record?
Secretary HARDIN. I will be pleased to.
(The following was subsequently supplied for the record:)
Mr. Chairman, I had expected to talk with you today mainly about our agri-cultural export situation-the current situation and the year ahead. I had assumedthat we would be considering a trade bill proposal that would include repeal ofthe American Selling Price (ASP), the Mills Textile provisions, as amended, andsome further strengthening of the escape clause. But I find that the trade billproposal now before us is much different. I understand that the ASP provisionhas been eliminated; that shoes have been added to the textile provisions, and

finally, that quantitative guidelines for applying quotas have been added.
I realize that we have a special problem with textiles which must be dealt with-and hopefully this can be done in a manner that will not provoke retaliation. Butnow I am concerned. I think there is now no question that our agricultural exportswould suffer severe retaliation from our major trading partners as a result of these

added provisions.We must all recognize, also, that the European Community has been lookingfor an excuse to restrict our soybean trade. If this bill passes, I am afraid we willhave given them the excuse they need to take such action. Our trade with them insoybeans and products is now running $500 million plus annually. Their trade
with us in shoes and textiles is running at about the same figure. They will cer-tainly tell us that if we choose to solve our problems in this way, they will haveno choice but to solve their own political problem in similar fashion. And I must
tell you that I honestly believe this bill will give them the excuse to take the action
they have been wanting to take ever since I have been in office.

The Japanese are the fastest growing export market for our farm products. Our
sales to them of agricultural products will reach a record level this year of $1.1
billion. Included in these totals are products from most of our agricultural states.In textiles and shoes, the Japanese sell us $577 million annually. i think there isno question that they will find it necessary to restrict their imports of our farmexports for what they consider unnecessary restrictive action on our part. Andthey have ways to do this which may be difficult to detect. The Government of
Japan controls imports of wheat and tobacco. They could very easily turn toother sources of supply, claiming for example, that they are disenchanted withthe quality that we offer. And I have heard it whispered that they might decidethat they have been buying too much American cotton. Unfortunately there are
other sources of supply for Upland cotton.I must say that the provision for use of quantitative guidelines in the quotas
is an example which can be easily duplicated by other countries. We have markets
in the world where we are supplying more than 15 percent of consumption and
we have markets where our exports have grown more than 15 percent a year. If
we are going to introduce this concept into our system, we must expect others to
do the same thing. There is no magic about 15 percent. Others could decide that
an even lower percentage could meet the test of the disruption.

Without any question, if the Community had this provision in its system it
would have acted against our soybeans and products already. I would suspect
that our exports of tobacco and lemons to Japan could also qualify for protection.

Our agricultural exports have turned upward this past fiscal year. They will
total almost $1 billion more than the previous year, and our commercial exports
reached the highest level ever. But I cannot foresee the same favorable situation
continuing because we are telling our principal customers that we are about to
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embark on a new wave of protectionism in the United States-one which has the
most serious consequences-not only for our agricultural trade, but for our entire
trade policy.

Senator JAVITS. My last question, Mr. Chairman.
I hope that you can make any observation that you wish or furnish

for the record what has happened with respect to the food stamp and
food distribution policy? A previous Secretary of Agriculture sat in
the very chair you are in, named Freeman, and I had a terrific row
with him about hunger in America a few years ago. I think our situa-
tion has very materially improved. I deeply believe that some summing
up of what has taken place could be very valuable as coming from
you. So if you would be good enough to do that.

Secretary HARDIN. Yes, sir.
(The following was subsequently supplied for the record:)
The following table is a month-by-month summary of the number of needy

people getting food stamps and USDA donated foods, together with dollar value
of "bonus" food stamps issued.

Participation

Month Food stamps Commodities Bonus stamps

1968: December -2, 821, 867 3, 659, 804 $18, 401, 237
1969:

January -2,869,435 3,816,718 18, 577, 612
February -3,019,638 3,789,438 20, 671, 629
March -3,179,070 3,773,389 21, 637, 288
April -3,205,013 3,713,592 21, 596, 242
May -3,192,781 3,662,415 21,082,171
June -3,224,233 3,538,537 21,586,225
July -3,317,469 3,521,194 22, 399, 334
August -3,343, 806 3, 533, 285 22, 308,989
September -3,417,660 3,563,731 23,133, 480
October -3,447, 246 3,579,445 22,960, 044
November ------------------ 3,490,645 3,634,871 23, 331,192
December -3,645,202 3,724,179 24,604,685

1970:
January -3,795,455 3,916,821 26, 873,101
February 4,.416,450 4,038,310 54, 856, 541
March - 5,074,560 4,069,030 70, 794, 057
April -5,629,377 4,128,885 80, 302, 489
May 6, 070,248 4, 038,442 86, 493, 273
June -6,469,946 3,977,342 91,591,972
July -6,947,599 3,822,922 98, 098, 155
August -7,171,290 3,850,966 100, 234, 744
September -------- - 8,200,000 3,500,000 117, 000, 000
October -8,800, 000 3, 500, 000 120, 800, 000
November ----- ------ 9,300,000 3,600,000 124, 600, 000
December 9,500,000 3,700,000 128, 500, 000

Senator JAVITS. Finally, if you will also be good enough, because
some of us in the cities worry about agricultural programs which
involve heavy subsidation, if you could sketch any major changes that
have occurred in the farm situation which you can trace to the Agri-
cultural Adjustment Act of 1970, that would be helpful to me.

Secretary HARDIN. Yes, sir, just bear in mind, if I may say this much
at this point, that the Agricultural Act of 1970 is just now going into
effect for the first time, with the 1971 crop. Any changes that will
occur as a result of that are in the future. So far, up until right now, we
have been working under the 1965 act.

Senator JAVITS. How long will it take us to get some evidence of the
experience with the 1970 act?

Secretary HARDIN. We really will not have very mudh prior to the
close of harvest in 1971.

Senator JAVITS. Which means the late fall of 1971?
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Secretary HARDIN. That is right.
Senator JAVITS. Thank you very much, Mr. Secretary.
Chairman PROXMIRE. Mr. Secretary, I notice that the Department

of Agriculture will once again increase the number of employees. It
goes up almost 2,000 employees between 1971 and 1972, according to
page 532 in the budget. This is most discouraging to me in view of the
fact that at Health, Education, and Welfare, for example, the number
of employees will diminish at the Office of Economic Opportunity,
though the number of employees remain the same. Now, we have
fewer farmers, yet every year the number of employees in the Depart-
ment of Agriculture goes up.

Let me give you a little history on this. In 1952, there were 9 million
farmers and we had 64,000 people in the Department of Agriculture
responsible for carrying out our Federal functions with respect to
farming. In 1972, we are certainly going to have less than four and a
half million. The trend is down. We might have 4.2 or 4 million farm-
ers, but we will have 87,000 people in the Department of Agriculture.
In ratio, in 1952, we had 140 farmers for every one Department of
Agriculture employee and now in 1972, we are going to have 30 farmers
for every one employee. When are we going to get to a point where we
have more employees in the Department of Agriculture than we have
farmers? In this administration, or are we going to have to wait a little
while for it?

Secretary HARDIN. That question, of course, has been posed many
times and it is a matter of rhetoric, I may say.

Chairman PROXMIRE. No; it is a matter of real concern here.
Secretary HARDIN. Let me answer the question. I am going to an-

swer it now and I would like to have permission to record it in ample
form later.

Chairman PROXMIRE. This isn't partisan. This has been going up
in every administration.

Secretary HARDIN. The increase proposed here deals mostly with
the food programs-food stamp and food distribution programs-
which are not a part of the farm program at all. They deal with food,
but they deal with the distribution of food to urban consumers A
part of it is in the regulatory area for meat and poultry inspection,
where, as a result of congressional action, the Federal responsibility
in meat and poultry inspection has been greatly increased and there
has been no choice but to simply put on more inspectors to carry out
the direction of the bill. I will put this in the record so you can see it,
and differentiate these special programs from the agricultural pro-
grams themselves.

(The following was subsequently supplied for the record:)
The employment data referred to by Senator Proxmire is based on the table

on page 532 of the 1972 budget and relates only to full-time permanent employ-
ment. It does not include part-time, temporary and intermittent employment.

The following summary tabulation reflects the total number of full-time
employees in permanent positions at the close of the fiscal year. The estimates
for 1971 and 1972 are projections since final employment ceilings for the various
agencies have not yet been determined. The Department of Agriculture has many
responsibilities beyond administration of the farm program, such as the manage-
ment of more than 180,000,000 acres of national forest lands, inspection of meat
and poultry, loans for housing in rural areas (a major portion of which is for
non-farmers), loans and grants for water and sewer facilities, and administration
of food programs. This summary analysis indicates that the employment in the
Agricultural Stabilization and Conservation Service, which is primarily responsible
for administration of the farm programs, has been reduced substantially.
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As a result of our employment ceilings, total employment dropped in 1969 and
1970. It is expected to increase in 1971 and 1972 principally for inspection of meat
and poultry, Forest Service, administration of the food programs, and rural
housing and community development loan and grant activities by the Farmers
Home Administration.

Estimated

1968 1969 1970 1971 1972

Agricultural Stabilization and Conservation Service -4,198 4,130 4, 018 4, 045 4, 045
Forest Service -22,109 21, 530 20, 914 21, 230 21, 800
Meat and poultry inspection 7, 293 7, 509 7, 779 8, 550 9,750Food and Nutrition Service (administration of food programs) 1,428 1,469 1, 684 2, 050 2,050
Farmers Home Administration -6,641 6, 539 6, 879 7, 715 7, 700
Soil Conservation Service -15,410 14,874 14,497 14,465 14,465,Agricultural Research Service (including plant and animal

disease and pest control) 14, 750 14,143 13, 858 13, 775 13, 790i
All other programs (including Extension, Statistical Reporting

Service, Economic Research Service, Foreign Agricultural
Service, Crop insurance and REA) -13, 568 13, 231 13,283 13, 770 13, 700

Total -85, 397 83, 425 82,912 85, 600 87, 300

Chairman PROXMIRE. What would happen, Mr. Secretary, if the
Congress should set a ceiling and say that you had to cut back 10
percent of your employees?

Secretary HARDIN. They have done that, sir.
Chairman PROXMIRE. What would happen if we did it this year?

What would be the consequence? Do you have low priority programs
which you could ration in. such a way that you wouldn't have a
devastating effect on farm income? Or would it be, in your judgment,
seriously adverse to farm income?

Secretary HARDIN. I think that a further sharp cut could have
adverse effects. However, I am not going to sit here and say that
some cuts can't be made because we are making some.

Chairman PROXMIRE. Having seen that table, it is most dis-
couraging, as you look at the table and see fewer farmers and far
more people in the Department of Agriculture.

Secretary HARDIN. It is a case where, again, sometimes there are
facts other than you see in looking at just the total figures.

Chairman PROXMIRE. Why was the special milk program left out
of the budget?

Secretary HARDIN. Are you referring to the 1972 budget?
Chairman PROXMIRE. The school milk program, yes, sir.
Secretary HARDIN. This is because the administration feels rather

strongly that we should concentrate the resources that we have
available to do the utmost for the needy children and not just sub-
sidize all of the children, many of whom have adequate means of
their own. The school special milk program is made available to all
youngsters regardless of their economic status. We would like to put
those resources into a special program for needy youngsters. I am
currently visiting with some of the dairy people themselves to see
if there is not some way that this program can be redesigned to focus
on needy youngsters.

Chairman PROXMIRE. The fact is that this program at the present
time does provide a full subsidy for needy youngsters in school milk.
They get their milk without charge. The fact is further that it is
false economy to eliminate the program because if you do not provide
this milk to the schoolchildren, it means that under the price support.
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program, as long as we have the present supply and demand situation,
you are going to have to buy the milk, store it, buy it in the form of
cheese and store it. The net saving, as we.calculate it, for this $103
or $104 million program is only about $14 million by abolishing it.
When you consider the dietary benefit to literally millions and millions
of children, it is hard to say that simply because a child is not in the
poverty class, he gets a balanced diet-all these dietitians tell us the
opposite.

For these reasons, why does not the administration recognize that
as long as you have a price support program, this is a good supple-
ment?

Secretary HARDIN. What you say about the price support program,
the offset, is absolutely true. There is an offset-not a complete one-
but there is an offset. We would get the same offset if we could con-
centrate it for the needy youngsters.

Chairman PROXMIRE. As I say, the needy youngsters get it under
the special program their milk. I don't see any conflict or contradic-
tion. What I am saying is in addition to the milk provided for those
who are in a poverty category, if you provide it for others, too, you
move milk from costly storage into the stomachs of children who could
use it.

Secretary HARDIN. If we assume Federal dollars are unlimited,
what you say is virtually true.

Chairman PROXMIRE. I certainly don't make that assumption, but
I would assume this is a priority program that could be helped.

Let me ask you this: With respect to the dairy import situation,
recently a Presidential proclamation under section 22 set dairy import
levels on certain products substantially higher than the levels recom-
mended by the Tariff Commission. What is the current impact of
imports on the dairy price support program?

Secretary HARDIN. Well, the action that the President took under
section 22 dealt with four items, Mr. Chairman. They did vary a bit
from the Tariff Commission's recommendations. But the largest item
was ice cream or ice cream mix, and I believe that that was reduced
approximately 95 percent instead of 100 percent, as recmmended
by the Tariff Co-mission. The impact of those imports on dairy
programs wil be very small indeed as a result of this action. But there
are some other items that are of concern, and I cannot give you the
total effect at this sitting. I am thinking particularly of the imports
in cheese, that are priced at above 47 cents, where there has been a
substantial increase in the past few years, and which is under study
at this point.

Also that does have, perhaps indirectly, some impact on price
support program.

Chairman PROXMIRE. That is, you are thinking of adjusting the
47 cents upward?

Secretary HARDIN. We a-re studying it. I am not sure that is the
solution.

Chairman PROXMIRE. That would reduce the impact on the program
undoubtedly, if you increased the 47 cents.

Secretary HARDIN. That is right, and this is under study. The other
item which is not as clear and may not have an impact on the dairy
program being studied is the import of lactose made from whey, which
I notice you are interested in. Imports have been increased. Our
whole production has been increasing very sharply in recent months.
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So far, we have not been able to demonstrate a direct connection
between that and the dairy price support program, but it is also under
study.

Chairman PROXMIRE. Let me ask you, at what rate are dairy
imports coining in now?

Secretary HARDIN. Mr. Paarlberg tells me that the present level
amounts to about 1.9 billion pounds of milk equivalent.

Chairman PROXMIRE. That is in increase, is that correct, over the
last year, or is it about the same?

Secretary HARDIN. It is a little increase. And that is against the
total domestic production of approximately 117 billion pounds. So it
is in the rank of something above 1 percent.

Chairman PROXMIRE. Do you have any plans to limit imports
further through initiating section 22 action?

Secretary HARDIN. Well, as I say, whether it will be section 22 or
some other action, we are currently studying the matter of cheese
imports and the matter of lactose. I do not know as of today what our
recommendations will be.

Chairman PROXMIRE. Now, you were asked briefly-I would like
to get into the 1972 budget for revenue sharing for rural community
development. How much of that $1 billion is new money?

Secretary HARDIN. May I have just a minute for clarification?
I don't believe this has been tied directly to the 1972 budget; has

it, Mr. Chairman? -

Chairman PROXMIRE. You see, what I am getting at is whether this
is coming from on-going Department of Agriculture programs or
whether it is in addition.

Secretary HARDIN. I think it is not tied in specifically with the 1972
budget. But I am going to answer it in this way: There are the items
in the rural development program in the special revenue-sharing
program-yes, the special revenue sharing program. Isn't it $1 billion
for rural development?

Chairman PROXMIRE. That is my understanding.
Secretary HARDIN. All of the items in the special revenue sharing

add up to about $10 billion and there is an additional $1 billion
recommended over and above the existing programs for all of the six
major areas in the present outline. I cannot give you the exact figure
that the President has recommended that should apply to the rural
development item, but it is a substantial figure of additional funds
that are to go along with the billion dollar package for rural develop-
ment.

Chairman PROXMIRE. I wanted to know how much is being shifted
from the former block grant programs. Can you provide that for the
record?

Secretary HARDIN. Well, if we take all of the block grant programs
together, they add up to $10 billion. There is $1 billion additional that
goes with it.

Chairman PROXMIRE. Oh, this is a supplement. This is all new
money then, is that right?

Secretary HARDIN. Yes, on top of the 10.
Chairman PROXMIRE. On top of the
Secretary HARDIN. The 10. There are three components.
Chairman PROXMIRE. We are talking about something else. The

$10 billion, then an additional $1 billion of new money. I am not
talking about that. I am talking about the rural development program
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by itself. I want to know with respect to. that particular programwhether or not you have reduced part of the program you have had in1971 so that 1972 could make up for this billion dollars going into therural community development program. You will have new money, oris this the money you had before?
Secretary HARDIN. Well, both.
Chairman PROXMIRE. Yes, I understand that, but I want to knowhow much of it was new?
Secretary HARDIN. I think I can supply that for the record.(The following was subsequently supplied for the record:)
Almost all USDA programs contribute to the economic and social developmentof rural areas. One of the key features of the Department's rural developmentprograms is the close cooperation and involvement at the State and local level.USDA State Rural Development Committees are working with State and otherFederal agencies in all States. There are approximately 9,000 USDA field em-ployees at the State and local level with at least one in practically every countyworking with rural development programs. Also, over 2,000 manyears of Coopera-tive Extension Service personnel devoted to community development are jointlyprovided by USDA, State, and local funds.The programs specifically oriented toward rural development objectives inFY 1972 involved an estimated $2.7 billion. This does not include the farmcommodity programs, farm loan programs, Food Assistance programs, and thatpart of the research and extension programs dealing with agriculture and timberproduction and recreation on the National Forests-all of which can have im-portant impacts.
The principal rural development programs are:

Program level (millions)

Actual Estimate

Fiscal Fiscal Fiscal Fiscal
Iea,9 gye~ao, year m9e

Farmers Home Administration community loans and grants for water andsewers, recreation, flood prevention, etc , $229 $211 $238 $256Farmers Home Administration rural housing loans - -543 875 1,641 1, 780Rural Electric Administration telephone and electric system loans -- 483 485 485 486Soil Conservation Service resource conservation development, watershed,and flood prevention protects------- ------- ------- 9 10 12 18USDA and and Grant College's community improvement and s 95 109 120 118research ----------------------------------- i 8 9Extension Servir co "musity deveuopenim program - - 9 9 10 14Forest Service shared revenue from national forests - -53 79 73 83
Total -1,417 1,773 2,575 2,746

-Chairman PROXMIRE. You see on page 38 of the budget, it appearsthat $921 million is from the old program, only $41 million is new.On a 4-month basis, it would be $71 million new, but on the fiscal1972 basis, it would be only $41 million. I wanted your comment onthat. It didn't seem like much of an addition to the rural communitydevelopment program.
Secretary HARDIN. I will have to check that, Mr. Chairman. Idon't know the correct figures.
Chairman PROXMIRE. You are a former chancellor, I understand,of the University of Nebraska.
Secretary HARDIN. That is correct.
Chairman PROXMIRE. And a distinguished educator. A resolutionof the Nebraska Legislature opposes the proposal to abolish the De-partment of Agriculture and scatter its functions. Do you have thesechanges charted out well enough to give us your opinion of whateffect if any these would have on the income of farm people; rural

59-591-71-pt. 1-15
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development efforts of the Department of Agriculture initiated by
True D. Morse and expanded and so forth under the Kennedy and
Johnson administrations, or any other consequences that you might
tell us about this morning?

Secretary HARDIN. I will just make a general statement, Mr.
Chairman. I would not anticipate that the reorganization plan as
proposed would have any detrimental effect on agricultural income
or programs. It is possible that by combining some of the programs,
the effectiveness might be increased. I think a change would be a plus.

Bear in mind that the President did not propose the abolition of
any programs or agencies, but rather an administrative restructuring.
I should think that agricultural constituent groups who have been
working closely for years, as many of them have for particular agencies
or individuals, would find themselves working with the same groups
in the future under the reorganization plan. I can see an advantage,
for example, if the Foreign Agriculture Service were to work in closer
proximity with the international trade group in, say, the Department
of Commerce, that there could be strength in this total endeavor by
having them work even more closely together.

Chairman PROXMIRE. You say that the President does not plan to
abolish any programs. I am sure he does not intend to abolish services.
But there is an abolition, it seems, of at least an explicit responsibility.

Let me call your attention to the program of Federal assistance to
forest fire prevention and suppression, for the control of forest insects
and diseases. I would like your explanation of why these programs
seem to be abolished w ith respect to the direct responsibility along with
grants for tree planting and your thoughts on how you think abolish-
ing these programs will assist State, local, and private forestry efforts.
Is it your notion that the funds will be provided and that they can get
into these areas if they wish? If they wish to apply their funds else-
where, they will do so?

Secretary HARDIN. In the States?
Chairman PROXMIRE. Yes.
Secretary HARDIN. What the President is doing here is moving these

funds to the States and they would have the responsibility of making
the decisions. They could enhance or abolish, as they chose, within
those areas.

Chairman PROXMIRE. That is what troubles many of us very
deeply, the fact that this would seem to be of national initerest and
national concern, a national goal, to preserve our forests and extend
our forests. The States might have a different view that might not be
as national in scope and perhaps, in a sense, might not be as farsighted.

Secretary HARDIN. Of course, the response of the States, I am sure
would vary greatly across the country. I would suspect that in Wis-
consin and in the Southeastern States, where there is great interest
in softwood timber production, we might see an enhancement of re-
forestation programs. But,in Nebraska, where forests do not grow as
well and where there is not really a large commercial forest or timber
industry and probably will not be, we might have a different set of
priorities. It seems to me this is good.

Chairman PROXMIRE. Senator Miller.
Senator MILLER. Mr. Secretary, I noted the other day that one

* Member of Congress had charged this administration with disregarding
the needs of the American farmer in informing farmers of the exact
details of the new program. Unfortunately the article merely printed



221

the allegation and did not have anything in there by way of a response.
I do not suppose you were given a chance to respond. I thought you
might like to respond at this particular time.

Secretary HARDIN. I would be very pleased to respond, Senator
Miller. I suspect that they were not anymore concerned about the
delays in announcements than I was. There is a very simple reason
for it: We did not have the farm bill through the final steps in the
Congress until December. There was a tremendous amount of work
that had to be done following enactment and signing in the way of
preparation of detailed regulations. Once they were prepared, then the
States and local committees had to be fully apprised of the new regu-
lations; documents had to be printed. It simply was not possible to
work any more rapidly than we did.

In fact, we have not had enough time to, if I may use the phrase,
debug all of the operations. If there has been one thing that has con-
cerned me in the past 2 years, it has been the great difficulty in setting
up national regulations that do not penalize some particular com-
munity, State, or area of the country inadvertently. When you work
with averages, work with broad geographic areas, it is very easy to
overlook local situations. We have been attempting, as we developed
these new regulations, to test them out on an individual farm basis in
very many different types of farming areas. There has not been enough
time to do all of this.

Earlier I referred to the regulation requiring diverted acres to come
from land that had been farmed at least one season during the past
3 years. After this was announced, we found that it was producing
hardships that had not been intended and we had to withdraw this.
These are the types of things we confront.

Furthermore, we did deliberately wait a few days until the January
crop intentions report had become available as a further guide before
all of the regulations were announced earlier this month.

Senator MILLER. You are referring to that planting intentions report
the results of which were published on January 25?

Secretary HARDIN. That is correct.
Senator MILLER. I suppose there were some who wondered about the

delay from that time until the day of the finalization of your program.
And I can understand why you were a little concerned about it, be-
cause I was. I recall that I was contacting some of your people over
there about it.

But in order to finalize this, I understand that there were several
things that had to be gone into quite apart from the planting intentions
results, such as I do know you were considering very seriously the
possibility of doing something with respect to small farms. I suppose
that took quite a bit of analysis. And I am sure you wanted to analyze
the most current export estimates and the Commodity Credit Corp.
stock estimates, including, for example, the free corn supply, the
possible calling in of some of the CCC loan crop for purposes of estab-
lishing normal amounts of free corn for the next marketing year carry-
over; and wheat supplies especially. In other words, I got the im-
pression that you were painstakingly trying to do the best job you
could.

But I can still recall that during the Agriculture Committee con-
ference on the farin bill last year, shortly before the elections, how
much the Department was asking, literally pleading, for prompt action
so that you could get moving on all of these regulations and informa-



222

tion programs so our farmers would know what was going on. And we,
after quite a few sessions, produced a conference report, and the House
took action promptly. I suppose that this particular Member of
Congress to whom I referred having come from the House, felt some-
what aggrieved because, frankly, the House did a job. But un-
fortunately, it did not happen that way in the Senate and in .the face
of repeated urging and requests from your Department and from many
of us in the Senate, it was just put over until after the elections, which
meant about a month delay in the whole thing.

Is that not about what you are saying?
Secretary HARDIN. That is exactly what we are saying, Senator

Miller, That month would have been extremely useful to us and to
the farmers of the Nation. We have done the very best we could. I do
not believe it would have been possible to have gotten the final
regulations in any less time than we did. I can tell you that the staff
put in a great deal of nightwork, as they are quite willing to do in
order to make the special effort required.

Senator MILLER. Now, that is all over with and we have a 3-year
program. Would it be your purpose to get all of these announcements
out at a considerably earlier date for the 1972 season? .

Secretary HARDIN. Oh, definitely. We will not have the time prob-
lem for 1972 and 1973, and those will be started with enough leadtime
to get them out in good time for publishing them as planned.

Senator MILLER. There was a further change in this same article
without any opportunity for response that this administration is
backing down on its pledge to promote agricultural conservation,
resulting in less liming of soil, for example. What would be your
answer to that?

Secretary HARDIN. I would guess-I do not know the specific
article-that this refers to some modifications in the agricultural
conservation program and the change in emphasis that has been
given to this program as it has been redefined to place more emphasis
on the environment; on those practices that will reduce pollution, and
the silting of our streams and lakes; more emphasis on farm waste
disposal, feed lots waste, and things of that nature; and less emphasis
on annual practices that might more properly be defined as, really,
regular production items. It is a matter of emphasis, however, and
not a matter of absolute elimination of any of the items, because the
authority still resides with the county committees to draw up the
schedule of practices that will be sponsored under the Reed program.

Senator MILLER. What you are really saying is that with respect
to the liming of, the soil activities, while there may be some cutback
there, there is an increase in other areas pertaining directly to agri-
cultural conservation and the environment?

Secretary HARDIN. That is correct.
Senator MILLER. Thank you, Mr. Secretary.
Now, I have a couple more questions. Perhaps Mr. Paarlberg might

like to answer this question.
Net realized farm income in 1970 was $15.8 billion, down from $16.2

in 1969, which is about $400 million less. Would it be true that you
will find that $400 million loss in net farm income by just taking a
look at the increase in farm costs of production?

Mr. PAARLBERG. Yes, sir; that would be correct, Senator.
Senator MILLER. And inflation in the economy would have a great

deal to do with that, would it not?
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Mr. PAARLBERG. That is correct. You can account for that in
several ways by the increasing costs, as you say. You can account
for it in the declining prices of hogs, for example. You could account
for it in several ways.

Senator MILLER. I suppose you might just account for it by the
drop in hog prices in my own State of Iowa.

Mr. PAARLBERG. It has been a massive drop.
Senator MILLER. I have been saying for years, as you probably

know, that when you have a cost problem because of inflation that
aggravates the cost-price squeeze of agriculture, probably the agricul-
tural economy feels the results of inflation through these increased
costs more than any other segment of our economy because their
prices do not go up accordingly. It happens in many other industries.

Is that a correct observation?
Mr. PAARLBERG. That is very true. And our mail and our contacts

with farm people indicate their very deep concern and indeed, resent-
ment about the rising costs that they face.

Senator MILLER. Now, Mr. Secretary, as you recall, U.S. imports
of meat, subject to the meat quota law, rose by 8 percent during
1970 over 1969. During the early part of last year, imports of these
meats were up almost 50 percent over the previous year, causing the
President-and I am sure at your urging and recommendations-to
impose limits on imports for the balance of 1970. What do you foresee
for 1971? For example, how can we prevent a repetition of
this abnormal amount coming in early this year, and have the export-
ing countries agree to voluntarily level out their shipments over to
this country?

Would you care to comment on that problem?
Secretary HARDIN. I will comment as far as I can, Senator ILiller.

The voluntary agreements with the importing countries-
Senator MILLER. You mean the exporting countries?
Secretary HARDIN. The exporting countries to this country. Those

agreements are still being negotiated. I am hopeful that they will be
completed in the next 3 or 4 days. But it would be my prediction
now that there wtill be no increase in imports of meat in 1971 over
1970. I (10 not think -ev will have a repetition of the problem we had
in early 1970 because the President has delegated me the power to
stop the practice. The most flagrant one in early 1970 was the trans-
shipment of meat from Australia and New Zealand, which did come
,across the border and which resulted in a significant increase in
imports. We now have the authority, and have exercised it already
this year, to prevent those transshipments. So, I do not think we will
have that problem in 1971. I hope that we will have an announcement
with respect to the anticipated import levels within the next week.

Senator MILLER. I am pleased about your action with respect to the
transshipment problem. As you know, many of us over here did urge
you and the President to do something about that. But transshipment
problems notwithstanding, the amount of the imports during the first
part of last year was very abnormal. I am wondering if, in these nego-
tiations, there is a strong effort being made to encourage these countries
that export to the United States to level their exports to us so that we
do not run into another one of these problems all over again?

Secretary HARDIN. There have been suggestions made that the
agreements should be developed on a quarterly basis so that this
orderly shipment would be regulated specifically. This is not
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anticipated. But there have been discussions with respect to developing
an orderly flow, and it is our judgment that it will be much more
uniform in 1971 than it was in 1970.

Senator MILLER. Well, I hope so, because if it isn't, as you know,
there are bills pending right now, there were bills pending last year,
and there was action taken in the Senate Finance Committee on one of
the bills, on the trade bill, to force quarterly quotas. If our trading
partners are not willing to do something by way of voluntary arrange-
ments, I am afraid it is going to come to legislation. So I hope you are
successful in this.

Thank you, Mr. Secretary.
Thank you, Mr. Chairman.
Chairman PROX1IIRE. I just have one question, and it is apropos of

a speech you appear to have made yesterday. At any rate, it was at
Dallas, Tex., to the 29th annual meeting of the National Electrification
Cooperative Association.

Let me read the lead: "U.S. Secretary of Agriculture Clifford
Hardin has expressed a hope for higher consumer food prices during
1971. This is not a prediction, Hardin told a news conference
Wednesday, 'but I hope the housewife can expect higher food prices
this year.' "

Now, in view of the administration's efforts to fight inflation-and the
fact that, of course, food prices are right at the heart of inflation, I
would like to ask you this: The farmer, as I understand it, gets about
40 cents of the housewife's dollar. You just responded earlier today to
a question, saying that the reason why food prices had gone up last
year while farm prices had not, or had gone up far less, was because
the margin had increased so much, the margins obviously for the
middleman and distributor. Why can't we crack down but good and
hard next year to make it possible to provide a better income for the
farmer without a significant increase in the food prices to the
housewife?

Secretary HARDIN. It may be possible. The context in which this
question was asked at the press conference was would 1 be in favor of
holding down farm prices so the consumers could have cheaper food.
My response was that in view of the situation with respect to farm
prices, I hope they can go up in 1971; and sir, I hope they do, and
improve this income situation in agriculture.

Chairman PRGXMIRE. Well, now, you were recorded not as saying
you hoped that farm prices go up, you hoped that consumer food
prices go up. There may be a difference.

Secretary HARDIN. And if this meant an increase in consumer food
prices, I went ahead to elaborate that the consumer should be prepared
to accept this and should not complain about it, in view of the bargain
that food is in this country today.

1 agree with vou completely that we can accomplish this by im-
proving the margin situation. This would be preferable. But I cer-
tainly am not going to, as Secretary of Agriculture, suggest that we
should have lower farm prices in order that we could still further reduce
consumer expenditures.

Chairman PROXMIRE. You should, as Secretary of Agriculture,
fight hard for higher farm income. We all know- we need it. Anybody
who has studied this and has any kind of a feeling for justice and
fairness knows that the farmer is not getting what he ought to get.
But at the same time, I am just not satisfied that this means automati-
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cally that the food prices that the housewife has to pay are higher. This
committee recently had testimony by a very distinguished food expert,
Mr. Danzansky, who testified that they can greatly improve and
intend to improve very quickly the efficiency of food distribution in
many kinds of ways, by automating their supermarkets.

We just had testimony this morning that we have had an unfor-
tunate slowdown of efficiency on the farm, which is another way that
the farmers can get a better income without as sharp an increase in
their prices as they would otherwise have. So I would hope the thrust
of your efforts is going to be to help the farmer get higher food prices
and do all we can to do that, consistent with avoiding too much of an
inflationary impact dn the housewife.

Secretary HARDIN. There is nothing inconsistent with my views
and your statement.

Chairman PROXMIRE. No problem.
Secretary HARDIN. I am very glad you brought it up because I am

glad to have this opportunity to clarify it.
Senator MILLER. Would the chairman yield?
Chairman PROXMIRE. Senator Miller.
Senator MILLER. I appreciate his bringing this matter up to give

the Secretary an opportunity to clarify it. I must say I have long
been aware that the farmers do not receive fair and decent prices. It
is going to cost the consumer more in the long run-maybe not to-
morrow. but looking down the road-if our farmers do not receive
fair increases in prices. Then you are going to find more of them going
out of business, and vou are going to find less quality and less food
for the consumer in the long run. We hope that the margin is going
to be such that the farmer can get an adequate price without in-
creased consumer costs; but if you do not have any choice because of
certain economics in the power structure, then we had better let the
consumers know that they had better pay some increased consumer
prices now, because if they do not, they are going to have even
greater costs in the long run.

Is this not about the basis of what you are saying, Mr. Secretary?
Chairman PROXMIRE. Mr. Secretary, when was the last investiga-

tion, let alone action, by the. Deepartment of Agriculture of the llmargil
between what the farmer gets and what the housewife has to pay?

Secretary HARDIN. Mr. Paarlberg points out that this is done
constantly, but there was a special effort made in December.

Chairman PROXMIRE. December just past?
Mr. PAARLBERG. That is right.
Chairman PROXMIRE. What was the result of it?
Mr. PAARLBERG. The result of it, Senator Proxmire, was that we

released to the press the figures that showed the widening margins,
both in the processing and in the retailing, both for beef and for pork.
This was very widely publicized. We talked with the people in the
trade and told them about our concern regarding that matter. Since
that time, as the Secretary earlier said, these margins have narrowed.
Whether this was the result of our publicity on this point and the
jawboning that we did-I guess you can call it that-or whether it
came from other things, I am not sure.

Chairman PROXMIRE. I appreciate that you have done this, but I
try to follow these things closely. I think this would be a good example,
a good case for the President of the United States to publicize this.
It is important enough and vital to the interests of fighting inflation
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and the interest of the farmer and the housewife if the President of theUnited States would call attention to this in a dramatic way. It wouldseem to me if the Department of Justice could move in and act whereit is clear that this margin is not based on economic factors-and I amsure on the basis of my experience, and I think you would agree thatthis may well be the case, we could do something about this veryserious margin. But the fact that the Department of Agriculture re-leases another report to the press when the press is so busy with all thethings going on abroad and home and so forth, in my view is notreally enough to focus sharp, clearcut, effective attention on it so that
we can have action.

Senator MILLER. I thoroughly subscribe to what you said, Mr.Chairman. I think public attention needs to be focused on such action.And you call it jawboning and it is jawboning in a way. But I think agreat many people indicate that they want to see more action and ifjawboning is part of the picture and if you have been doing it, I think
it ought to be publicized more.

Chairman PROXMIRE. Will you make that report available to this
committee?

Mr. PAARLBERG. Yes, sir.
Chairman PROXMIRE. We will put a summary of the report in therecord at this point and we would like a full report for the files.
Mr. PAARLBERG. We will be happy to do it.(The following information was subsequently supplied for the

record:)

STATEMENT OF DON PAARLBERG, DIRECTOR OF AGRICULTURAL ECONOMICS

The year 1970 has seen one of the sharpest declines ever in the farm price ofhogs. In January the price was 27.5 cents per pound; by October the price hadfallen to 17.8 cents (weighted average price of 180-220 pound barrows and gilts at7 principal markets). Thus from January to October of 1970, prices received byfarmers for hogs fell 9.7 cents a pound. During that same period the farm-to-retailprice spread increased 10.2 cents a pound. Had there been no change in the farm-to-retail price spread between January and October, taking into account thedifference between live and dressed weights, the farm price of hogs in Octoberwould have been 22.9 cents instead of 17.8 cents. Thus about half of the precipitousdecline in the farm price of hogs since January is accounted for by the widening
marketing margin.

Most of this widening, 5.7 cents of it, occurred in the retailing of pork. Theremainder, 4.5 cents, occurred in the packing and processing process.
The widening of margins at a time of falling prices for live animals is not anunusual situation, though the magnitude of the current change makes it moredramatic than usual. On the other hand, it is customary for margins to narrowwhen live animal prices increase. Margins widen when the farm price falls andnarrow when it rises. The net effect of these changes is to amplify the magnitudeof price fluctuations at the farm level and to induce alternating over-and-under

supply of pork-and to cause wild gyrations in incomes of farmers.
This perverse pricing policy results from the laggard manner in which the foodtrade adjusts its selling prices. Selling prices of particular items, such as pork, arenot quickly or fully adjusted to reflect acquisition price of these items. At a timeof falling acquisition prices, retail prices are kept high. Thus consumers are notmade fully aware of the abundance, new buyers are not attracted to the market,and the period of distressed farm prices is prolonged. The tendency in the foodtrade is to figure the margin on the mix of all products handled rather than on theindividual items. No conspiracy is inferred. Overall margins continue reasonable.

The difficulty is for particular items, in the current case pork.Hog farmers understandable object, when experiencing a price decline, andparticularly with as sharp a price drop as this year, to the added burden of carrying
the cost for merchandising the other items in the store.
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COMPOSITE VALUES AND PRICE SPREADS FOR HOGS AND PORK, 1969

Jan. Feb. Mar. Apr. May June July Aug. Sept. Oct. Nov. Dec.

Retail weight equiva-
lent ' (cents per
pound):

Retail value2 - 67.9 68.6 69.0 69.1 71.6 75.0 76.9 78.3 78.9 78.7 78.1 79.7
-Wholesale value3 5 2.9 52. 5 52.9 53. 1 56. 5 5 9.8 60. 5 6 3. 1 62.6 61.7 62.8 6 3. 7

Gross farm value 4 37. 4 38. 7 39.2 38.6 44.0 48.0 49.8 51.5 49.6 48.8 49.2 51.5
Byproductcredit- 2.4 2.7 2.8 2. 7 3. 0 3. 2 3. 4 3. 7 3. 5 3.7 3.8 4.0
Netfarm values-- . 35.0 36.0 36.4 35.9 41.0 44.8 46.4 47. 8 46.1 45.1 45.4 47. 5
Farm-retail spread I 32.9 32.6 32.6 33.2 30.6 30.2 30.5 30.5 32.8 33.6 32.7 32.2
Wholesale-retail

spread 8 -- 15.0 16.1 16.1 16.0 15.1 15.2 16.4 15.2 16.3 17.0 15.3 16.0
Farm-wholesale

spread .9 - - 17.9 16.5 16.5 17.2 15.5 15.0 14.1 15.3 16.5 16.6 17.4 16.2
Liveweight hog price 10

(dollars per cwt.) ----- 19.77 20.41 20.69 20.38 23.14 25.16 26.05 26.91 25.97 25.52 25.77 26.93

1 All values at different market levels are shown in retail weight equivalents in order to allow direct comparisons. It
takes 1.07 pouhds of wholesale pork products to make I pound of retail pork cuts and 1.97 pounds of live hog to make
I pound of retail pork cuts.

2 The retail value represents the composite average value of the retail cuts at their respective retail prices weighted
to include the effect of specials.

3The wholesale value represents the composite average value, converted to retail weight equivalent, of wholesale
cuts at wholesale prices (1.07 pouhds wholesale cuts).

4 The gross farm value represents the average value of 180- to 220-pound hogs at 7 principal markets after conversion
to a retail weight equivalent (1.97 pounds live hog), less farm marketing costs.

5 Byproduct credit represents the value of inedibles, lard, etc. which are not sold as pork.
6 The net farm value represents the farm value of the pork sold at retail from the live hog. It is obtained by subtracting

the byproduct credit from the gross farm value.
7 The farm-retail spread is the difference between the retail value and the net farm value.
'The wholesale-retail spread is the difference between the retail value and the wholesale value.

The farm-wholesale spread is the difference between the wholesale value and the net farm value.
is The weighted average price of 180- to 220-pound barrows and gilts at 7 principal markets.

COMPOSITE VALUES AND PRICE SPREADS FOR HOGS AND PORK, 1970

Jan. Feb. Mar. Apr. May June July Aug. Sept. Oct. Nov. Dec.

Retail weight equiva-
lent I (cents per
pound):

-Retail value 2
.. . 82.1 81.8 81.4 79.9 80.0 80.0 80.7 79.7 76.7 74.4

Wholesale value 3 6 5.9 65.2 6 3.0 60.3 60.3 61.3 61.8 5 7.2 55.1 52.5

Gross farm value. -- 52.7 54.1 50.0 45.9 44.8 45.6 48.0 42.3 38.6 33.6
Byproductcredita - 4.0 4.1 4.3 3.9 3.4 3.3 3.4 3.3 3.1 2.8
Net farm values - 48.7 50.0 45.7 42.0 41.4 42.3 44.6 39.0 35.5 30.8 -----------
Farm-retail spread 7 33.4 31.8 35.7 37.9 38.6 37.7 36. 1 40.7 41. 2 43.6
Wholesale-retail

spread' . 16.2 16.6 18.4 19.6 19.7 18.7 18.9 22.5 21.6 21.9 - -----
Farm-wholesale

spread ' . 17.2 15.2 17.3 18.3 18.9 19.0 17.2 18.2 19.6 21.7
Liveweight hog price '°

(dollars per cwt.) ----- 27.52 28.26 26.18 24.07 23.50 23.94 25.15 22.24 20.36 17.81 .

I All values at different market levels are shown in retail weight equivalents in order to allow direct comparisons. It
takes 1.07 pounds of wholesale pork products to make 1 pound of retail pork cuts and 1.97 pounds of live hog to make
I pound of retail pork cuts.

2 The retail value represents the composite average value of the retail cuts at their respective retail price weighted to
include the effect of specials.

3 The wholesale value represents the composite average value, converted to retail weight equivalent, of wholesale cuts
at wholesale prices (1.07 pounds wholesale cuts).

4 The gross farm value represents the average value of 180- to 220-pound hogs at 7 principal markets after conversion
to a retail weight equivalent (1.97 pounds live hog), less farm marketing costs.

Byproduct credit represents the value of inedibles, lard, etc., which are not sold as pork.
I The net farm value represents the farm value of the pork sold at retail from the live hog. It is obtained by subtractin

the byproduct credit from the gross farm value.
7 The farm-retail spread is the difference between the retail value and the net farm value.
6 The wholesale-retail spread is the difference between the retail value and the wholesale value.
' The farm-wholesale spread is the difference between the wholesale value and the net farm value.
'OThe weighted average price of 180- to 220-pound barrows and gilts at 7 principal markets.
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U.S. DEPARTMENT OF AGRICULTURE

-McDavid DU 8-4026 Washington, Dec. 30, 1970
USDA Official Comments on Beef Prices and Marketing Margins:

A U.S. Department of Agriculture official today released a statement in which
he urged the food trade to give both farmers and consumers a "better break by
holding their marketing margins more steady."

Don Paarlberg, USDA's Director of Economics, said that meat packers and
grocery chains generally follow the practice of increasing their margins when
prices of live animals fall, and decreasing their margins when live animal prices
rise.

"This perverse pricing policy aggravates price gyrations at the farm level,"
he said. Results are undeserved losses for farmers, as now; uneven rates of earn-
ings in the food industry; alternate cutback and overstimulation of livestock
production; and uneven flow of food to the consumer.

Dr. Paarlberg said he meant to imply no collusion. "Such pricing in the food
trade appears to be the result more of inept policies than illegal actions," he said.

Marketing margins for beef have increased sharply, while the price of live
cattle rose less and recently has been falling, according to USDA figures. During
1968 and 1969, the price of choice steers fluctuated considerably, averaging 29.08
cents a pound for the 24 months. For the first 11 months of 1970, steer prices
averaged 30.5 cents, but in December of 1970, prices fell to 27.48 cents.

The retail price of choice grade beef averaged 91.4 cents a pound during 1968
and 1969, 99.0 cents a pound during the first 11 months of 1970, and 95.9 cents a
pound during December 1970.

When allowance is made for dressing loss and for by-product value, it is pos-
sible to calculate the marketing margin. This rose steadily, from 32 cents per
pound during 1968-69 to 37 cents during the first 11 months of 1970, to 41 cents
during December of 1970.

Dr. Paarlberg said that of the 9.0 cents per pound increase in overall margin
from 1968-69 to December of 1970, 1.7 cents occurred in packing and whole-
saling, while 7.3 cents occurred in retailing.

"Farmers and ranchers are concerned,' he said, "when their price goes down
and marketing margins go up. Consumers are offended when retail prices fail to
reflect the increased supply of meat."

The break Dr. Paarlberg called for from the food trade "is entirely apart
from the question as to the size of the marketing margin over a period of time."

"A steadier margin," he said, "would be more equitable for all parties and
would introduce greater stability in the supply of meat."

Dr. Paarlberg's statement is attached.

STATEMENT ON BEEF PRICES AND MARKETING MARGINS

Marketing margins for beef have increased sharply while the price of live cattle
rose less and recently has been falling.

During 1968 and 1969, the price of choice steers fluctuated considerably,
averaging 29.08 cents per pound for the 24 months. For the first 11 months of
1970, steer prices averaged 30.50 cents. But in December of 1970, prices fell to
27.48 cents.'

The retail price of choice grade beef averaged 91.4 cents a pound during 1968
and 1969, 99.0 cents a pound during the first 11 months of 1970, and 95.9 cents
a pound during December 1970.

When allowance is made for dressing loss and for by-product value, it is possible
to calculate the marketing margin. This rose steadily, from 32 cents per pound
during 1968-69 to 37 cents during the first 11 months of 1970, to 41 cents during
December of 1970.

Of the 9.0 cents per pound increase in overall margin from 1968-69 to December
of 1970, 1.7 cents occurred in packing and wholesaling, while 7.3 cents occurred
in retailing.

Farmers and ranchers are concerned when their price goes down and marketing
margins go up.

Consumers are offended when retail prices fail to reflect the increased supply
of meat.

13-week average.
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Meat packers and grocery chains generally follow the practice of increasing
their margins when prices of live animals fall, and decreasing their margins when
live animal prices rise. This perverse pricing policy aggravates price gyrations at
the farm level. The unfortunate results are:

Undeserved losses for farmers, as at present;
Uneven rates of earnings in the food industry;
Alternate cutback and overstimulation of livestock production;
Uneven flow of food to the consumer.

The food trade could give both the farmers and the consumers a better break
by holding their marketing margins more steady. This is entirely apart from the
question as to the size of the marketing margin over a period of time. A steadier
margin would be more equitable for all parties, and would introduce greater
stability in the supply of meat.

It is not alleged that collusion occurs; pricing policies in the food trade appear
to be' more inept than illegal.

PRICES AND PRICE SPREADS FOR CHOICE BEEF

1970

First 11
Item 1968 1969 months December'

Choice steers; Chicago, dollars per cwt - 27. 74 30.42 30.50 27. 48
Farm value, cents per pound -56.7 62.2 62.0 54.9
Carcass value, cents per pound - 63.1 68.7 68.7 63.0
Retail value, cents per pound - 85.6 96.3 99.0 95. 9
Spreads, cents per pound:

Farm-carcass -6. 4 6.5 6. 7 8.1
Carcass-retail -23.5 27.6 30.3 32. 9
Farm-retail- 29.9 34. 1 37.0 41. 0

'3Sweek average.

Chairman PROXMIRE. Thank you very much, Mr. Secretary.
The committee will stand in recess until tomorrow morning at 10

o'clock, when we will reconvene in this room to hear the Chairman of
the Federal Reserve, Arthur Burns.

(Whereupon, at 12:20 p.m., the committee recessed, to reconvene
at 10 a.m., Friday, February 19, 1971.)

(The following information was subsequently supplied for the record:)

RESPONSE OF HON. CLIFFORD M. HARDIN TO ADDITIONAL WRITTEN OUFSTIONS
POSED BY SENATOR OAVITS

Question 1. Can you give us a brief account of what the Administration has
done.with respect to food stamps and food distribution programs?

Ansover. A year and a half ago, in May 1969, President Nixon said "the moment
is at hand to put an end to hunger in America itself for all time." At that time, he
established a new agency, the Food and Nutrition Service, with the responsibility
of administering the Federal food assistance programs. In December, the White
House Conference on Food, Nutrition and Health provided additional stimulus to
improving our food programs.

Much has been accomplished in ending hunger in America during the past year.
A year ago, there were:

7 million people under our family feeding programs,
2,869 project areas with a family program, and
4,1 million children receiving free or reduced price lunches.

As of November 1970, preliminary data indicate there were:
13 million people served by our family assistance programs,
3,080 areas with a family program, and
5Y2 million children receiving free or reduced price lunches.

At the present time, there remain only 10 counties and independent cities'
without a family feeding program and without immediate plans to begin one. The
Food Stamp Program has been liberalized so that benefits per person are twice as
large as a year ago. The Commodity Distribution Program has also been improved.
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Expansion of this program into new areas and additional participation in existing
areas has held participation about stable despite the transfer of New York City,
and several other areas to the Food Stamp Program.

The Supplemental Food Program now reaches over 170,000 pregnant women,
infants, and their mothers, more than double that of a year ago. A Food Certificate
Program was implemented in February 1970 and now is operating in five areas
reaching 11,000 people.

The School Breakfast Program now reaches over 700,000 children, twice that of
a year earlier. The Special Food Service Program now provides food to over 130,000
children on a year around basis, double that of a year earlier. Last July, an addi-
tional 440,000 children were reached in the Special Summer Feeding Program.

Question 2. Could you sketch the major changes in the farm program that come
from the Agriculture Act of 1970?

Answer. The Agricultural Act of 1970 amounts to a basic reform of U.S. farm
programs. It represents a giant step toward a more market-oriented agriculture
that recognizes the economic and political realities of the 1970's. Specifically,
this bill would:

1. Remove the production control features of bases and allotments for-
a. wheat
b. feed grains
c. cotton

2. Remove marketing quota penalties that would otherwise be applicable
to producers of cotton and wheat who.overplant their allotment.

3. Through the set aside feature, provides the Secretary a powerful tool
to deal with excess capacity in U.S. agriculture and to maintain a reserve of
cropland in conserving uses.

4. For the first time, provides for a realistic limit on the amount of pay-
ments going to a producer for each crop. ($55,000)

5. Provides for adequate control of government costs which would other-
wise escalate year by year.

6. Through the features of (1) and (2) above, provides the flexibility
farmers need to adjust their planting patterns to market conditions and
thereby maximize their net returns.

7. Provides for a minimum loan rate of $1.25 for wheat and $1.00 for corn.
8. Provides much-needed flexibility as well as new tools for dealing with

the many problems of cotton.
9. Phase out gradually feed grain and cotton payments now being made

to "producers" who have long since ceased to plant these crops.

RESPONSE OF HON. CLIFFORD M. HARDIN TO AN ADDITIONAL WRITTEN QUESTION
POSED BY SENATOR PEARSON

Question. As you know there is great interest among farm groups about the
effect which the Administration's executive reorganization program would have
on the ability of the farmer to be heard at the highest levels of government.
Under the Administration's plan, most food programs would be placed in the
Department of Human Resources; such programs as rural housing and rural
water and sewer projects would be placed in the Department of Community
Development. Under the present arrangement, your position as Secretary of
Agriculture-coupled with your long and distinguished career in agriculture, the
land-grant college system, banking, and public service-serves as a logical focal
point for farm interests to be represented in the cabinet itself. Do you believe
that either a Secretary of Community Development or a Secretary of Human
Resources could do as good a job?

Answer. I am naturally pleased that the Senator recognizes the achievements of
the Department of Agriculture in serving the purposes for which it has been es-
tablished. I truly believe, in answer to your question, that the Secretary of Com-
munity Development or the Secretary of Community Resources will be men
chosen for their broad vision and capacities and that they will equally serve the
farm interests for which they are responsible. It is important to remember that the
President's proposals do not call for the elimination of any program or the people
who operate them so I envisage continued service to our farmers and rural com-
munities with the same dedication.

It also seems to me that the President's reorganization plan will better permit
Agriculture farmers and rural America to come into its own. As things exist
presently, substantially more than one-half of the appropriation to the Department
.of Agriculture provides direct benefits to non-farm people. Yet these expendi-
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tures are often labeled as benefits to farmers and Agriculture. This reorganization
program offers an opportunity to identify the programs that directly relate to the
farmers of this Nation. It should result in directly related costs for this sector of
our population and economy as it affects the taxpayer. As such, it affords a greater
opportunity to point out the benefits that accrue to the total population and
economy of the United States from the accomplishments of our farmers and the
Agricultural community.

I am confident that the Secretaries of our new purpose-oriented Departments
will assure that our farmers who constitute the largest single industry of this Nation
will be served so that they continue their great contribution to our Nation's over-
all growth. It is of more than passing interest that this vital sector of our population
and economy has since 1950 increased its efficiency, in terms of output per man
hour, at about twice the rate of the industrial sector. As a result of this great
contribution by our American farmers, the American consumer is spending less
of his income dollar for food than consumers in any other country of the world.

The President's reorganization in the purpose-oriented Departments should
result in the Agricultural community and its business being more clearly identified
for their contribution and further enhance their growth and accomplishment.

RESPONSE OF HON. CLIFFORD M. HARDIN TO AN ADDITIONAL WRITTEN QUESTION
POSED BY REPRESENTATIVE WIDNALL

Question. Are you satisfied with the consultative arrangements which have
been worked out to keep this Government informed as to developments in the
British-Common Market talks which would affect the U.S.?

Answer. A number of the comments that I made previously bear on this ques-
tion, including my recent trip to Europe and a discussion held in London the
early part of February in which Assistant Secretary Paimby was a senior partici-
pant. In addition, we will be meeting with Dr. Sicco L. Mansholt, Vice President
of the Commission of the European Communities in Washington in early March.
I would say we have satisfactory procedures to be informed as to the progress of
developments in enlargement discussions. I would hasten to add that this does not
necessarily mean that we will get satisfaction with respect to our own trade prob-
lems. That is not so much a matter of the channels of information and communica-
tion as it is the ability of the two sides to agree on the right solution. We are making
as effective representations as we can to protect our trade interests in this situa-
tion, and we will continue to do so.

RESPONSE OF HON. CLIFFORD M. HARDIN TO ADDITIONAL WRITTEN QUESTIONS
POSED BY REPRESENTATIVE BROWN

Question 1. What effect on this year's price and production does USDA antici-
pate the recent corn blight will have?

Answer. The effect of corn blight on production and prices in 1970 is difficult to
appraise. Although corn blight has been a major factor, dry weather in the West-
ern Corn Belt also influenced production and prices of corn and other feed grains.
Prices received by farmers for corn during October-January this year have aver-
aged $1.35 per bushel, or 250 higher than in that period last year. In order to re-
duce the effect of blight in 1971, the feed grain program does not provide for
voluntary acreage diversion this year and offers farmers more flexibility in planting
corn and other feed grains than in recent years.

In January farmers indicated their plans to increase corn acreage about 6%
over 1970, with greatest increases in the Western Corn Belt. Should blight condi-
tions be similar to those of 1970, but with more favorable weather in the Western
Corn Belt, production on the planned acreage could be around 8 to 10% above the
1970 crop, or around 4.4 or 4.5 billion bushels. While this would still be a little
below the record usage in 1969/70, it would be close to the anticipated use of about
4.5 billion bushels in 1970/71.

Question 2. Your testimony on soft wood timber growth and marketing manage-
ment indicates the importance of timely action. But what about hard wood timber
development and management in which we have export advantages but declining
supplies?

Answer. In 1968 hardwood log exports totaled 95 million board feet-more than
double the volume of imports. This is a rather sharp contrast to 1950 when imports
were more than 5 times exports.
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The largest part of the log exports move to Canada. However, shipments toWest Germany, Italy, and other Western European countries have been growing.Although the volumes of these exports have not been large in comparison withU.S. hardwood log production, they have had some important effects. For example,walnut log exports (21.8 million board feet in 1968) have added substantiallyto the demands for this scarce species and contributed to a very rapid increase inwalnut log prices.
The logs exported to Western Europe, and most of the imports, are composedof high-quality logs suitable for use in the manufacture of furniture and interiorpaneling where attractive appearance is an important consideration.
Imports of hardwood logs, lumber, plywood, and veneer in 1968 totaled 275millioncubic feet. This was 34 percent above the volume imported in 1967 andabout 4 times the average annual imports in the early 1950's. There has beensome increase in lumber and veneer imports. Plywood, however, has accountedfor the largest part of the growth since 1950.

- Net imports of all products in 1968-237 million board feet-composed 16 per-cent of the roundwood equivalent of all hardwood lumber, plywood, and veneerconsumed in the country. This is in sharp contrast to 1950, when net importswere-less than 3 percent of consumption.
The large increase in imports has been caused largely by a rapid post-warexpansion of low-cost hardwoods, especially from the Philippines, and a resultingre=uction in import prices. There is a relative scarcity of high-quality hardwoodtimber of preferred species in the United States. However, the hardwood timber

situation has been steadily improving in the last few decades. As a result, it isnow estimated that the cut of sawtimber sized material could be increased bypossibly 2 to 3 billion board feet. This, along with projected increases in growthresulting from some further intensification in forest management, suggests thatmost of the projected growth in demand for hardwood lumber in the next decadecould be met from domestic forests.
The outlook for hardwood plywood and veneer is different. If the price of im-ported hardwood plywood and veneer can be maintained without much change,as it has since 1950, it seems likely that most of the projected increases in demandin the next decade will continue to be supplied by imports.
Beyond the next 10 years or so, projected demands for hardwood timber mayrise more rapidly than projected supplies, with resulting upward pressure onprices. This means that the United States may eventually turn to an increasingdegree to the tropical hardwood forests as a source of supply for high-qualityhardwood lumber, as well as plywood and veneer.
The longer run outlook is based on the assumption that recent trends in manage-ment will continue. The hardwood forest lands in the United States have thecapability under intensive management of producing enough hardwood timberto meet projected demands at prices close to recent levels for several decades.Intensified management would involve substantial increases in investments insuch measures as planting, thinning, stand improvement, and increased protec-tion against destructive agents. In addition, it would involve an accelerationof research programs designed to invent new technology and ways of increasingthe efficiency of timber production and utilization.

"Question 3. Please relate trends in U.S. agricultural productivity to trendsin agricultural productivity abroad. Have we reached optimum mechanization,economic unit size and technological development (in cow mile production)while other nations are just beginning to develop their productivity and willeventually become competitive? If this is true, what are the trade implicationsand what is the time frame?
Answer. U.S. agricultural production increased about 1.5 percent a year duringthe 1960s compared with nearly 3 percent in other industrial countries andnearly 3 percent in the less developed countries (LDC's). Our agricultural outputrose only a little more rapidly than our population. In other industrial coun-tries, total agricultural output rose about twice as fast as total population. Lessdeveloped countries (which account for about two-thirds of the world's popula-tion) increased total agricultural production slightly more than total population.U.S. has been a leader in achieving technological advances in agriculture, butother industrial countries like Canada, Australia, and New Zealand have notbeen far behind. West European countries were a little slower in adopting newtechnology. Rapid growth in agricultural production in West European countriesduring the 1960's resulted from new technology, higher crop yields, and greateruse of fertilizer and other inputs. But increased protectionism and high pricesfor farm products also were very important factors stimulating agricultural
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output growth in Western Europe. Only in the United States were farm programs
established to limit expansion in agricultural production.

.Most LDC's found it difficult to expand food output rapidly enough to keep
pace with rising population growth rates during the 1950's and early 1960's.
Food grain production has increased greatly in some of these countries in the
last 2 years with the use of new high-yielding varieties, and greater use of fer-
tilizer and other purchased inputs, and irrigation improvements. But population
growth rates are high in mtost LDC's and still are increasing in some.

Our foreign agricultural trade has grown significantly in the last decade. U.S.
agricultural exports increased from $5.2 billion in the early 1960s to around $6.5
billion in the late 1960s. They likely will total about $7.5 billion in FY-1971. Our
commercial dollar sales have grown from $3.5 billion a year in the early 1960s to
$5.7 billion in FY-1970 and likely will total $6.5 billion in FY-1971. Our share of
world total agricultural exports has been relatively constant at around 16-17
percent a year.

Looking ahead, we can expect further growth in our agricultural exports pro-
vided foreign industrial countries do not increase their tariff and non-tariff
barriers to agricultural trade. Also, we need to maintain price advantage over
foreign products so that we are competitive in world markets. How rapidly our
agricultural exports expand will depend heavily upon price and trade policies of
other industrial countries. Economic potentials for increasing agricultural produc-
tion are as large in the United States as in most other nations. We could produce
much more feed grain, soybeans, and other crops for export by bringing into pro-
ductive use approximately 55 million acres now lying idle under government
programs.

Recent increases in wheat and rice production in India, Pakistan, and some
other LDC's have reduced their import requirements for food grains. Our agri-
cultural exports under government programs decreased to less than $1 billion in
FY-1970 compared with a high of $1.6 billion in FY-1962 and 1965. Because of
rapid population growth and low food consumption levels, most LDC's will
consume at home most of their growth in agricultural production. Many LDC's
maintain prices for agricultural products that are higher than those in the indus-
trial countries and therefore will find it difficult to compete in export markets.

Question 4. Can you pinpoint commodity areas adversely affected by U.S.
imports and indicate what has been done to resolve problems of foreign dumping
and other trade practices harmful to domestic commodity markets in the U.S.?

Answer. There have been several commodity areas in which imports are of
serious concern to our domestic producers because of the impact which these
imports have on our domestic market.

Although we have had import quotas on dairy products since 1953, it has
become necessary at various times since that date to extend the list of controlled
items. At present, most dairy products are subject to quotas.

In recent years, the pressures created by a world dairy surplus and the attrac-
tiveness of U.S. prices have three times required recourse to section 22. Typically,
import.s of non-quota producus of traditionally small trade importance increased
substantially, or new products-mainly for processing use-entered the market.
As a result, overall dairy imports rose to levels which interfered or threatened to
interfere with the dairy price support program. In each case, section 22 was
invoked and imports were reduced to a tolerable level.

The most recent extension of import controls was by Presidential Proclamation
4026 of December 31, 1970 which placed quotas on ice cream, animal feeds con-
taining milk or milk derivatives, low-fat (5.5 percent or less), chocolate crumb, and
low-fat (0.5 percent or less) cheese. As a result of this action, imports in 1971 are
expected to be below 1970.

The U.S. has become a major importer of meat. Rising imports of fresh, chilled,
and frozen meat have not become a serious problem because we have been able
to limit the imports of such meat into the U.S. through voluntary agreements
with major supplying countries. In the absence of such agreements, we would
have the authority to restrict imports of such meats under the provisions of the
Meat Import Act of 1964.

In recent years, there has been growing concern with the rise in imports of
certain horticultural products, primarily from Mexico, for example, tomatoes and
strawberries. We have not yet come up with a clear solution for the problems
these imports could cause, but we are maintaining a continuing surveillance over
the situation and engaging in discussions and close consultations with Mexican
officials, with the view of arriving at arrangements which would reduce the im-
pact of imports on U.S. markets.

O9-591-71-pt. 1 16
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Another area of concern has been the dumping of certain agricultural products
into the U.S. market by foreign suppliers, or with benefit of export subsidies. In
1968, the Treasury Department imposed countervailing duties on canned toma-
toes and tomato concentrates from Italy and canned tomato paste from France
to offset government export subsidies. The Treasury Department currently has
under investigation, pursuant to the countervailing duty statute, imports of
tomatoes, tomato paste and tomato juice from Greece, canned hams from Den-
mark, and barley and molasses from France.

Within the past year, an antidumping duty has been applied against dried
whole eggs from the Netherlands.
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OPENING STATEMENT OF CHAIRMAN PROXMIRE

Chairman PROXMIRE. The committee will come to order.
We have with us today, as we continue to survey the state of the

economy, one of the outstanding economists of the country, a long-
standing leader of economic policy formulation for this Nation, a
confidant of Presidents, and today, the Chairman of the Board of
Governors of our central bank. In this latter capacity, he is architect
of monetary policy, the critical policy element on which the present
administration is depending to achieve recover- to full employment
in the near-term. And when I say "near term," it has become increas-
ingly obvious that the administration is thinking not of this year,
but of next year or later.

Mr. Burns, I am not asking you to accept my interpretation of
what the administration witnesses have told us so far. But to me,
the import is clear: the policy implication is that monetary policy
will have to bear the burden of getting us back to full employment
by 1972. What the administration witnesses have told us brings us to
the inescapable conclusion that fiscal policy will be only a little more
than neutral in its impact over the next year or so. There is con-
siderable confusing rhetoric in this respect: talk of a self-fulfilling full
employment budget. But the evidence is most clear-fiscal policy will
not be vigorously stimulative in 1971-72.

Now, as to the monetary policy proposed by the administration,
I'm not clear. Let me once more say I am not asking for a confron-
tation here. But can you tell us what monetary policy would be
called for if we are to achieve full employment before mid-1972? Is it
possible for monetary policy alone to do the job?

(237)
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Now I want to stress that the committee has criticized sole depend-
ence on fiscal-monetary measures. Your prepared statement indicates
support for an incomes policy. I want to ask you whether you can be
more specific. Specifically, I hope we will have a chance to go into such
approaches as:

Comprehensive voluntary guideposts;
Wage-price controls in construction;
More widespread controls; adid '
Credit allocation measures to achieve most desirable economic goals.
Mr. Burns, the floor is yours.

STATEMENT OF HON. ARTHUR F. BURNS, CHAIRMAN, BOARD OF
GOVERNORS, FEDERAL RESERVE SYSTEM

Mr. BURNS. Thank you very much, Mr. Chairman. Perhaps I can
start first by reading my statement. Is that satisfactory?

Chairman PROXMIRE. Yes, sir. I might say if you abbreviate it in
any way, the full statement will be printed in the record.

Mr. BURNS. Thank you.
I appreciate the, opportunity to meet. with this committee once,again to present the views of the Board of Governors on the condition

of our national economy.
Our overall economic performance during the past year has left

much to be desired. Unemployment rose to more than 6 percent of the
civilian labor force by year end. Idle industrial capacity increased.
Business profits deteriorated further. The price level continued to rise
sharply. Our balance of payments remained in an unsatisfactory condi-
tion. These frustrations and disappointments.cannot be overlooked;
but they also must not be allowed to blind us to the progress that our
Nation has been making toward the restoration of its economic health.

Underneath the surface of aggregate economic activity, major
changes took place during 1970, and they have been-on the whole-
in harmony with the aspirations of the Congress and the American
people. Thus, the defense sector of our economy has continued to
shrink, with employment in this sector-when the reduction of the
armed forces is counted in-declining three-quarters of a million during
the past year. Also, the protracted investment boom in business fixed
capital-whose continuance would have necessitated a major retrench-
ment later on-has tapered off. Meanwhile, the homebuilding industry
has in recent months been experiencing a great upsurge of activity.
And our trade surplus-which had plummeted from 1965 to 1960-
began to recover as our exports rose relative to imports. These several
developments have imparted better balance to our national use of
resources, and thereby promise to contribute to economic and social
progress.

Another highly significant development of the past year was a dra-
matic change in business attitudes toward the control of costs. As
product markets became more competitive and costs continued to
mount, business managers in increasing numbers finally recognized
that their profit margins, which had been gradually eroding since 1965,
would drop sharply further unless ways were found to improve
efficiency substantially. Vigorous efforts to eliminate loose and waste-
ful practices resulted by the second quarter of 1970 in a renewed in-:
crease of output per man-hour, ending a stagnation which had lasted



239

nearly 2 years. The rate of advance in unit labor costs therefore moder-
ated last year, even though wage rates continued to rise at an un-
diminished pace.

The new attitude toward cost controls had its counterpart in busi-
ness financing. The speculative mood of the later years of the 1960's
had given rise to loose financing practices that posed a threat to
financial stability. This became abundantly evident last summer,
when conditions approaching crisis prevailed for a time in some of our
financial markets, notably in the commercial paper market.
. These. developments served as a pointed reminder to the business
and financial community that canons of sound finance are still relevant
in our times. Chastened by experience, many firms have of late been
reducing their exposure to risk by funding short-term debt or by 'en-
larging equity cushions. In turn, many lenders have been screening loan
applications with greater care and upgrading their investment port-
folios. Households, too, have been placing greater emphasis on liquidity
and safety in the management of their financial assets. The prospects
for maintaining order and stability in financial markets during the
years immediately ahead have thus been enhanced.

The processes at work in our financial markets during the past year
have strengthened the prospects for recovery in economic activity this
year. The liquidity of commercial banks and of other financial insti-
tutions has improved-markedly. Credit has become more readily avail-
able to prospective homebuyers, State and local governments, and
small businesses, as well as to the larger industrial and commercial
enterprises. Interest rates have tumbled. Indeed, the decline in long-
term interest rates since the middle of 1970, has been the largest and
most rapid of the postwar period. Even interest rates on consumer
loans and mortgage interest rates-which often display downward in-
flexibility-have declined during the past several months. And the
decline of interest rates brought, of course, welcome relief to a badly
depressed bond market.

As bond prices rose and cost-cutting by business firms continued
investors began to look forward expectantly to renewed expansion in
business activity and earnings. Interest in common stocks therefore
revived, and share Drices-narticularly of "blue c pJ -have staged
a spirited recovery. With the financial underpinnings of the economy
improved, housing starts have already risen briskly and State and
local construction projects-delayed earlier by tightness in credit
markets-are being financed more readily and at much lower cost.

Thus, when we look beneath the surface of aggregative measures of
economic behavior, we find that a large part of the foundation needed
for an enduring prosperity was rebuilt during the past year. Let me
turn next, therefore, to the role that monetary policies played in fos-
tering this achievement.

Monetary policies during 1970 at first sought to create an environ-
ment in which progress could be made in unwinding from the infla-
tionary excesses of the past, while providing sufficient stimulus to pre-
vent economic weaknesses from cumulating. As the year advanced,
the Federal Reserve gave increasing attention to liquidity problems
and to the need for establishing the financial basis for a resumption of
economic growth.

At the beginning of 1970, as this committee knows, monetary re-
straint reached its peak of intensity. The monetary policy pursued
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during the preceding year had become increasingly restrictive because
of the urgent need to curb inflation. During the latter half of 1969, the
narrowly defined money supply-that is, currency plus demand de-
posits-had grown by an annual rate of only 1 percent, while time de-
posits of commercial banks actually declined sharply. Bank liquidity
was at a very low level; heavy deposit withdrawals were draining funds
from mutual savings banks and savings and loan associations; the
supply of mortgage credit had shrunk severely; many State and local
governments were unable to arrange financing of their construction
projects; even some of the largest business enterprises were having
difficulty in satisfying their financing needs; interest rates were at or
soaring toward historic peaks; and confidence in financial markets
was waning.

As I have already indicated, conditions in our money and capital
markets have since then changed dramatically. Confidence in financial
markets and institutions has been restored; liquidity positions have
improved; credit has become both cheaper and more readily available
to a broad spectrum of borrowers; and all this was accomplished with
a moderate-and I believe a prudent -rate of monetary expansion.

Last year, the narrowly defined money supply rose by 5 2 percent.
This is by no means a low rate of growth by historical standards. In-
deed, it was exceeded in only 4 years during the postwar period-
1946, 1951, 1967, and 1968, each a year of intense inflation. However,
when the economy is sluggish, and when very unusal demands for
liquidity are encountered, as they were in 1970, a rate of monetary
expansion that is appreciably above the historical average is not
inapl)propriate.

Broader measures of the money supply indicate even more clearly
the rather expansive course of monetary policy during 1970. For
example, if the concept of the money supply is broadened to include
commercial bank time deposits other than large denomination cer-
tificates of deposit-CD's-we find that growth in money balances
during 1970 was at an 8-percent rate-accelerating from 6 percent in
the first half to more than 10 percent in the second.

An assessment of recent monetary policy requires, of course, at-
tention to numerous financial variables besides the money suppply,
whether defined narrowly or broadly. By the second half of 1970, the
increase in total funds available for lending and investing by com-
mercial banks had risen to an annual rate of 10 percent. Of course,
this high rate of expansion partly reflected some rechanneling of
borrowing from financial markets to banks after the ceiling rates of
interest that banks could pay on short-term CD's were suspended.
Allowing for this factor, the increase in available bank funds was still
far above the growth of demand for bank loans. Consequently, banks
added substantially to their holdings of short-term Treasury securities,
and became aggressive buyers of State and local government bonds.
They also took steps to encourage additional borrowing by bank
customers. Commitments of funds to the mortgage market rose, and
growth in real estate loans picked up toward the close of the year. The
prime rate of interest on bank loans was reduced in a series of steps
from 8/2 percent at the beginning of last year to 534 percent presently.
Other lending policies too were relaxed, as banks began actively to
seek out prospective loan customers.
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The effects of these easier monetary policies gradually spread from
the banking system to financial institutions at large. At life insurance
companies, the drain of investable funds through policy loans decreased
over the course of the year, encouraging larger commitments to
corporate borrowers. At nonbank thrift institutions, the rate of inflow
of deposits rose by the final quarter of last year to levels not seen
since the early 1960's-except for a brief period in 1967. Exceptionally
high rates of deposit inflow have continued in recent weeks. Indeed,
with the supply of mortgage money temporarily outrunning the
demand, some institutions find themselves unable to acquire the
volume of real estate loans they desire.

These are the indications, I believe, that the monetary policies
pursued last year have created the financial conditions needed for a
sustained expansion of production and employment. Underlying eco-
nomic trends have been obscured in recent months by the effects of
the prolonged auto strike. Nevertheless, some major economic series
suggest that a general recovery of business activity may already be
underway. For example, stock prices have been rising briskly for a
number of months, as I noted earlier. The increase in residential
building activity that began last spring has gathered momentum. New
orders for durable goods rose in December, and the ratio of inventories
to unfilled orders for durable goods declined for the first time since
April 1969. In- January, initial claims for unemployment insurance
fell somewhat further; the length of the factory workweek increased
for the third time in 4 months; industrial production rose again; and
the demand for business loans at commercial banks strengthened
measurably.

These indicators suggest that either a real recovery in production
and employment is actually underway or that such a development
is likely to occur in the near future. A review of trends in several
of the major categories of spending points to the same general
conclusion.

Let us consider first the principal economic sectors that may display
weakness in 1971. Defense spending is one of these. Judging by the
January budget message, the outlook is for little change in outlays
for defense in the vear ahead, which would imply some decline alter
allowance for price increases. Other Federal expenditures, however,
will be rising substantially in the course of the year, thereby adding
to the disposable income of consumers and strengthening the financial
position of State and local governments.

Business capital spending is also likely to remain sluggish, at least
during the early months of this year. Thus far, the recovery since
last spring in new orders for capital equipment has been modest, and
surveys of business investment plans do not suggest an early upswing
in outlays foir plant and equipment. Nevertheless, it would not be
surprising to see some strengthening in business spending for equip-
ment as 1971 progresses-the encouragement coming in part from the
recent liberalization of deDreciation allowances.

In contrast to the relative weakness in the defense and business
capital sectors, outlays for State and local construction and for resi-
dential building should rise vigorously this year. With housing
vacancies at a very low level, the decline of mortgage interest rates
spreading, and the likelihood of overall economic recovery high and
rising, the expansion in the homebuilding industry should continue;
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housing starts in the fourth quarter were at the highest level since
the early 1950's. We can be reasonably confident also that a substan-
tial revival in State and local government capital outlays will occur
this year, although-as this committee well knows-many munici-
palities are facing serious shortages of funds. These financial difficulties
may be relieved by Federal grants, and in any event they are much
less likely to limit capital spending than the operating programs of
:State and local governments.

Changes in the rate of inventory investment typically play a
strategic role in the course of a business recovery. At present, ratios
of factory stocks to sales and to unfilled orders are still quite high in
many durable goods lines. This, however, is characteristic of the
early stages of recovery. A pickup in the tempo of economic activity
in the months ahead would encourage businesses to increase inven-
tories in anticipation of a rising trend of sales. I would not rule out
the possibility that a rise in the rate of inventory accumulation will
contribute materially to increased production and employment this
year.

Ultimately, the shape of business conditions during 1971 will
depend on what happens to spending in the largest sector of our
economy-the consumer sector. For many months, the mood of the
average consumer has been cautious, if not pessimistic. The personal
savings rate has remained high, and consumer liquid assets have been
built up at an unusually rapid rate. No one can foretell how soon this
mood will change.

The caution of the American consumer is due in part to greater
awareness of the hazards of unemployment. But a more important
factor may well be the steady erosion of the real value of his income
and his savings through inflation. Since he sees no effective way to
hedge against inflation, the consumer seems to respond to rising prices
by increasing his current rate of savings in an effort to stretch the
paycheck far enough to cover tomorrow's higher living costs. The
consumer's lack of confidence is thereby communicated to the business
community. For when consumer buying patterns are weak, business-
men often lack the confidence to undertake new ventures to expand
markets, introduce new products, or increase productive facilities.

The strength of economic expansion during and beyond 1971 will
,depend, in my judgment, principally upon our success in restoring
the confidence of consumers and businesses in their own and the
Nation's economic future. Restoration of confidence must be a central
objective of economic stabilization policies in 1971.

In the present economic environment, there can be no doubt that
monetary and fiscal policies must for a time remain stimulative, as
they have been recently. The degree of stimulus coming from the budg-
etary policy announced by the President is, it seems to me, broadly
consonant with the needs of an economy operating well below full
employment. However, if past experience is any guide, actual expendi-
tures might run above those currently projected, and we must there-
fore be extremely careful not to let Federal expenditures again get
out of control. To do so would seriously undermine confidence at a
time when we need to do everything in our power to increase confidence.

An appropriate monetary policy for the months ahead probably
would require sufficient growth in the reserves of the commercial
banking system to foster continued expansion in monetary and credit
aggregates at rates above their long-term averages.
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Let me assure you, in this regard, that the slowdown of the past
few months in the growth rate of the narrowly defined money supply
does not reflect a change in Federal Reserve policy. Provision of bank
reserves through open market operations during this period has, in fact,
been quite generous. The public, however, has chosen to hold additions
to its deposit balances in the form of time accounts rather than de-
mand deposits. Most recently, in fact, growth of a more broadly
defined money supply-that is, currency plus demand deposits plus
commercial bank time deposits other than, large CD's-has actually
accelerated to an average annual rate of over 12 percent during the
months of December and January. Short-term variations of this kind
in the public's preferences for demand and time deposits are not un-
common. We do not understand them fully, but we should not let
them distort judgment of the course of monetary policy.

Continuation of a monetary policy that is consistent with economic
recovery will enlarge the supply of available funds, and borrowers
should therefore find it easier to obtain credit. Later this year we
might perhaps see interest rates somewhat lower than they are now-
particularly on mortgages and longer term securities. In areas where
monetary policy affects credit conditions with a rather long lag-for
example, in the Nation's smaller communities and in the credit terms
available to smaller businesses and consumers-we could look forward
to seeing more evidence of the effects of monetary stimulation as the
year progresses. And as easier monetary and credit conditions work
their way through the financial system, we could anticipate cumula-
tive effects on spending, on production, and on employment.

Financial developments of this kind might have adverse effects, in
the short run, on our balance of payments-in the form, particularly,
of a net outflow of interest-sensitive funds. The extent of this outflow
may be limited, however, by measures such as those taken recently.
These involved discouraging the repayment of Euro-dollar borrowings
by our banks to their branches abroad, or the, recapture of these funds
through the sale of special securities to the foreign branches.

More fundamentally, I am convinced that policies which promise a
healthy and prosperous domestic economy are essential to long-run
improvement in our international payments position. To be competi-
tive in international markets, our economy must operate with a maxi-
mum of efficiency and a minimum of inflation. A prosperous domestic
economy will encourage American citizens to invest more at home
rather than abroad. Moreover, some forms of capital inflow will be
stimulated by economic recovery. Thus, the rate at which foreigners
invest here by buying corporate securities or establishing affiliates has
risen since the middle of last year, and might well increase further this
year.

In view of the interest rate differentials that have recently emerged
between the United States and other countries, as well as because of
the persistence of inflation, closer attention will need to be given by
our Government to the balance of payments. I do not expect, however,
that these considerations will prevent us from pursuing the course of
monetary policy needed to achieve a good recovery in employment and
production in 1971, especially if further progress is made in moderating
inflationary pressures.

Past experience supplies some broad indications of what the appro-
priate course of monetary policy might be. We know, for example, that
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while a high rate of growth of the narrowly defined money supply may
well be appropriate for brief periods, rates of increase above the 5 to 6
percent range-if continued for a long period of time-have typically
intensified inflationary pressures. We also know that periods of strong
cyclical recovery in production and employment in the postwar period
haye typically been financed with relatively modest increases in the
money supply. In such periods, the income velocity of money-that is,
the ratio of GNP to the money stock-has risen substantially, reflect-
ing the more intensive use of cash balauces by the public. Following
each bf the past three postwar recessions, for example, the income
velocity of money rose during the first four quarters of recovery by
amounts ranging from 5%l percent to nearly 7 percent.

We cannot, of course, be confident that history will repeat itself.
If the income velocity of money does not rise in 1971, in line with past
cyclical patterns, then relatively larger supplies of money and credit
may be needed. One of the great virtues of monetary policy is its
flexibility, so that adjustments can be made rapidly to unexpected
developments. The Federal Reserve will not stand idly by and let the
American economy stagnate for want of money and credit. But we
also intend to guard against the confusion, which sometimes exists
even in intellectual circles, between a shortage of confidence to use
abundantly available money and credit, on the one hand, and an
actual shortage of money and credit, on the other.

1 can assure this committee that the Federal Reserve will continue
to supply the money and credit needed for healthy economic expan-
sion. But I also wish to reaffirm the assurance that I gave to this
committee and the Nation a year ago-namely, that the Federal
Reserve will not become the architects of a new wave of inflation.
We know that the effects of monetary policy on aggregate demand
and on prices are spread over relatively long periods of time. We are
well aware, therefore, that an excessive rate of monetary expansion
now could destroy our Nation's changes of bringing about a gradual
but lasting control over inflationary forces.

We recognize also, as do an increasing number of students around
the world, that the problems of economic stabilization policy currently
plaguing us cannot be solved by monetary policy alone, nor by a
combination of monetary and fiscal policies. Monetary and fiscal tools
can cope readily with inflation arising from excess aggregate demand.
But they are ill suited to dealing with a rising price level that stems
from rising costs at a time of rising unemployment and excess capacity.

During the past year, despite an increase in unemployment of 2
million persons, we have once again witnessed advances in wage rates
substantially above the growth of productivity. In industries such as
retail trade and finance, wage-rate increases have slowed somewhat.
In others, such as manufacturing and construction, the rate of advance
in average hourly earnings has not diminished. Wage settlements
granted in major collective bargaining agreements during 1970 were,
in fact, considerably larger on the average than in the previous year.
For the first vear of the new contracts, they averaged 8 percent in
manufacturing and 18 percent in the construction industry.

There have been earlier instances in our history when price increases
have continued for a time despite weakness in business activity. But,
as far as I know, we have never before experienced a rate of inflation
of 5 percent or higher while the unemployment rate was rising to
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recession levels. Continuation of this situation much longer would,
I am afraid, sap the confidence of the American people in the capacity
of our Government and in the viability of our market system.

We'are thus confronted with what is, practically speaking, a new
problem. A recovery in economic activity appears to be getting under-
way at a time when the rate of inflation is still exceptionally high.
The stimulative thrust of present monetary and fiscal policies is
needed to assure the resumption of economic growth and a reduction
of unemployment. But unless we find ways to curb the advance of
costs and prices, policies that stimulate aggregate demand run the
grave risk of releasing fresh forces of inflation.

In view of this new problem, it is the considered judgment of the
Federal Reserve Board that, under present conditions, monetary and
fiscal policies need to be supplemented with an incomes policy; that
is to say, with measures that aim to improve the workings of our
labor and product markets so that upward pressures on costs and
prices will be reduced.

The administration has already taken significant steps in this direc-
tion. Public attention has been called pointedly to areas in which
wage and price changes are threatening the success of our battle
against inflation. Restrictions on the supply of oil have been relaxed.
Part of the recent increase in prices of structural steel has been rolled
back as a result of governmental intervention. And the President has
clearlv conveyed to the construction industry that the Government
will no longer tolerate the runaway labor costs that are destroying
construction jobs and depriving so many of our families of the op-
portunity to buy a home at a price they can afford to pay.

These steps have put our Nation's business and labor leaders on
notice that the Government recognizes the character of the present
inflationary problem, and that it is serious in its intent to find a cure.
If I read the national mood correctly, widespread public support now
exists for vigorous efforts to bring wage settlements and prices in our
major industries within more reasonable bounds. Such efforts should
bolster consumer and business confidence, and thus contribute
materially to getting our economy to move forward once again.

Chairman PRoXMIRE. Thank you very much, Mr. Burns.
Mr. Burns, you and the administration seem to differ sharply on

what we need to stimulate the economy and get unemployment down
to provide the jobs we need. In your statement, you seem to feel that
there is a stimulus, significant and sharp stimulus, perhaps, in the
fiscal policy of our Government, Now, when Mr. McCracken appeared
before us, he told us that in his judgment, changes in the full-employ-
ment surplus from period to period, from year to year, is what is
important. He told us further that there has been no change between
1970 and 1971. He said that the full-employment surplus was just
about the same; therefore, the budget should have about the same
stimulus in both years, with no change.

That is why it is hard for me to understand your statement, when
you indicate that you think that the present fiscal policy is consonant
with the requirements of an economy operating at high levels of
unemployment. What is your answer to that? Where will the stimulus
come from?
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Mr. BURNS. Senator, I think that the fiscal policy of the adminis-
stration is a stimulative policy. I don't think it is a sharply stimulative
policy, but it is a stimulative policy. The fact that the stimulus,in the
coming fiscal year may be no larger than the stimulus occuring this
year does not alter the fact, as I see it, that the administration's
fiscal policy overall is stimulative.

Now, the question you put to me is: Is it stimulative enough?
Well, I do not know the answer to that question. It looks reasonable to
me. I would watch developments; and depending on developments, I
might want to see fiscal policy change.

Chairman PROXMIRE. The difficulty is that last year, it was not
stimulative in its effect, in its consequences. We all know we had the
same kind of a full-employment surplus, we had a $18 billion deficit,
as we all know; unemployment increased steadily throughout the year,
ended up at 6.2 percent. So the results last year were not good.

Furthermore, we have the assertion by Mr. McCracken, very
recently-as a matter of fact, it is in the Wall Street Journal of either
today or yesterday-that if our economy is not moving along the
basic track as it ought to, our policy will have to be adjusted further.
He said and I quote: "We hope any additional stimulus could be
primarily in the monetary and credit area; it is quite difficult to change
the budget in the short run."

Now, would you share that view, that whatever additional stimulus
we are going to get, if the economy is to move ahead, will have to come
from your shop, the Federal Reserve Board, have to come from more
credit?

Mr. BURNS. I think the Federal Reserve has done a pretty good
job, Senator, in laying the foundations for the resumption of economic
growth. Banks are flooded with money now, hunting for customers.
What we have in this country is a shortage of confidence, not a shortage
of money. But the Federal Reserve will continue to supply money and
credit at a reasonable rate. The job facing the country is to rebuild
confidence.

Chairman PROXMIRE. I would agree with that. It would seem to me,
however, that what this seems to tell us in that there is not a great
deal our Government can now do. Fiscal policy, as you have indicated,
while stimulative, is not greatly stimulative. You say the Federal
Reserve has done its job-done it-past tense-and the money is
available. Now we have to rely on what the public is going to do. The
Government, it seems to me, has said, this is it; if the economy does
not move ahead, there is nothing more we can do. Is that fair or unfair?

Mr. BURNS. You are never unfair, Senator.
Chairman PROXMIRE. Well, unwise?
Mr. BURNS. You are never unwise. But you know and I know that

governmental policy is not confined to fiscal and monetary matters.
I think there is a great deal that Government can do in the area of
wages and prices, in the area of markets, that can help to restore
confidence. And, perhaps, there is something the Government ought
to do in the field of taxes that it is not yet doing, or which is not
included in'the President's budget.

But I would lay primary emphasis on a governmental policy de-
signed to improve the workings of our markets. Our fiscal policy as of
today looks pretty good to me. Needless to say, I think our monetary
policy looks good to me. But we have been much too slow in recog-
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nizing the need to improve the workings of our commodity and labor
markets.

Chairman PROXMIRE. Well, I want to be sure I understand now.
Your position seems to disagree with that of Mr. Shultz, who indicated
to us that he felt that a sufficiently stimulative monetary policy could
do the job. Do you think there is a monetary policy which will guaran-
tee us, assure us, of 41 2-percent growth in real output in 1971?

Mr. BURNS. I know of no such monetary policy. But I am also not
quarreling with Mr. Shultz.

Chairman PROXMIRE. Well, if you are not quarreling with Mr.
Shultz on that score, let me see if I can get you into a quarrel with
him on something else.

Predictions of most economists, as you know, are that the gross
national product will be about a trillion 45 billion dollars during this
year. And a great deal hinges on the administration's proposal that it
will not be at that level, but at a trillion 65 billion dollars. If it is that
high the deficit will be less, unemployment will be less, and the economy
will be growing at a good rate.

Wednesday we had the Department of Commerce appear and their
top experts told us that in their judgment, the administration is
wrong-they said the Council of Economic Advisers and the Office of
Management and Budget are wrong; the Commerce model indicates
that they expect the economy to be about a trillion 45 billion dollars.

Now, you have some of the ablest economists in the Government
on your staff. I think it is well that we know what the Federal Reserve
Board thinks is likely to be the result of our fiscal policies in 1971 in
GNP.

Mr. BURNS. Senator, when you speak of this or that economist
disagreeing with another in this or that area, you are speaking of a
situation that has existed in Government for many years and will
exist as long as you and I do. And when one economist speaks of
another economist as being wrong about the future, let us all remember
that good historians are often uncertain about what happened in the
past.

Now, to come more directly to.your question, Senator, I think the
administretion's projection may be viewed either as a target or as an
outright prediction. Viewed as a target, I think it is admirable.

Chairman PROXMIRE. So do I.
Mr. BURNS. Viewed as a prediction, I consider it optimistic.
Now, you would like to know what the able economists in the Fed-

eral Reserve System think. They think the administration's projection,
viewed as an outright prediction, is very optimistic. And perhaps I
have said enough in answer to your question.

Chairman PROXMIRE. Well, you have said a great deal, but I would
like a figure; can you tell us, give or take $3 or $4 billion?

Mr. BURNS. I do not think it would help very much to give you a
figure. In the first place, I could not give you a single figure. The
Federal Reserve economists are so discriminating and they have such
an awareness of their own limitations that they present a range of
projections, you see.

Chairman PROXMIRE. Well, give us the range.
Mr. BURNS; They have more than one mark.
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I am an economist myself, as you know. My projection differs
from that of staff. I see no advantage in telling you what the work-
sheets presented to the Federal Reserve Board look like. I have
indicated that the estimates of the staff are below the administra-
tion's projections. If it will make you just stop asking me further
questions along this line, let me say that the projections by the
Board's economists are in the neighborhood of the projections that are
currently being released by business economists over the country.

Chairman PROXMIRE. Thank you. That is about a trillion 50 billion
dollars.

You speak in your statement of the improvement in productivity
due to the elimination of loose and wasteful practices. The main
reason for the improvement of productivity in the second and third
quarters was the decline in employment. Is it a loose and wasteful
practice to keep people on the job rather than lay them off?

You see, the productivity trend was reversed in the fourth quarter
and that reversal was too sharp to be accountable just by the auto
strike. I am %wondering if you are not a little optimistic in your notion
that our productivity is being improved sharply enough so that this
aspect of the inflation problem we are getting under control.

Mr. BURNS. Let me deal first with the arithmetical point. I have
looked into the fourth quarter change in productivity and I have had
a special study made of it at the Bureau of Labor Statistics. The study
suggests-it does not demonstrate, Senator, but it suggests-that the
automobile strike was entirely responsible for the decline of produc-
tivity in the fourth quarter.

Now, to turn to the more fundamental aspect of your question,
business profits have been falling. Indeed, they have been falling very
sharply. The average rate of business profits began eroding in late
1965. It has eroded year after year since then, and it dropped very
sharply last year. Indeed, last year,. the rate of profit in American
industry was lower than at any time since the end of World War II.

As long as we had a strong inflation going and business was pros-
perous, the monetary illusion-looking at dollar volumes without
allowance for price increases-kept these facts somehow from being
adequately recognized by the business community. But when sales fell
off rather sharply in some of our industries last year many business-
men finally realized that even their solvency may be at stake, and an
extensive cost-cutting campaign got underway.

My impression, Senator, is that businessmen during the past year
have paid more attention to costs and ways of improving efficiency
than they have in many a year. I think that a general revival in pro-
ductivity is underway and I attribute this revival to the hardtimes
that many of our businesses have been experiencing.

When I was a student in college, I took a course with John Dewev,
which largely dealt with the subject of "How We Think." That is
where I learned a little about the process of thinking. John Dewey
taught his students that we think only under conditions of necessity.
We go along in our own way, not really using our brains until we have
to. Last year businessmen had to use their brains and they did.

Chairman PROXMIRE. My time is up. I will be back.
Mr. Widnall.
Representative WIDNALL. Thank you, Mr. Chairman.
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Mr. Burns, you certainly made a very fine statement and I think,
in many ways, a good appraisal of the actual economy at the present
time. I think one of the extremely important things you said, at the
tag end of your statement, concerns the considered judgment of the
Federal Reserve Board that under present conditions, monetary and
fiscal policies need to be supplemented with an incomes policy-"that
is to say, with measures that aim to improve the workings of our labor
and product markets so that upward pressures on costs and prices will
be reduced."

You discuss then some of the, steps the President has taken on an
ad hoc basis to deal with the specific industry problems. Do you see
the need for a more comprehensive plan or approach to the incomes
policy question and what sort of program do you see?

Mr. BURNS. Well, I would welcome a more comprehensive approach;
yes. I would welcome it very much.

1 have no offhand views on this subject. I want to see movement, I
want to see progress, and I am willing to grant that the other fellow
may have better ideas than I have in this area.

To give you my views, I feel disturbed that we have had great
excesses in the construction, industry. What is happening in that
industry is spreading to other industries, and special measures with
regard to that industry are therefore necessary.

Second, I am inclined to think that it would be helpful to our country
at a time such as this to establish a wage and price review board which
would deal with industry problems generally. That review board would
not have enforcement powers, but it could initiate inquiries into spe-
cific wage adjustments or into specific price adjustments. It could hold
hearings on such developments at the request of the President or the
Council of Economic Advisers.

I would expect that after several months such a wage and price
review board would evolve, through a process akin to case law, guide-'
lines for prices and wages. I think it is difficult to set forth guidelines
that would be workable without some actual experience.

I would look in these two directions, particularly. There are some
others that I listed in a speech that I gave at Pepperdine College on
December 7. 1 wo uld be glad to include, if you so wish, a more detailed
statement drawn from that speech.

Chairman PROXMIRE. Without objection, that will be included in
the record.

(The information referred to follows:)
The Pepperdine speech suggested these steps that might reduce inflationary

pressures by improving the functioning of markets;
1. Liberalization of import quotas on oil and other commodities.
2. More vigorous enforcement of antitrust laws.
3. Expansion of Federal training programs to provide more skilled workers

where wages are rising exceptionally fast.
4. Establishment of local productivity councils to increase efficiency.
5. A more aggressive pace in establishing computerized job banks.
6. Liberalization of depreciation allowances to stimulate plant modern-

ization.
7. Suspension of the Davis-Bacon Act to help restore order in the con-

struction trades.
8. Modification of the rminimum-wage laws to open up more jobs for

teenagers.
9. Establishment of national building codes to clear the way for modern

production techniques in the construction industry.
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10. Compulsory arbitration of labor disputes in industries that vitally
involved the public interest.

11. Establishmentt of a high-level Price and Wage Review Board which,
while lacking enforcement power, would have broad authority to investigate,
advise, and recommend on price and wage changes.

Representative WIDNALL. Do you believe that in order to reduce
the cost-price inflation in some of our more concentrated industries,
it would be necessary to undertake some basic revisions of our anti-
trust and labor laws?

Mr. BURNS. I think the time for a very thorough rethinking of
our antitrust laws is very much in order. Quite apart from the labor
problem, some of my attorney friends tell me that antitrust law now
is in a state of great confusion and that business would be aided by
some clarification. The possibility of extending antirtust laws to
the labor area should be evaluated fairly and responsibly. We should
not rush into it, but we ought to think about it. And certainly, very
strict enforcement of our antitrust laws-perhaps stricter enforce-
ment than we are getting-would be especially-important at a time
like this.

Representative WIDNALL. In your testimony before this com-
mittee last February, you stated that' as inflationary expectations
abate, we should see a significant reduction in the overall tensions
in the credit markets, one aspect of which would be a downward
movement of interest rates toward historically more normal levels.
We of course in the last few months have had a very substantial
drop in interest rates. However, can this drop be attributed in any
significant degree to abatement of inflationary expectations? Does
not the drop in interest rates really reflect the severity of the business
lull and the short money supply?

Mr. BURNS. It reflects the sluggishness of business activity and it
reflects some of the things the Federal Reserve Board has been
doing as well.

Representative WIDNALL. I think that is all at this time.
Thank you.
Chairman PROXMIRE. Congressman Bolling.
Representative BOLLING. Mr. Burns, it is always a pleasure to have

you before us. I remember somewhat vividly your first appearances
before the committee when you were Chairman.of the Council of Eco-
nomic Advisers. I think at that time we had some disagreement as
to the manner of appearance, some question as to whether it would
be public or private or semiprivate or semipublic. But in any event,
I have great admiration for your abilities, and I have great confidence
in the difficult but important division of powers between the Exe-
cutive, the Congress, and the Federal Reserve in the whole area of
the semimanagement of the economy. So I start out not intending
to try to exacerbate any differences that may exist between the Board
and the Executive.

You mentioned two things in your comments-not in your formal
statement but in your comments in answer to the questions of the
chairman-that I would like you to expand upon a little, though these
are not the main points I want to get at.

First, you mentioned the problems of our markets, and you thought
that something should be done about that, I gathered. You made
yourself very clear on labor, but I am curious whether the only thing
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that you feel needs to be done about markets has to do with the
antitrust laws.

You also mentioned taxes, and perhaps something should be done
about that, but it was not suggested by the Executive. I would like
you to comment briefly upon those twvo points in the way of expansion.

Mr. BURNS. Yes. With regard to markets, in the first place, I think
it would be very helpful either to eliminate-it is hard to (lo, I
recognize or at least to enlarge our import quotas. I think this would
improve the workings of our commodity markets. A little more
Competition is uncomfortable, but it can release forces tending to dam-
pCnl inflation.

Also, as far as commodity markets are concerned-I did not
cover that in my statement, but I did refer to it'in oral testimony-I
would like to see a wage and price review board. I would have prices
as well as wages reviewed by that board.

As to taxes, what I have in mind are just some thoughts that I
think the Congress should consider. One is with regard to increasing
the base of the social security tax. There is legislation before the
Congress now which would raise the base of the social security tax
from $7,800 to $9,000. That would be retroactive to January 1.

It is not clear to me that this ought to be done now. I would be
inclined at this time not to do that. In any event, this is a subject
that I would recommend for congressional discussion.

Another tax subject that I would recommend for congressional
discussion is reconsideration of the investment tax credit.

Representative BOLLING. Mr. Burns, I am not interested, as I
said at the beginning, in trying to create a conflict on this particular
issue, but I am curious as to whether the Federal Reserve Board
or its staff have done any work-and I hope I define this professionally
enough to make it understandable-on the possible general economic
impact of any form of revenue sharing. To try to make clear what I am
talking about, the Federal Government and various agencies, including
your own, have a significant impact on the economy. One of the
reasons that the Executive and the Congress have some impact is
that despite claims to the contrary, we can do a good deal, both in
theory and in fact, to determine the aggregate expenditure as opposed
to receipts, in other words, the budget's balance or imbalance. We can,
with much greater flexibility, dry up, slow down, or stop the expendi-
ture of funds in a wide range of areas.

Now, of course, there are a number of areas where we cannot do a
thing. It has occurred to me that in becoming committed to a sig-
nificant sharing of Federal revenues-and for the sharing of revenue
to have any significance one would have to assume an iron clad com-
mitment-one of the problems would be a marked lessening of the
ability of the Executive and the Congress to have a sound, really
distinct impact on the direction of the economy. I have heard nothing
said about this. I have heard almost no discussion about it. I am
curious as to whether the Federal Reserve Board, which is usually a
good deal more judicious than some other agencies, has given some
thought to this particular aspect of the problem; or is it a problem?

Mr. BURNS. Well, you ask a very good question, Congressman
Bolling. If I may refer to my experience in the 1950's, you have been
very consistent in that respect.

59-591-71-pt. 1-17
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Let me say first of all that I am not aware of any studies of revenue
sharing at the Federal Reserve Board. However, I should inform you
also that I had something to do with the revenue-sharing proposal
made by the President. In fact, I had a good deal to do with it in an
earlier year when I was Counselor to the President. I worked out the
details of the plan. The magnitude of the plan, though not its struc-
ture, has changed considerably since I left the White House.

Let me give you my version of revenue sharing, if you will bear
with me. It is not a proposal that I came to lightly.

We now-have in our country something like 500-that is the order
of magnitude-specific categorical grant-in-aid programs. I do not
think we have 500 social objectives in our country. I do not see how,
Congressman, one can evaluate programs that are so numerous. If
you have a governmental scheme which you cannot evaluate, which
you cannot grasp intellectually, then it is very doubtful whether you
have good government any longer.

It is from this set of considerations that I approached revenue
sharing. And the conclusion that I reached was that consolidation of
specific categorical grants was eminently desirable. It would make for
greater efficiency in government. It would enable Congress and the
public to evaluate what was happening to the governmental process.
But if you asked me the question, how far would I go on the path of
consolidation, the only honest answer I could give you is that a strong
trend toward bloc grants, toward consolidation of grants, would be
desirable. The ultimate of consolidation, of course, is what we have
come to call, a little inappropriately, revenue sharing-in other words,
a single grant without any strings.

Now, whether you need go that far or how far you need go is a
matter for individual opinion and political compromise. I do not think
any man knows. I certainly do not know what the optimum level or
degree of consolidation should be. So, I am very much in favor of
moving toward bloc grants vigorously, but I have no strong or fixed
opinions about the intensity or degree.

As far as the present problem facing the economy. and I take it
this is whatyou have in mind-revenue sharing-is not the ideal form of
expenditure. It has the kind of inflexibility that you suggested. More-
over I think there may be another difficulty. That is, after the
Congress does its work, assuming that it goes in the President's
direction, I am not at all sure that the money can be spent very
quickly.

So there are two conflicting considerations. One is the long overdue
improvement in the process of the Government. In my opinion, the
President's thrust-never mind the details-is entirelv sound and
desirable.

There is the second question. What should the structure of expendi-
tures be from the viewpoint of energizing the economy presently?
From that viewpoint, I think, revenue sharing leaves something to be
desired.

I agree with you that revenue sharing would introduce an element
of inflexibility in the overall scheme of Federal expenditures. I would
not stress that point, however, as you seem to do-well, that is not
fair; you asked a question only. I would think that while an element
of inflexibility would be introduced, quite enough flexibility would be
left in other parts of the vast expenditure programs of the Federal
Government.



253

I have given you an excessively long answer, but this is a subject
that I have reflected on a good deal. I could not suppress a professorial
desire to lecture.

Representative BOLLING. I am glad you found it impossible to
suppress it, but my time is up.

Chairman PROXAJIRE. Congressman Conable.
Representative CONABLE. Thank you, Mr. Chairman.
Mr. Burns, you do have some revenue sharing with your member

banks in the Federal Reserve System; do you not?
Mr. BURNS. Well, we get along; yes. We share our trials, and also

our successes.
Representative CONABLE. I would like to ask you, sir, some ques-

tions about the gross national product. First of all, the chairman in
his opening statement stressed the fact that there was some question
as to whether or not our fiscal policy was sufficiently vigorously
stimulative. He implied that a big burden w'as going to be put on
monetary policy as a result. Now, for the laymen present, and I am
one, I wonder if you could tell me how our fiscal policy could be more
vigorously stimulative?

Mr. BURNS. Well, our fiscal policy could be more stimulative if
taxes were reduced or reduced further or if expenditures were in-
creased further. I would urge, as I did in responding to Mr.- Boiling's
question, that some attention should be given to the structure of
taxation and expenditures as wNell as to the level or amount of expen-
ditures.

Representative CONABLE. The general answer, though, would have
to be to increase the size of the deficit, is that not correct?

Mr. BURNS. In the short run, that would be the answer. There is
no escaping that.

Representative CONABLE. The deficit is figured at least partially
on the basis of the size of the gross national product, is it not?

Mr. BURNS. That is right.
Representative CONABLE. And so if there is optimism, as you

suggest, in projections of gross national product, inevitably, our fiscal
policy is more stimulative than it appears, is it not?

-Mr. BURNS. You are asking rne whether the prospective deficit
may not be larger than the budget message suggests. It may Nvell
be larger.

Representative CONABLE. It wvhat?
Mr. BURNS. It may well be larger than the budget message suggests.
Representative CONABLE. Now, I was interested in a speech made

yesterday by Maurice Mann. He said this:
I suggest it would not be the best of all possible worlds if the economy were

literally pushed to a $1,065 billion GNP in 1971. Such an achievement would imply
the floodgates had been opened and that monetary policy had become much too
easy. Moreover, if you were to achieve a $1,065 billion GNP, it is likely that the
composition of the advance would be laregly dominated by inflation at the expense
of real growth.

Let me ask you, sir, do you agree with this statement, or do we have
such unused productive capacity and sufficient potential for growth so
that it is possible to achieve a $1,065 billion GNP without substantial
inflation?

Mr. BURNS. It is a very hard question to answer. My present judg-
ment is that the answer is in the affirmative. I have made some calcula-
tions, although I can't tell you how accurate they are. They suggest
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that if we achieve a gross national product of $1,065 billion this year,
the unemployment rate would drop, but it would not drop below 5 per-
cent, this level being reached by the end of the year.

That suggests, if the calculations are nearly right, that we do have
sufficient slack in the economv to be able to accommodate the kind
of increase that has been predicted.

Now, as for Mr. Mann's warning that we must not drive toward
that figure regardless of consequences, I think it is very wise. It is a
very wise warning, I would say. The administration's figure is a good
target to work toward, but let us watch the consequences as we move
along.

Representative CONABLE. Now in an unrelated subject, sir, yester-
day the Ways and Means Committee, on which I serve, considered
the debt ceiling once again and decided, among other things, on the
exception of about $10 billion of financing from the interest ceiling on
long-term securities. Do you have any comment on that? Is that a
desirable step? Is it likely to have any major impact on interest rates?

Mr. BURNS. Mr. Conable, I must apologize. My mind wandered for
a moment. Would you be good enough to repeat your question?

Representative CONABLE. Well, I am talking about action taken in
the Ways and Means Committee yesterday relating to the raising of
the debt ceiling.

Mr. BURNS. Right.
Representative CONABLE. We planned the exception of a figure of

$10 billion from the interest ceiling on long-term securities. I won-
dered if this would have any impact on interest rates generally, if you
had any comment on it. Obviously, it is a desirable step from the
point of view of debt management.

Mr. BURNS. Yes.
Representative CONABLE. Do you have any comment to make about

this approach?
Mr. BURNS. In the absence of complete lifting of debt ceiling, I

would consider this a desirable thing to do because the Treasury is
boxed in under existing legislation and the taxpayer bears an unneces-
sary heavy burden of interest charges. The Treasury time and again
has had to borrow in the short market when it could have borrowed
in the long market at lower rates of interest. So, giving the Treasury
some more flexibility, I think, is eminently desirable. The proposal
made to the Ways and Means Committee would go some distance in
achieving that objective. I might favor something else still more, but
that does not matter.

Representative CONABLE. Do you expect it to have an impact on
interest rates other than the cost of funding the national debt?

Mr. BURNS. At the moment; my answer is no, but I would want to
reflect on that question before answering you with full assurance. If
I find that my off-the-cuff comment is misleading, I would like the
privilege of inserting a sentence or two in the record.

Chairman PROXMIRE. Without objection.
Representative CONABLE. That is all I have, Mr. Chairman.. Thank

you.
Chairman PROXMIRE. Congressman Moorhead.
Representative MOORHEAD. Thank you very much.
Mr. Burrns, I enjoyed very much your testimony. I think it is

extremely helpful. I admired the way you adroitly addressed yourself
to the projected gross national product.
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I want to ask you about something that appeared in yesterday's
Wall Street Journal. The headline was "Federal Reserve Quietly
Explores Aiding Lockheed." It refers to a regulation V loan provision-
for defense contractors. Is there any basis to that story, sir?

Mr. BURNS. None whatever.
Representative MOORHEAD. Thank you. I am very pleased to

hear that.
If you were requested to come to their assistance, that would be

under the provisions of the Defense Production Act, would it not?
Mr. BURNS. That is correct.
Representative MOORHEAD. And the function of the Board would

be to give a credit report as to the applicant for a guarantee. Is that
correct?

Mr. BURNS. Entirely right, yes.
Representative MOORHEAD. It is my understanding, also, that

we changed the law of the Defense Production Act last year to put
a $20 million limit subject to further approval by the Congress. Is
that correct, sir?

Mr. BURNS. Entirely right.
Representative MOORHEAD. Thank you.
Mr. Burns, I was very much interested in your statement about

an incomes policy, because legislation is scheduled to come before the
Banking and Currency Committee of the House next week on this
subject. I notice that you recoimmtend the creation of a Wage and
Price Board but with no mandatory powers. Do you thiuk that it
would be advisable to give, let us say, to the President reserve powers
so that he would have the shotgun in the corner in case the parties.
before the Board ignored their recommendations?

Mr. BURNS. I am a conservative economist, Congressman, a little
too old to change. The thought of mandatory controls except in time
of war or great national emergency just frightens me. I have come
to believe, and I have taught thousands of students to believe-I
hope I taught them to believe-that the free market system is this
country's greatest economic asset. Therefore, I look with great mis-
givings on any proposal for mandatory controls.

But I am also a realist, and I think we may be approaching an
emergency in our country. I must confess to you that there are times
when in the dead hours of night, I find myself even thinking about
a price and wage freeze. But when I rise and have a cup of coffee, I
still don't want it.

Representative MOORHEAD. MV mind goes back *to before the
automobile strike when the President, properly authorized by the
Congress, could have called in the parties and said, I don't like wage
and price controls; I am philosophically opposed to them. But if you
make too unreasonable a settlement on the wage side and expect an
unreasonable, therefore, price increase, I would feel forced to use it.
I think the existence of the power might even prevent its use.

Mr. BURNS. Well, let me just make two observations.
First, before we go to any mandatory controls, we certainly ought

to try milder measures-measures that are more in harmony with
our national traditions and that promises some success. True, a Wage
and Price Review Board may turn out to be ineffective. But I would
try it, along with some other measures that the President and the
Congress may take.
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Second, if the Congress feels differently, then the Congress should
consider legislating to impose price controls directly.

Let's put it a little differently: You are giving too much power to
the President under this legislation. You are giving the President
virtually dictatorial power. Do you really want to give any man
that much power? That worries me. I can see some advantages, and
you have pointed them out. I have considered them, and I do not
dismiss them lightly.

But let me say this: If you do give this power to the President, if
you do extend this authority beyond March 31, I hope you will do so
only for a very brief period, because you will be giving dictatorial
powers to the President, and you ought to do that with the greatest
of caution.

Representative MOORHEAD. I am inclined to agree with you, Mr.
Burns. I think the proposal, as I understand it, will be for a 2-year
extension of this power.

Mr. BURNS. I would say a 2-week extension would be better than
2 years. If. we give any man dictatorial powers for 2 years, where
might we be?

Representative MOORHEAD. Would you think, say, 6 months
would be more reasonable?

Mr. BURNS. No; too long. After all, if Congress wants to do this,
you can do it for a short period. You can then extend it pretty easily,
by joint resolution, for another 4 weeks or another 2 months.

Representative MOORHEAD. I think that is a very valid suggestion.
I think we should review the economic situation and the proper or
improper use of this power at frequent intervals.

Mr. Burns, I would like now to ask for some professorial advice,
if you will, about how money affects the economy. One group seems
to say that increase in the money supply lowers interest rates, which
in turn stimulates investment. The other is that the increase in the
money supply means more money in the hands of the consumers and
they will simply go out and spend more. How do you think the money
supply affects the economy?

Mr. BURNS. I think both schools are right, and I think both schools
tell an incomplete story. An increase in the money supply will, to be
sure, tend to stimulate spending. But this process is likely to work in
indirect ways. If cash balances increase faster than the transaction,
needs of the public, the money may be invested in securities rather
than spent on, consumer goods. If individuals buy corporate bonds
rather than automobiles, this will help to lover interest rates and
encourage businesses to borrow funds to spend on plant and equipment,
for example. But this process takes time, and thus the effects on pro-
duction and employment will be longer in coming.

This economic process, I think, is being very much simplified. I
wish economists would stop warring with one another and attend to
the substantive problem rather than look for the simple answers that
so many are searching for and presenting this committee with. Both
schools are right, but neither school has told the complete story, in
part because the complete story is not fully understood.

Representative MOORHEAD. Mr. Burns, some of the people in the
banking community believe that interest rates may decline over the
next few weeks or months, but toward the end of the year, they will
start up again. I take it from your testimony that this is not your view
of the future or probable future of interest rates?
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Mr. BURNS. Well, Mr. Moorhead, you have now entered the ter-
ritory where a central banker must speak with the utmost caution.
In fact, he should not speak on this subject at all, and by tradition
he has not spoken on this subject. Nothing in my testimony should be
interpreted as being consistent with the view you presented or as
being inconsistent with it.

Representative MOORHEAD. I thank you for that veracity.
Chairman PROXMIRE. Senator Javits.
Senator JAVITS. Mr. Burns, I am gratified, as are my colleagues,

that you are here. I think the country is better off and has a feeling
of greater confidence because of your presence here.

I note that you have been asked a good deal about this incomes
policy question. I gather that you rest the need for-I would not like
to say restoration, but perhaps a stimulation of confidence in the
American economy on the part of the consumer on two scores-the
incomes policy, and I thoroughly agree with you on that, including
the kind of board that we should have now, and productivity. Is that
correct?

Mr. BURNS. That is substantially correct, Senator.
Senator JAVITS. Now, before we get into productivity, which is

something that I am especially interested in, can we say on the
incomes policy that you do not exclude, even though you would like
to dispell the idea after morning coffee, the possibility of a freeze in
whole or in part as a start for an incomes policy?

Mr. BURNS. That is correct. I no longer exclude it from my think-
ing, but I would proceed most cautiously.

Senator JAVITS. Certainly. So that really, the suggestion you have
is a twin suggestion. It is a suggestion of a methodology, to wit, some
form of a wage-price board, and you have expressed yourself on that,
or if the President should permit us a freeze-should permit it; not
necessarily that it will happen-in whole or in part, and a continuing
set of criteria and some authority by exhortation or, if necessary, by
firmer authority to carry out its recommendation.

Mr. BURNS. I would agree with all that, except I would not at this
time give the wage and price review board the authority for the
freeze.

Senator JAVITS. You would not, however, exclude ancillary meth-
ocls, as, for example, the policy pursued in Government procurement?

Mr. BURNS. Oh, no; by no means.
Senator JAVITS. Or release of raw materials from Government

stocks?
Mr. BURNS. No; that could be very salutary.
Senator JAVITS. Now, on the productivity side, as Mr. Burns

knows, I am proposing introduction of a measure which I first spon-
sored in 1963, in an effort to establish a national productivity council
and local productivity councils, very muclh on the basis of the War
Production Board experience in World War II. I have a letter from
Mr. Burns, generally speaking favorably to that point of view. Would
you mind if I put it in the record?

Mr. BURNS. I would be delighted, Senator.
Chairman PROXMIRE. Without objection.
(The letter referred to folloNws:)
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CHAIRMAN OF THE BOARD OF' GOVERNORS,
FEDERAL RESERVE SYSTEM,

Washington, D.C., February 18, 1971.
Hon. JACOB K. JAVITS,
United States Senate, Washington, D.C.

DEAR JACK: I'm writing in response to your request for comments on your bill
to establish a National Productivity Council. You mentioned that even though
you introduced it in 1963 it seems up to date in many respects. I would say the
proposal is even more timely now. The need for increasing productivity is more
pressing, and the prospects of achieving it through local councils seem better

Management and labor face a common problem today. Demand for goods is
weak. Consumers, concerned over the continued increases in living costs, are
cautious about spending. This is a typical reaction to inflation of the kind we
have been experiencing. As a result, production has fallen and unemployment has
increased. This is not a situation in which aggregate demand must be curbed
to stop a demand-pull inflation. We have passed that stage. Now we have to find
a way to bring a lingering cost-push inflation under control to clear the way for
a resumption in consumer spending, which will bring with it more efficient use
of our resources.

Continued wage increases in excess of productivity gains will only mean con-
tinued price rises and continued unemployment. Yet workers will not be satisfied
for long with paychecks that shrink in buying power. A major part of the solution,
of course, is to find ways to increase productivity so that profits and wages both
can rise as inflation subsides.

During World War II labor-management committees were established In
thousands of war plants as a means of getting maximum production out of re-
sources that were fullv utilized. The program worked, because management and
labor shared a common interest in solving a problem of paramount importance to
the country. In 1944,. W. Ellison Chalmers, then Chief of Staff, War Production
Drive Headquarters, described the results as follows:
* "( 1) They are improving production. The files of, War Production Drive Head-

quarters contain thousands of instances of production increases which have re-
sulted from committee reconimendations and from workers' suggestions,. brought
forth in response to the joint labor-management program, This has come in part
from the development of individual suggestion systems. Many of these had existed
before but took on new life when they were sponsored and directed by the Labor-
Mvanagement Committees. Several million ideas have come in through these
systems and hundreds of thousands of them have been adopted. Nearly 6000 of
them, indeed, received, national recognition from the War Production Board.

"This industrial teamwork has meant greater production by the collective
ideas of the main committee and especially its departmental subcommittees,
at work on the bottlenecks in each plant.

"The committees have done more than 'expand' production. They have
also improved quality, cut down waste, reduced the use of critical materials,
and salvaged scrap. It is particularly important to note these production
accomplishments, for they demonstrate that a production committee has a
job to do even then schedule changes or material shortages force a downward
revision of output."

Today, while the circumstances are different and the challenge is not so dra-
matic, the problem is real and pressing for the country as a whole and particularly
for employers and workers.

I understand that you are exploring with Administration officials various
alternative methods of organizing this effort and fitting it in with other Federal
activities. Whatever housekeeping arrangements are ultimately decided upon, I
enthusiastically support the objective of setting up local committees as a means by
which management and labor can join together in increasing productivity, thereby
fighting inflation and unemployment at the same time.

Sincerely yours,
ARTHUR F. BURNS.

Senator JAVITS. Now, Mr. Burns, would you be kind enough to give
us your view upon the importance of the issue of productivity to which
you have already referred in terms of foreign trade, and the relevance
of activitv on a council level, nationally and locally?

Mlr. BURNS. Improvement in productivity is the foundation of im-
provement in our standard of living. One of the great costs of the
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recent inflation has been a certain stagnation in productivity. Last
year, as Senator Proxmire pointed out, productivity improved. As pro-
ductivity rises, it is possible to pay higher wages. That has been the
true source of higher wages in our country.

Go back to the 19th century. We had all kinds of fluctuations in the
price level during the 19th century. But the broad trend of the price
level was horizontal. What about wages? Wages kept on rising steadily
in the 19th century. Why? Because the Nation's productivity kept
increasimg.

To pay higher wages and yet have. a stable price level, we need to
have rising productivity. The more rapid the rise in productivity, the
larger can the wage increases be, together with a stable price level and
satisfactory profits. So that in emphasizing productivity-as you have,
Senator-you have focused on one of the most vital things that wve in
our countrv can (lo and should be doing.

We now have a National Productivitv Commission set up by the
President. Well, that is a good thing. But it is not going to accomplish
verv much unless we establish through it or in some other way pro-
ductivitv councils at a local level. Improvements iniproductivity, after
all, take place in the individual factory, in the individual store, in the
individual unit of government.

We had a wonderful experiment during World War II, to which you
referred. The War Production Board set up local councils throughout
the country. There were thousands of them. From reports that I have
seen, andl the letter that you referred to summarizes that experience,
it appears that the effectiveness of these local productivity councils
was enortnous.

Now conditions are different. At that time, you could inspire people
to strive for greater efficiency, to make whatever suggestions for im-
provements were in their power. You could appeal to patriotism. That
important source of inspiration is not at our disposal now. Howvever,
people are concerned, terribly concerned, about inflation. People do
avant to improve their living standards. If we set up machinery for
establishing productivity councils on a community level, on a plant by
plant level, and if we supplement that machinery with a good educational
program, I think wve may be able to accomplish a greant deal and we
certainly ought o trv.

Senator JAVITS. Thank you verv much, Mr. Burns. Just one other
question.

You mentioned the point of motivation. It is a fact that this is a
critically important component. Would vou say; therefore, that the
crisis of motivation or identity, or whatever the name that analysts or
psychologists call it in our country, is also a critical factor, in being
able to inspire our people to higher productivity, no matter what we do
about the machinery, such as recently involking the depreciation
allowance, et cetera?

AMr. BURNS. Yes, we have to motivate people. We need leadership
to inspire people and each of us should try to play a larger role in
that respect.

Senator JAVITS. And the goals, of course, are peace and a stable
economy. The pursuit of these goals ought to be done in terms of
'peace and the welfare of mankind which should be an adequate motiva-
tion if we can get it across. Is that not so?

Mr. BURNS. They should be. Whether theyi will be I don't know.
But even if they are not, it is a very good thing to do, Senator.
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Senator JAVITS. Thank you very much.
Thank you.
Chairman PROXMIRE. Congresswoman Griffiths.
Representative GRIFFITHS. Thank You very much, Mr. Chairman.

It is nice to see you, ir. Burns. I would like to ask you some
questions about banking.

How many banks have failed in this country this year? I mean how
many have been taken over by some other bank? I know we do not
really let them fail anymore, but how many this year?

Mr. BURNS. Well, you have asked me an embarrassing question. It
is a handful. I caiht give you the exact number.

Representative GRIFFITHS. Will you supply it for the record?
Mr. BURNS. Yes, I certainly shall. The number is a very small.
Representative GRIFFITHS. And how many last year?
TMr. BURNS. Again, a very small number.
(The following information was subsequently supplied for the

record:)
As the table below shows, three commercial banks insured by the Federal

Deposit Insurance Corporation failed in the first two months of this year. During
1970 seven banks failed.

INSURED BANKS REQUIRING DISBURSEMENTS BY THE FEDERAL DEPOSIT INSURANCE CORPORATION DURING
1970'

Date of closing
or deposit

Name and location Class of bank assumption Disbursements

State Bank of Prairie City, Prairie City, Iowa -Nonmember - Feb. 21,1970 $3, 640,287
Peoples State Savings Bank, Auburn, Mich -do -- Apr. 15, 1970 8, 342, 751
Farmers Bank of Petersburg, Petersburg, Ky do - June 25, 1970 1,177, 465
Eatontown National Bank, Eatontown, N.J - ---- - National - Aug. 7,1970 13, 530, 172
First State Bank of Bonne Terre, Bonne Terre, Mo -- Nonmember - Aug. 22, 9170 5, 537, 825
City Bank of Philadelphia, Philadelphia, Pa -do -- Sep. 3,1970 8, 851, 685
Berea Bank & Trust Co., Berea, Ky .do --- - Oct. 8, 1970 5, 298, 660

Total disbursements---- 46, 378,845

INSURED BANKS BECOMING INSOLVENT JAN. 1, 1971, TO MAR. 1, 1971'

Sharpstown State Bank, Houston, Texs Nonmember - Jan. 27,1971 (2)
Birmingham Bloomfield Bank, Birmingham, Mich -do Feb. 11, 1971 (3)
Farmers State Bank of Carlock, Carlock, IlI - - do Feb. 17, 1971 (2)

I Preliminary data.
2 Unavailable, still in process of liquidation.
3 Liabilities assumed by newly formed bank; extent of FDIC disbursements has not yet been determined.
Source: Federal Deposit Insuradce Corporation.
Note: The Annual Report of the Federal Deposit Insurance Corporation for 1969 indicates that during the past 10 years,

1960 through 1969, the Corporation disbursed $120,829,000 to depositors of 43 failed banks and as of Dec. 31, 1969, the
estimated loss on these disbursements would approximate $23,869,000. This indicates that, on the average, the FDIC
collects about 80 percent of the disbursements on failed banks through the liquidation of assets of the banks.

Representative GRIFFITHS. I would like to ask you also, is there any
pattern to such bank failures? That is, as you look over the bank, can
you recognize the names of lenders in one failed bank that appeared
also in other banks?

Mr. BURNS. The situations vary, of course, as You know, but there
is a certain pattern. Some of the banks that have failed had speculated
in State and local securities, and in the process suffered huge losses,
This has happened in a number of instances.
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Representative GRIFFITHS. Are there some of these banks where
the employees might be the same?

Mr. BURNS. Where the employees?
Representative GRIFFITHS. In one failed bank may be found again

in another one? Have vou ever observed that?
Mr. BURNS. Well, there has been some community of interest, yes.
Representative GRIFFITHS. Is there some pattern in the fact that

some of the banks are small town banks?
MVlr. BURNS. Small town banks are more apt to fail than the large

banks. Management is often less good. But there is also another
factor. The Government will go to greater lengths to prevent a large
bank from failing.

Representative GRIFFITHS. Well, now, in your judgment, I dis-
covered that we have local laws that make it a felony to question the
integrity of a bank or to say a wor(1 concerning it. I understand that in
one failed bank the person who had been responsible for the loans
turned up quite shortly on a little larger bank, with the responsibility
of making loans. And when the bank was questioned about this, when
both groups of managers were questioned, they said, of course, you
know, we can't say anything. In the records, we were not permitted to
say anything under the laws of this State, because he was never
prosecuted in the first action.

Would you think that it is possible that at the present time, we
have too much silence concerning the management of banks? While
it may have been golden for bankers once, is it not now operating to
help the looters?

Mr. BURNS. In all honesty, I have not studied this question. What
you say disturbs me greatly. The next time before I appear before
your committee I will have definite views on this subject. If you like,
I can look into this more promptly. What you say disturbes me. I
have not been aware of these laws. I can see reason for them, but I
can also see possibility of abuse. You awaken a new concern.

(The following information was subsequently supplied for the
record:)

The Michigan banking laws include the following provision:

Any person who shall wilfully and maliciously make, circulate, or
transmit to another or others, any statement, rumor or suggestion, written,
printed, or by word of mouth, which is directly or by inference derogatory
to the financial condition or affects the solvency or financial standing of
any incorporated bank, savings bank, banking institution, or trust
company doing business in this state, or who shall counsel, aid, procure,
or induce another to start, transmit, or circulate any such statement or
rumor, shall be guilty of felony.

Similar statutes are in force in other States. It is true that some persons might
be deterred from supplying information to bank supervisors because of uncertainty
about the meaning of such a statute and its possible application to them. Insofar
as supervision of State member banks is concerned, however, experience does not
suggest that this is a serious problem. Since the statute is violated only where
there is wilful and malicious defamation of a bank, it does not apply to situations
where information is furnished in good faith to supervisory authorities. We hope
that good citizens will continue to cooperate with bank supervisors, and we will
do what we can to make sure that knowledgeable people do not withhold facts
because of any misapprehension as to liability under such statutes.

Representative GRIFFITHS. I have always thought that the Federal
deposit law was one of the greatest things that ever happened. The
guaranteed depositors.

Mr. BURNS. Yes.
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Representative GRIFFITHS. And it made it impossible, or made it
improbable that you would have those long lines forming in front of
the small local banks.

Mr. BURNS. Yes.
Representative GRIFFITHS. But as the years wvent. on, it seemed to

me that those lines really ran a test on who could bank and who
could not. And that test is gone now. There is not any way to test.

But now I discover
Mr. BURNS. Well, there is a test through the financial markets.
Representative GRIFFITHS. Right. But now I discover that in

addition to the protection that the banker has, we have all these
laws of silence concerning the banks which probably once were
desirable and probably are no longer necessary at all. But you now
are protecting the looters. Would it be too much to say that possibly
within the last few months, $200 million have disappeared through
these banks?

Mr. BURNS. I cannot answer that.
Representative GRIFFITHS. Would you check that?
Mr. BURNS. I will do my best, ves.1
Representative GRIFFITHS. And if that is true, is there any method

by which you can check where that money went? It did not pay taxes.
Mr. BURNS. No.
Representative GRIFFITHS. In fact, maybe thev were taking tax

deductions; the people who received it were getting tax deductions
for paying interest.

Mr. BURNS. I will inquire about that.
Representative GRIFFITHS. I would appreciate it very much.
Then I would like to ask you one other question and I would

like to tell you that I came to Congress a real young gung ho free
trader. If we enlarge import quotas, in your judgment, would it tend
to drive down prices, wages, and profits, or just wages, or just prices?

Mr. BURNS. I would think that in the short run there would be
problems, and they would require special measures.

Representative GRIFFITHS. What would it do to employment?
Mr. BURNS. Employment in the short run, unless we provided for

adjustments, would suffer. All of which means that we ought to pro-
ceed in this area as in some others, cautiously-set a target for our-
selves, but not try to get to that target tomorrow, and allow for some
adjustments, particularly on the part of working people.

I would move very gradually and have special adjustment machin-
ery during the period of transition, but I would move in that direction.

Representative GRIFFITHS. Thank you very much.
Thank you, Mr. Burns.
Chairman PROXMIRE. Senator Miller.
Senator MILLER. Thank you, Mr. Chairman.
Good morning, Mr. Burns.
Mr. Burns, the administration has set some targets for fiscal 1972

in the form of reduced unemployment rates, reduced inflation rates,
and a deficit of $11.5 billion. We have had testimony before this
committee indicating that these laudable targets rest on some premises:
A premise of the accuracy of the estimate of the gross national product,
to wit, $1,065 billion, a premise regarding the qualitative makeup of
the GNP; and a premise regarding the accuracy of the estimated
*I See table, p. 260.
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revenue to be derived therefrom. Additionally, there are certain
assumptions including the assumption that the monetary supply will
be increased sufficiently to generate the $1,06.5 billion GNP and at
the same time, not to aggravate the inflation picture; the assumption
that those in control of the Congress will keep the spending within
the limitations of the President's budget; and the further assumption
of reasonable stability on the international and domestic scene.

Would it be fair to say that we will need some luck to have all
these premises and assumptions work out so that the objectives I
mentioned will be obtained?

Mr. BURNS. It might even be fair to say that we will need a good
deal of luck.

Senator MILLER. Now, in that connection, with respect to the
monetary supply premise, we received testimony that a 6-percent
increase in the money supply could generate a 9-percent increase in
the GNP. What troubles me is that in vour testimony you pointed
out that last year the money supply rose by five and a half percent.
Yet, we didn't have anywhere near a 9-percent increase in GNP.
Would you care to comment on what appears to be a little incon-
sistency?

Mr. BURNS. Well, You are getting some simplified economic thinking
put before this committee and before the Nation. Not many years
ago, we had fiscalists running up and down the country, telling us
that if governmental expenditures increased at a certain rate or if we
had a governmental deficit of a certain size, they could tell more or
less precisely what the gross national product would be-even if they
ignored everything else. Now, we have some economists telling you
that if we only look at the money supply-indeed, look at the money
supply measured in an arbitrary way-you will not need to look at
or think about anything else. In other words, the growth of the gross
national product will be determined by the money supply defined in
that particular way.

Well, I wish the economic world were that simple. I would have less
to do and you would have less to do, and we would be a happier
nation. Mv old teacher, John Dewey, would still be right.; we wvould
still have to think only under conditions of necessity. The special
difficulty might be in the world of art and that would stimulate our
thinking. But our economic problems would be easy; the money
machine would grind out the gross national product. Unhappily, the
world is not that simple.

As I pointed out in my testimony, the arithmeticians and great
simplifiers are overlooking, first, the variety of experience; second,
they are overlooking the income velocity of money-the fact that
when recovery gets underway, money balances are used more in-
tensively.

You have pointed to the rate of increase in' the money supply of
5.5 percent during the past year when the gross national product de-
clined somewhat in real terms. And, of course, you are right. That in
itself is an indication that there is no simple, one to one correspondence
between the rate of increase of the money supply, however defined,
and growth in real output and employment.

I would add only that the increases in the money supply that took
place last year will be doing some work this year for us. There is a lag
here that must not be ignored.
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Senator MILLER. Thank you very much. What you say causes me
to suggest that if other factors turn out the right way, we might have
a 3-percent increase in the money supply and still attain the 9-percent
increase in GNP, and on the other hand, we rimight have to have a
12-percent increase in order to have the 9-percent increase in the
GNP because of all these other factors that are involved, including the
velocity that you referred to.

Mr. BURNS. I agree with you in principle, but the figure of 12
percent frightens me.

Senator MILLER. Now, with respect to another premise that I re-
ferred to, that those in control of the Congress will keep within the
spending limitations of the President's budget, would it be fair to
say that if they do not, and the spending limitations are substantially
exceeded, that we might well expect to find a counterreaction in the
Federal Reserve Board with respect to the money supply and interest
rates?

MIr. BURNS. I do not think I would want to predict wvhat the Fed-
eral Reserve will do. The question is much too hypothetical, Senator.
We try to cooperate to the best of our ability and we work at it most
conscientiously with the Executive and with the Congress. There are
so many developments that one can't foresee that I think it would
be entirely unwise for me to try to project what we might do in the
kind of circumstances which you envisage.

Senator MILLER. I will not press you any further on that.
In this morning's newspaper, I find this statement. "The Fed

increased its holdings of Government securities by $3.8 billion in the
past week." Would you tell us what economic significance that has?

Mr. BURNS. Well, it so happens that this is a momentary aberration.
The increase of reserves is not permanent. Most of that increase took
place through repurchase agreements, which have a 1- or 2-day effect
only. What happened xvas that we had a 4-day holiday and a bad
projection on reserves held by the banks. Then the New York Federal
Reserve Bank, which manages the open-market operations for the
Federal Reserve, had to pump in a great amount of reserves on a
repurchase agreement basis to prevent interest rates from shooting
up temporarily. But it is a momentary aberration and has no
significance.

Senator MILLER. Thank you.
Now, the article goes on to say that net borroxved reserves during

the same week widened to $285 million, compares to an average of
$65 million the previous week. What xvould be the economic significance
of that?

Mr. BURNS. I vould say it has no economic significance.
Senator MILLER. Next the article says number of bank borrowings

from the Federal Reserve System averaged $564 million in a week,
up from $248 million.

Mr. BURNS. That is because of the temporary shortage of reserves
that occurred. We had a miscalculation, a bad projection. That kind
of thing is not uncommon and has no lasting significance.

Senator MILLER. Then finally, the article says: "The Nation's
money supply"-they are using a definition of currenicy plus time
deposits-"average $216.1 billion in the weekend of February 10, up
sharply from $214.8 billion the previous week."

Mr. BURNS. Yes.
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Senator'MILLER. "For the 4 weeks ending February 10, the money
supply averaged $214.9 billion." What is the economic significance of
that?

Mr. BURNS. From October through January, the rate of growth of
the money supply was low, something like 3.5 percent. In the month
of January, the rate of growth was at an annual rate of only 1.1
percent. That figure has been revised down progressively. This month,
apparently, if the money supply remains at the last reported level,
it will have an annual rate of growth for the month of 7 percent.

Such shortrull variations always keep occurring and the causes are
complex. But they usually do not have any lasting significance.

The spurt in this particular month may-and I would want to
accent the word "may"-mean that business loans are picking up and
that a little more activity is stirring than before.

SenatoriMILLER. You referred to a short time. Would it be proper
to say that a 2- or 3-month period would be a reasonably good period
to look at for a significant trend?

Mr. BURNS. I would look at a somewhat longer period-say 4 or 5
months.

Senator MILLER. Thank you very much, Mr. Burns.
Chairman PROXMIRE. Senator Humphrey.
Senator HUMPHREY. Mr. Burns, I want you to know I have read

very carefully your statement and it is a splendid statement. I am
deeply concerned about the subject matter that Senator Miller was
discussing and I want to come to that matter of money supply in just
a moment.

First, I wish to join in expressing a very active interest in the ad-
ministration establishing an incomes policy along the lines you have
outlined for us now and in previous statements: A wage-price board
with powers at least of persuasion, public opinion pressures, productiv-
ity concepts, and the many things that have been mentioned here this
morning of what the Government can do in terms of procurement,
release of supplies, the powers of persuasion on. the part of the Presi-
dent and other officers of Government. I think that without an incomes
policy, from what you have said in our statement and in your testi-
inony now and in the past, we are not going to have any control over
inflation; we are going to find ourselves with the deepened problem
you have discussed so well in your statement. You say, "We are thus
confronted with what is, practically speaking, a new problem. A
recovery in economic activity appears to be getting underway at a time
when the rate of inflation is still exceptionally high." You still have
below capacity plant utilization, unemployment continues to rise,
demand is really not excessive, yet the inflation spiral continues and
unemployment continues at unacceptably high rates.

In this situation I would hope you would continue insisting upon an
incomes policy, because I fecl that without it, all of these prognostica-
tions that the administration has made and that others have made will
be for naught.

Coming, therefore, to-by the way, on wage-price freeze, I was
pleased that you got that cup of coffee. I worry about a wage-price
freeze over any extended period of time. I think we ought to try most
assiduously other methods before we resort to what you might call
the final treatment. The patient may be ill, but I doubt that it is at
that critical a point right now.
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I want to join with limited extension of powers to the President. I
tend to agree that those powers of wage-price controls ought to be
reassessed by this Congress very often and not over long periods of,
time. I think that power is as important, right now, as the continuing
debate about the poweer of the President to commit troops. We would
like to restrain him on the commitment of our Armed Forces. I think
we ought to have some surveillance over the use of the economic
powers of the Government.

Now, Mr. Burns, on monetary expansion, I have discussed with the
Chairman of the Council of Economic Advisers, Mr. McCracken, his
testimony of a few days ago-the testimony of February 5. The
testimony of Mr. McCracken relating to the $1,065 billion economy
was predicated in a large measure upon the rate of the increase of
money supply. Let me read it:

Over the post-war period, the amount of money, people have wanted to hold
other peoples' incomes as they declined, with the result that GNP has in fact
risen faster than the stock of money. From 1952 to 1970, the annual rate of
increase of GNP was about 3 percentage points higher on the average than the
annual increase of the money stock. If this relationship continues, a 6 percent
increase of the money stock between 1970 and 1971 would produce the desired
9 percent increase of GNP.

You.may recall that the 9 percent figure is the one that is now being
discussed in order for the so-called full employment budget. [Con-
tinues reading:]

In recent years, GNP has risen less rapidly relative to the money stock. From
1967 to 1969, the annual rate-and I underscore-the annual rate of increase
in GNP was 1.8 percentage points a year more than the money stock. On this
basis, an increase of 7.2 percent in money would, of course, be needed to provide
an increase of 9 percent in the GNP in 1970-71.

Now, I discussed this with Mr. McCracken, pointing out that in
recent months, as you have indicated, the Federal Reserve has had
an increase of money supply of around 3.5 to 4 percent. You have
indicated that it went down to slightly over 1 percent in January,
up again to approximately 7 percent in February. I believe that most
of us understand that there are these variables and these gyrations
which are inevitable.

Then in your statement today you say:
I can assure this committee that the Federal Reserve will continue to supply

the money and credit needed for healthy economic expansion. But I also wish to
reaffirm the assurance that I gave to this committee and to the Nation a year ago-
namely that the Federal Reserve will not become the architects of a new wave of
inflation.

We are well aware, therefore, that an excessive rate of monetarV expansion
now could destroy our Nation's changes of bringing about a gradual but lasting
control over inflationary forces.

Mr. Burns, looking at it on averages and on an annual basis, what
would you consider to be a reasonable, relatively noninflationary
money supply for the coming year or at least one not dangerous to the
economy?

Mr. BURNS. 1 want to thank you, Senator Humphrey, very much
indeed, for your very clear statement and particularly for your support
of incomes policy. It may mean a great deal.

Now, let me try to deal with your very difficult question. I must
say first a few words by way of prelude to my answer.

When I think of an economic policy, I differ a little from many of
my colleagues in the economics profession, and I might differ from
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the thinking of some members of your committee. I am conscious
every moment of my limitations of knowledge, of my inability to
predict the future. Therefore, while I make what I consider to be a
reasonable guess, I remember that it is only a guess and I am readyto reconsider it day by day, literally, as I learn more and as economic
conditions unfold.

Now, as far as fiscal policy is concerned, as far as monetary policy
is concerned, and as far as ordinary housekeeping policies-to the
extent that they affect the economy-are concerned, as far as market-
oriented wage and price policies are concerned, I think.that all that
we can do at any given time is to make guesses. But we must not
permit these guesses to become frozen in our minds. We have to re-
main in a flexible position.

I think this is especially true of monetary policy. Fiscal policy in
some ways tends to get frozen in. It is not so easy to adjust. Monetary
policy, on the other hand, makes possible an ultimate degree of flexi-bility. That is its great virtue. And I think it would be very unwise,
really, even improper, to suggest what the rate of growth of money
suplly, in any 'of its various definitions, or the rate of growth of bank
credit, should be over the entire year.

1 think that the policy that we have pursued in the past few months
is pretty much on track. Ms/\y evidence is that the banks are full of
money; they are hunting for customers. Interest rates have tumbled
and the foundation for a return of prosperity has been laid.

Looking just a short time ahead, we will continue that policy. But
as the year unfolds, we may become a little more stimulative or a little
less and any of the various policy instruments that we have may be
used. It is really impossible for me to answer your question responsibly.
I hope you understand.

Senator HUMPHREY. I do, Mr. Burns. The point of my question was
not based on predictions by the witnesses from the Council of Eco-
nomic Advisers nor from the administration's. In other words, a rate
of money supply which is selected out at a minimum of 6 percent, an
increment or a period up to 7 percent, and an experience that we have
within recent months of anywhere from .3 to 4 perecent down to one
and up to 7. Tiis fluctuation is what leads me to this question on
your general testimony.

You have given us some very good information about some of the
inner strengths of the economy. I am glad to get that. I do not believe
in preaching despair and loom. I think that is too high a price to payfor political success. I personally believe that the economy has-we
have to have some faith and confidence in the economy. But I think
we also have to give reasons for it. You say in your statement:

The strength of economic expansion during and beyond 1971 will depend, in
my judgment, principally upon our success in restoring the confidence of con-
sumers and businesses in their own and the Nation's economic future.

Now, in your testimony, you have buttressed that sense of confi-
dence by certain statistical information and changes that have taken
place in the economic structure. I think you would agree, therefore,
that central to this problem is for the people to have confidence in the
economic policies of its Government. Do you think that the confidence
of consumers and business firms, financial instutitions, will be im-
proved by unsubstantiated or exaggerated statements of economic
improvement in 1971? In other words will not such exaggerations add

59-591-71-pt. 1-18
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to the credibility problem between the Government and the people
and therefore destroy confidence?

Mr. BURNS. They could have that effect. Whether they will, or not,
I have no way of knowing.

Senator HUMPHREY. Mr. Burns, I read, for example, or heard just a
month ago, that things were going to be considerably better. Then I
read 2 days ago that the wholesale price index, even adjusted, had
gone up six-tenths of 1 percent, and that the manufacturers' wholesale
price index had gone up four-tenths of 1 percent, and at a time that
we are being told the rate of inflation is being held. It seems to me
that may be a little less talk about what is happening in terms of
controlling inflation might give some time factoring and trends with
which we could paint a broader picture to look at and thereby help
restore some of their lost confidence.

Mr. BURNS. Now and then I have given similar counsel myself.
Senator HUMPHREY. Thank you very much.
Chairman PROXMIRE. I would like to follow up what Senator

Humphrey has been asking. There seems to be in the administration
a conviction that there is a stable, fixed relationship between the in-
crease in the money supply and the increase in the gross national
product. The Federal Reserve Board seems to disagree. I would like
to quote to you from an economist, an eminent economist in the
Office of the Budget, Management and Budget, Mr. Laffer. Just one
short quote and I would like to get your reaction on this:'

Monetary supply as represented by changes in the conventionally designed
money supply has an instantaneous and permanent effect on the level of gross
national product. For every dollar increase in the money supply, GNP will rise
by about four or five dollars and not fall back in the future. Alternatively, every
one-percent change in the money supply is associated with a one-percent change
in gross national product.

Now, this has had such an effect on Director Shultz that he came to
us and said that his prediction of the $1,065 billion economy was
based on the model which, as I understand it, Mr. Laffer-that is his
name, I guess-Mr. Laffer w as the manl who was responsible for it.
What is your reaction?

Mr. BURNS. I have not as yet had the opportunity to study Mr.
Laffer's model thoroughly. All I can say at this moment is, first, that
I am surprised by his conclusions; second, that a very thorough ap-
praisal of his model is now underway at the Federal Reserve. I will
postpone more definite comment until that study is completed.

Chairman PROXMIRE. Will you give us your conclusions when that
study is completed?

Mr. BURNS. I can give you more than the conclusions; I will give
you the study.'

Chairman PROXMIRE. Great. When do you expect that to be, Mr.
Burns? A month?

?vlr. BURNS. A month or less. I hope it vill be less.
Chairman PROXMIRE. Would you or would you not agree that you

do not think that there is a- fixed and stable relationship between the
increase in the money supply and the gross national product?

1\{r. BURNS. No, I do not think that conclusion is correct.
Chairman PROXMIRE. Now, yesterday, an outstanding expert on

Wall Street, from the Langston Corp., said, "Surely the Fed's efforts
I A discussion of the "Lafferl model, a critique by Janies L. Pieree of tise Federal Reserve Board stag,

anid a rejoinder by G. Fekeleknity and R. D. Ronson appeals on lpp 279, 300, alnd 312, respectively.
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to push money market rates lower must soon come to an end." He
noted that the money rates of the United States were no longer com-
petitive with those abroad.

This seems to me to be a very good point and a very serious point.
I wonder how vou would meet that kind of a problem in the event
the economy does not pick up and it appears that additional amounts
of monev supply would tend to reduce interest rates and obviously,
have a clear and immediate effect on our balance of payments? The
outgo of capital would seem to be automatic.

Mr. BURNS. It is hard to visualize just what the Federal Reserve
Board will do or might do. Let me only indicate that we have certain
instruments at our disposal for dealing with a problem of this sort, if
the need should uise. To some degree, instead of supplying reserves by
buying Treasury bills, we can buy coupon issues and that would help
a little at the short-term money end.

Second and more impoi tantly, we can take special measures to deal
with outflow of capital. We have done that to some degree already in
changing our regulations so as to induce the banks to hold off on re-
paying loans from their branches abroad. We have also taken some
steps to intercept the flow of Euro-dollars from the branches of our
banks to European central banks. And we can do more of that. In
short, there are special devices that we can employ.

Chairman PROXMIRE. You are confident those devices would be
effective? I notice there have been times in the past when they have
not been.

Mr. BURNS. Well, these are devices that have not been tried in the
past. These are new devices. I do not have absolute confidence, no.
But I have reasonable confidence that we can deal with that prob-
lem.

Chairman PROXMIRE. What do you think of instituting controls on
one relatively small sector of the economy, to wvit, the construction
industry; the President, of course, has the power. Legislation which I
introduced and Congressman Reuss amended gives him the authority
by law to provide for a freeze on wages and prices in the construction
industry. What is your reaction to that?

Mr. BURNS. Well, he has that power. He also has power under the
Davis-Bacon Act. The President can suspend the Davis-Bacon Act by
declaring an emergency. No change in legislation by the Congress
would be necessary.

Chairman PROXMIRE. Does it make economic sense, however, to
institute an incomes policy on one sector, even though you can make a
case, I presume, that wages have risen very rapidly and prices have
risen rapidly?

Mr., BURNS. We have had extraordinary developments in the con-
struction industry. We have a very special problem there. The average
wage increase under collective-bargaining settlements for the first year
of the contract, as I pointed out in my testimony, was 18 percent in
1970. The year before, it was 13 percent. The acceleration is con-
tinuing. In the third quarter of last year, the average rate of increase
was 22 percent, in the fourth quarter, 21 percent. Now, these are
enormous increases. And remember, these are average figures-which
means that in some communities the increase was very much larger.

Chairman PROXMIRE. Will it wvork? I am assuming you can make a
strong case for it? Will it work to apply it to only one industry? -
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Mr. BURNS. I think that it would have some effect on that industry,
yes. I think also that it would have some influence on other industries
by way of indicating that the Government is not powerless and that if
similar excesses occur in other industries the Government will move.

Chairman PROXMIRE. Would it take enforcement machinery?
Would it require an appropriation by the Congress, in your view, to
provide people to actually enforce it, or can the President simply
declare it?

Mr. BURNS. You are speaking of a freeze, I take it, now?
Chairman PROXMIRE. Well, either a freeze or a guideline.
Mr. BURNS. Well, if a freeze were to extend for any length of time,

enforcement machinery would be required. On the other hand, if the
freeze were limited to a month, let us say, or 6 weeks, then the industry
would have a period of time in which to come up with a voluntary
program. If industry did that, the chances of its proving viable would
be all the better.

Chairman PROXMIRE. That may well be. I am wondering if a man-
datory program would be effective. Your answer, as I get it, is that for
a short period, it might be, for a longer period, you would probably
require enforcement machinery?

Mr. BURNS. I am afraid so.
Chairman PROXMIRE. In your December speech, you made some

very far-reaching suggestions when you suggested 11 possible steps
that might be taken by the Government to slow inflation. I have the 11
points here. It seems to me the administration has done almost none
of them. Your first point, they did a little bit, liberalization of import
quotas on oil and other commodities. They did it slightly.

On more vigorous enforcement of the antitrust laws, they did
nothing.

On expansion of Federal training -programs to increase the supply
of skilled workers where wages are rising with exceptional rapidity, I
didn't know of any such program. The President vetoed that action.

On creation of a nationwide scale of local productivity councils
to seek ways of increasing efficiency, no action.

On a more aggressive pace in establishing computerized job banks,
nothing.

Liberalization of depreciation of allowances to stimulate plant
modernization, yes, they have done that.

Suspension of the Davis-Bacon Act, no, they have not done that.
Modification of the minimum wage laws in the interest of improving

job opportunities for teenagers, no.
Establishment of national building codes to break down barriers-

that is unlikely; no action taken.
Compulsory arbitration of labor disputes in industry that vitally

involve the public interest, no action, it seems to me again unlikely.
Establish a price and wage revieav board, we have discussed that

this morning. I agree that is an excellent suggestion, but there doesn't
seem to be any indication of the administration supporting that.

How can you say, as you do in your statement that the administra-
tion has taken steps when they have so feebly put into effect what
you have spelled out for us?

Mr. BURNS. Well, when a baseball player bats, .300 he is considered
pretty good.

Chairman PROXMIRE. When he bats .100, he has to be quite a glove
man.,
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Mr. BURNS. I have no answer to that.
Chairman PROXMIRE. Last year, you indicated the Federal Reserve

Board was launching a major study on ways to influence the housing
industry and on the impact of tight money. What is the result of this
study and when can we expect results?

Mr. BURNS. The study has been delayed because of unusual prob-
lems that we had to deal with last year. I am responsible for the delay,
Senator. I kept the staff so busy because of the unusual financial
problems we had last year. It was an extraordinary year.

The study is going forward and it may be delayed until midyear.
Chairman PROXMIRE. We want that urgently.
Mr. BURNS. I know you do and so do I.
Chairman PROXMIRE. Well, because as you know, the principal

adverse impact in the long run of monetary policy has been in housing.
It has been devastating. You are very sympathetic and sensitive to
that.

Mr. BURNS. Yes.
Chairman PROXMIRE. But we would like to get this study as rapidly

as we can.
One other question. The Senate Banking and Currency Committee

has before it legislation to remove the Export-Import Bank from the
Federal budget. I happen to be opposed to that. Can you give us
your comment on the legislation?

Mr. BURNS. Well, VOU and I agree Oil niany things, Senator. I am
opposed to it. I think the Export-Import Bank should be subjected
to ordinary budgetary review iust as other agencies of the Government
are.

Chairman PROXMIRE. 'Does it not restrain-I beg your pardon.
Mr. BURNS. I have great sympathy with Mr. Keains' problem. He

is trying awfully hard to stimulate exports and that is important to
us. But rather than take the Export-Import Bank out of the budget,
I would consider another way of dealing with this problem, privatizing
the Bank, just as we did with FNMA. As long as it is part of the
Government, I think its outlay should be subjected to congressional
budget review.

Chairman PROXMIRE. As I understand this, if they proceeded to
-take it out of the budget, it would mean they would be much freer
to expand loans to finance export at precisely the time when the
Federal Reserve Board might be trying to restrain business activity
and much as we need exports under all circumstances, it seems to me
it would be a frustration of the inflationary policy.

Mr. BURNS. It could be.
Chairman PROXMIRE. And I place a higher priority on housing than

I would on exports.
Mr. BURNS. This is a difficult question for me. If I look at the prob-

lem from the narrow viewpoint of the Federal Reserve, I would say
give the Export-Import Bank what it wants, because that would make
it easier for us to handle the Eurodollar problem. Recently, the Export7
Import Bank put out an issue of a bilion dollars; it used it to mop
up Eurodollars. There may be other such issues. Give the Bank more
freedom to raise funds, free it from budgetary controls, and then you
can do more in this direction. I would welcome that, were it not for
broader considerations.

I think we have to adhere to principles of good government. I see
no more reason for excluding the Export-Import Bank from budgetary
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review than excluding, let us say, Mr. Romney's department. You
regard the latter as being more important, and I think that a case
could be made for that.

Chairman PROXMIRE. Senator Miller.
Senator MILLER. Along the line of questioning of Senator Proxmire,

I think that a simplistic reaction to this suggestion on wage and price
controls in the construction industry is the reaction of a number of
people who think in terms of a house that may have cost $20,000 and
perhaps the average wages were $5 an hour and the price was $20,000
and if we do not do something about that, that house is going to cost
$22,000. So I think they have a vision of freezing in the average wage,
say, of $5 an hour and keeping the house at $20,000.

But if you keep that price at $20,000, I think we can see how the
price of lumber can continue to go up, the price of cement, the prices
of construction equipment, the prices of plumbing fixtures, the prices
of other materials. It seems to me that within not too very long a
time, we would be literally forced into going to wage and price con-
in those other industries. Then if we get into those other industries,
they have a related input. It just seems to me that it could go on and
on and on until you have the whole country under a wage-price control
system. But I am particularly concerned about the construction
industry.

I am also concerned about what continued price increases in these
related items are going to do to any wage-price freeze or even guide-
lines in the construction industry. Do you share that concern? Or an
I wrong in my estimate of the impact?

Mr. BURNS. I can't say that you are wrong, but I do not think the
impact would be very strong on other industries. After all, what are
we talking about? Realistically, wages in the construction industry
will continue to go up. But for heaven's sake, let us try to shape a world
in which we will no longer have wage increases of 22 percent, on the
average. If we permit that to continue, the very effect which you fear
will take place. Thus, if I am an electrical worker and a member of a
construction union, I will get one wage. If I am an electrical worker and
work for a manufacturing plant, I will get a much lower wage. In the
latter event, I am going to be very unhappy and I am going to press
for a wage that is comparable to that of a construction union worker.
By this process, what is happening in the construction industry
spreads out to other industries.

Of course, you also have the force of example. A trade union leader
in a manufacturing industry will be told by his people what construc-
tion workers have gotten, and then he has to try to do as well for
his employees. Therefore, some control over what has been happening
in the construction area is, I think, vital.

That does not mean that we have to go the route of a freeze. It
does not mean that even remotely. There are other ways of prevent-
ing an uncontrolled wage-price spiral.

Senator MILLER. One last question. There has been a lot said
about what the President could do, that he can put in wage-price
controls, that he can do something about repealing, or rather suspend-
ing, the Davis-Bacon Act, and so on. But is it not just as true that
if Congress feels strongly enough about it, Congress can pass a law
putting such things into effect?

Mr. BURNS. Yes; by all means.
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Senator MILLER. Do you have any recommendations to the
Congress on this point?

Mr. BURNS. Well, I would make two suggestions to the Congress.
First, that you consider legislation under which contracts that call
for exclusive hiring of labor through the trade union halls be declared
illegal. I think such legislation deserves consideration by the Congress.
That would tend to break up the little monopolies in the construction
trades, or it would tend to weaken them.

Second, you might consider legislation on the secondary boycott,
along the lines of some bills that were introduced last year, one of
them by Senator Goldwater.
. Senator MILLER. Thank you very much. It is always a pleasure
to have you before this committee.

Mr. BURNS. Thank you, Senator.
Chairman PROXMIRE. Senator Humphrey.
Senator HUMPHREY. I do not want to spend my time discussing

baseball, even though I am quite a fan. My testimony has come up to
the playoffs. That is about our average out in Minnesota. We get into
the playoffs, but we do not come through on the finals.

Mr. BURNS. You have gone beyond them, Senator.
Senator HUMPHREY. I see where you feel if you bat .300, it is

p)retty good. I have to tell you, Mr. Burns, having run for office,
that one-third of the vote is not-enough. You have to do better in
politics than that. That makes my point.

Mr. BURNS. I wish we could.
Senator HUMPHREY. On the matter of the subject discussed by

Senator Proxmire, our chairman, and Senator Miller with reference
to the building trade, it seems to me that what has happened here is
that the administration has focused on an area that has had a great
deal of public attention and in which there has been a considerable
degree of wage and price increases. I think we have to keep in mind
that in this area, there is a great pass along of whatever happens.

Mr. BURNS. Yes.
Senator HUMPHREY. But in my experience with working people,

with unions, I find they react very quickly to fears and apprehen-
sions over the economy. Workers are laid off before the m. oney runs
out of the Dank, you know. When you tell management they have to
improve productivity and must do this or that, they take a look at
that balance sheet, the first thing they do is start to lay off some
workers.

Now, Mr. Worker, whether he is in the construction trades or in
the service trade, says to his business agent and his union leader,
"Look, that price is going up-inflation!" He is not going to think
about the inflation where he works; he is thinking about the inflation
where he buys. And he says, "Look, I may lose my job; let's hedge."
Just like you pointed out in here that people are saving money in
financial institutions; they are hedging. They are hedging against
inflation. And at least they have cash and they want to have a good
supply on hand. This is a lot of just plain horsesense about what is
is going on, even though it adds up to some trouble. Wage increases
are hedges on an inflation of prices that a man and a woman see in
household expenses and around them or around the family. There are
also hedges on unemployment.

Now, there have been large numbers of carpenters unemployed.
Everybody is not building an office building in New York City.
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One of the curses of this country is that most of the information
emanates right out of this city and out of New York. I have been
out home in Minnesota and seen hundreds of tradesmen without
jobs-no jobs. And when they get ready to bargain, they say, "Look,
I want to have a job that pays enough so that if they are going to
lay me off for 4 months, I can still have a living." You know, it is
reasonable for a man to be thinking in those terms, plus the fact that
it is cold out in some parts of the world, where you can't work all
day. You work everyday when you are an office worker or a Senator
or a banker. You can be inside and work. But we have a great deal
of seasonal unemployment in the building trades.

I do not think this argument has been well presented to the public,
and I do not think the workers' argument is well presented to the
public. Most contracts that you read about today are 2- or 3- year
contracts; and they will say, for example, 45-percent increase in wages,
which is 15 percent a year. It is not 45 percent. It is 15 percent,
hedging on the future, And my limited study of economics over the
past, and that is all I can draw from, is that at the end of a contract
period, there are two people that are always behind-Mr. Farmer
and Mr. Worker. They never quite catch up to the price increases.
They never quite catch up to what is going on in the economy. They
get a little headstart. They run fast the first quarter, the first and
second quarters. But on that mile run for the year or the 3-mile run
for the 3-year contract, they end up just a little behind at the end of
the time. This is why a great deal of the negotiation today is related
to the future.

And as long as we are unable to have an incomes policy that put
some damper upon inflation, we are going to have these wage increases.
Of course, it is one chasing the other. I realize that. I am not unaware
of the fact that the excess wage increases help precipitate an inflation.
But it is the fear of the inflation, the fear that nothing is being done,
that has caused much of what appears to some people to be excessive
wage increases.

And I think it all started, Mr. Burns, when the Government said
that they were no longer going to have any involvement in wage-price
decisions. When you announce as a Government policy at a time of
rising inflation-and this administration inherited inflation from the
other. I do not hold Mr. Nixon accountable for all of our problems.
I think we have to be eminently fair here. But when they saw that
problem and then announced that there would be no encouragement,
to use the modein words now, in the wage-price structure, I think it
was just opening the floodgates to trouble.

So I have to speak up on this, because-by the way, I do not agree
with limited price freezes. I think that Senator Miller and I might
disagree on these matters, but I think that to put a price squeeze on
one segment of the economy will precipitate more trouble both in
enforcement and violations than anything I can think of. I think there
are other things that the Government can do. I think it needs to be
done. I think the problem is here, but it is not a matter now of apply-
ing, it is not a matter of applying cobalt. This is not cancer. This is a
very obtrusive wart that you are dealing with. And I do not think we
ought to give the cobalt treatment, the final treatment, before we used
other types of treatment to this problem.

Now, having given my speech, Mr. Burns, I want to ask you a little
problem. I come from the Midwest and I have a little family drugstore
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and I know a little bit about borrowing money and what you pay for it.
Everything that you read about what you pay for it is not what you
pay foi it at all. Not for the little guy. That is all for the big-shots.
They can always get the money to build an office building. They can
always get money when nobody else can get it. I suppose there is a
reason for that, too, but I have never agreed with it.

In Arizona where monetary policy affects credit conditions with a
rather long-for example, in the Nation's smaller communities and in
the credit terms available to smaller businesses and consumers-we
could look forward to seeing more evidence of the effects of monetary
stimulation as the year progresses.

What you have said in substance is that it is always later for the
man down the street to get any effect from the relaxation of money
policy. It is true in housing, it is true in small business, it is true in
agriculture.

Now, Mr. Burns, I am chairman of a committee on rural develol)-
mrent. The last part of this country to get any help is a part of the
country that needs it the most. How are we going to have a policy that
makes available the end product of the relaxation of monetary policy?
How can you get money, in other words, out to Spink County, S. Dak.,
or Wright County, Minn., to a small town merchant that maybe
wants to stay in business and can provide a dozen jobs? In our little
business, we provide for six families. That is not many. Btif I can
guarantee you that if we go out of business, that is six families that are
not going to have jobs; six families that are going to be on Govern-
ment relief. How can we provide credit for them instead of how are
we going to provide credit for Mr. Big? He will get it some way or
other.

I think this is the major economic problem we have today, that
the fellow who needs it for low-income housing-we are building
housing. We're not building low-income housing today. We are not
even building low- middle-income housing with all these starts. We are
not helping many farmers or many people that ought to be staying
out there where they can make a living, instead of jamming into these
big cities, where they must come to the Government again and say
the cities now require revenue sharing and huge subsidies. We have
a loused-up, fouled-up economic policy that just does not help where
it ought to help.

Now, untangle it for me, would you please?
Mr. BURNS. Senator, you always make an effective and moving

statement and I agree with much of it. Let me just make two obser-
vations. Number one, this is a large country and there are enormous
local differences. In my new capacity, I have been meeting with many
bankers from the individual States-I do not see only the big city
bankers. And I recall back in February, March, April, being told by
one small-town banker after another that plenty of money was avail-
able in his community, that there was no shortage of credit, that his
bank was in fact lending money at a very high and profitable rate of
interest to the big-city banks. And, of course, that was true. A great
Federal funds market developed that was financed in large part by
the small-town banks.

Thus conditions vary in our communities. M\4y second observationi
is that there are lags here that it will be very difficult to overcome.
Take the interest rate that needs to be paid by a large corporation
on a bond issue. Well, that interest rate will respond pretty promptly
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to changes in monetary and credit conditions. Why? Because you
have people throughout the world making purchases and sales in the
New York bond market. As bond prices go up, long-term interest
rates decline, and then a new issue may come along by one of our
larger corporations, and it will benefit at once from the lower rate.
However, it is entirely impossible for a small-town businessman to
get access to that market. He is too small.

Well, that merely redefines the problem. And, unfortunately, that
is all that I am able to do. I think we need greater attention to rural
development. I have said so for years. I think that much of our diffi-
culty in the cities stems from failure to pay adequate attention to our
rural communities. People have been leaving rural communities and
intensifying social and economic problems in our cities. I think that
this country has suffered from rural neglect, neglect of rural com-
munities by the Government.

Now, we have attended to the farm problem-I think, badly-but
we have attended to it. But rural communities have been a stepchild
in our country and I very much hope that this committee, along with
other committees of the Congress, will devote some of its energy to
this problem, which-if properly and promptly handled-may go a
long distance in relieving the problem of the cities.

I wish I could be more helpful, Senator, because what you have
defined is a very major area of concern.

Chairman PROXMIRE. Mr. Burns, we may agree or disagree with
your answers, but you have done a magnificent job this morning. This
was real vintage Burns. In my view, you are the Brooks Robinson of
the economic profession. Well, you have batted a thousand. Thank you
very much for a fine job.

We will be hearing on Monday from Senator Humphrey, Congress-
man Reuss, and Secretary Weidenbaum.

Mr. BURNS. Thank you very much, Senator.
(Whereupon, at 12:50 p.m., the committee recessed, to reconvene

at 10 a.m., Monday, February 22, 1971.)
(The following information was subsequently supplied for the

record:)

RESPONSE OF HON. ARTHUR F. BURNS TO ADDITIONAL WRITTEN QUESTIONS
POSED BY SENATOR JAVITS

Question 1. From time to time proposals are made to give incentives to invest in
certain areas, for example, housing and inner city areas. Most of the proposals
center around giving tax advantages, or even outright subsidies, for such activities.
What would be the feasibility of using the Fed route: i.e., lowering the reserve
requirements for banks which make a certain percentage of their loans in, say,
housing or inner city development activities?

Answer. Fluctuations in the level of required reserves resulting from shifts in
the kinds of loans banks are making would complicate the task of achieving the
general objectives of monetary policy. To induce banks to make mortgage loans,
for example, reserve requirements would have to be set in a way that would mean
lower required reserves for banks that increased their mortgage lending than for
those that did not. As a result, reserves would be absorbed or released, depending
on the extent to which the differential in reserve requirements succeeded in its
objective. It is already difficult enough to judge how much the money stock, for
example, will grow as a result of a given injection of reserves through System
open market operations. The possibilities of error in that judgment would be
increased by adding another uncertainty, since the Federal Reserve's action in
adding to reserves could be magnified or minimized, depending on whether member
banks were or were not adding to their mortgage portfolios.
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From a broader point of view, I question the feasibility of vesting in a central
bank responsibility for determining social priorities. Congress can and does make
such judgments in establishing and funding Federal programs. But a central bank
is ill equipped to make them. The Federal Reserve System has the responsibility
for seeing that the overall supply of money and credit grows at a rate that will
"promote maximum employment, production and purchasing power", to use the
language of the Employment Act of 1946. To ask the System to decide how this
supply of money and credit should be allocated among the various competing
demands for funds would make it more difficult for us to meet our overall respon-
sibilities. More importantly, it would entail judgments that only the elected
representatives of the people can properly make.

Question. 2. In your testimony last year, you pointed out-most accurately, it
appears in retrospect-that we should not be optimistic about slowing the ad-
vance in the consumer price level. Could you lend uts your wisdom on this subject
again this year, with regard to consumer prices in 1971?

Answer. I believe that the rising trend in consumer prices, which moderate
from a rate of about 6 percent annually in the first half of 1970 to about 5 percent
in the second half, will slow somewhat further this year. But I fear that the price
rise will continue to be much too large on average, for the longer-run good of our
economy.

Price trends in an advanced industrial economy such as the United States are
to some extent influenced by supply conditions in food and basic commodities.
Thus if the production of foodstuffs and raw materials is high, the overall rise in
prices of goods and services may be substantially dampened. Such developments,
for good or bad, are influenced greatly by the vagaries of the weather and condi-
tions (over which we have little control) in producing countries abroad. But when
a large proportion of all output reflects value added by manufacture, distribution
and service, as in the United States, far and away the most important factor
influencing prices is the trend in productivity compared with the trend in wage
rates. Rates of pay cannot long exceed rates of gain in productivity without being
reflected in the prices that people mdst pay.

The outlook for 1971 seems to be a little brighter than during the past two
years. Businessmen quite generally have tightened up on their cost controls-due
to poor profits-and a catchup in productivity appears to be taking place. Pro-
ductivity typically grows at a better than average rate during recoveries also,
just as it rises more slowly late in the expansion phase and during the subsequent
period of production adjustment. Thus productivity gains this year should come
closer to matching the rate of increase in wages, making possible a significant
reduction in the rise of unit labor costs. But we need to do more to increase pro-
ductivity, through measures such as the local productivity councils you have
proposed, and which I enthusiastically support. At the same time, we need to take
other steps, such as those I have mentioned elsewhere, to halt wage-price escala-
tion through a multi-faceted incomes policy.

Question S. What sort of accord. if any, does the Federai Reserve have with
the central banks of other countries with regard to the converting of dollars into
gold? Can you give any assessment about the foreign demand for dollars, which
apparently would affect any foreign government's propensity to cash in dollars
for gold?

Answer. Conversions of dollars into gold by the central banks of other coun-
tries take place under a U.S. Treasury policy of standing ready to sell (and buy)
gold at $35 an ounce for international monetary purposes. It is in this way that
the United States fulfills its obligations regarding exchange stability under the
Articles of Agreement of the International Monetary Fund.

Against the background of U.S. military expenditures in Germany, in 1967
the President of the German Bundesbank and the Chairman of the Federal
Reserve Board exchanged letters concerning the Bundesbank's reserve policy.
The Bundesbank, with the approval of the German Government, made known
its intention to continue its practice of not converting dollars into gold from the
U.S. Treasury as part of a policy of international monetary cooperation.

In general, each foreign country (or its central bank) makes its own decisions
about the composition of its international reserves. Policies in this regard differ
from country to country. At one end of the range, there have been countries
that have never sought to convert dollar accruals into gold or other reserve
assets. At the other end of the range, there have been countries that have placed
strict limits on their dollar holdings and have quickly sought to convert dollars
acquired above these limits. In general, dollars that are converted into gold or
other reserves represent new additions to dollar holdings, usually reflecting a U.S.
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balance of payments deficit. In the last few years, there have been no cases ofcountries cashing in outstanding dollar balances for gold in order to change sig-nificantly the composition of reserves. There is widespread understanding among
central banks and governments that policies concerning the composition of re-serves must take account of the needs of the international monetary system as a
whole.

In the discussions that took place in the International Monetary Fund and inmeetings of the Finance Ministers and Central Bank Governors of the Group ofTen, leading to the institution of Special Drawing Rights and other amendments
of the Fund's Articles of Agreement in 1968, the governments and central banksof the leading industrial countries made it clear that they wished to modify theinternational monetary system in such a way that monetary reserve needs couldbe met in considerable part by a new international instrument, the SDR, ratherthan mainly by unplanned accretions of dollar reserves resulting from balance-of-
payments deficits of the United States.

Success of the SDR system will permit a continuing place for dollars in the aggre-gate monetary reserves of other countries. But an excessive supply of dollars,reflecting continued large U.S. deficits, could undermine present monetary ar-rangements. There can be no doubt that over the next few years the averageannual demand for additional dollars to be retained in reserves will be far less thanthe $7 billion sum that was added last year to reserves held as dollar claims on
the United States.

Question 4. On page ]1 of your statement you state that "Restoration of con-fidence must be a central objective of economic stabilization policies in 1971."And on page 19, speaking of incomes policy-type efforts, you state, "Such effortsshould bolster consumer and business confidence * * *.;' Does this mean thatimplementation of a broad incomes policy should become the central objective of
economic stabilization policies this year?

Answer. The state of consumer and business confidence will be the most im-portant factor influencing the strength of economic expansion in the period ahead.Many elements affect the state of confidence, and a broad incomes policy-while
it could make a significant contribution-is only one of a number of factors that
may work in a strengthening direction.

Confidence is typically impaired by feelings of uncertainty. An importantfactor in the present setting is the uncertainty about what a family's accumulated
savings and expected income will buy in the future, which makes people cautiousabout spending, particularly on large items. Unemployment is another factor, asare the uncertainties generated by riots, business bankruptcies, and fears of war.In general, therefore, confidence should be increased to the extent that we takeeffective measures against inflation and unemployment, and establish conditions
that may lead to a more tranquil social environment.

Question 5. You say in your statement that much of what happens to businessconditions in 1971 is dependent upon a change in consumer sentiment from itspresent cautious status. You indicate that you are optimistic that this will occur.
Is there any evidence from the Michigan Consumer Sentiment or any other survey
to support your feelings?

Answer. Although the latest surveys indicate that households are still in acautious buying mood, there are some suggestions of an improvement in attitudesin the most recent consumer surveys. The latest Census and National Industrial
Conference Board surveys reported slight rises in the percentage of respondentsexpecting income increases. The Conference Board survey also found more house-
holds expecting better business conditions over the 6 months immediately ahead.
Buying plans for houses and autos, moreover, showed some improvement in theJanuary Census survey. Buying plans for new houses were up from both the previ-ous survey and a year earlier, and the index of expected unit car purchases in thenext 6 to 12 months (seasonally adjusted) was at a very high level, althoughdeferred purchases resulting from deliveries delayed by the GM strike are probably
responsible in part for this result.

More broadly, I would like to point out that consumer sentiment can at timeschange very rapidly. The Michigan index of consumer sentiment, for example,recovered in the quarter of the cyclical trough in 1958 and spending on durable
goods picked up in the next quarter. If in the coming months, good news about theeconomy outweighs bad news, as I expect it will, consumer confidence may take a
decided turn for the better.
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SELECTED CONSUMER SURVEY RESULTS

INCOMES EXPECTATIONS

Year Previous Latest
ago I survey 2 survey 3

Census:
Probability of substantial:

Inzrease --- 20.1 16.7 17.2
Decrease - - - - - --- 6.3 7.3 6.7

Difference -13.8 9.4 - 10.5

Conference Board:
Per cent of households expecting:

Increase -29.7 23. 5 24.0
Decrease - -5.8 7.8 8. 1

Difference -23.9 15.7 15.9

BUSINESS CONDITIONS

Conference Board:
Per cent of household expecting:

Better : -18.6 21.9 25.3
Worse - - - - 9.4 10.8 13.7

Difference . 9.2 11.1 11. 6

CENSUS BUYING INTENTIONS (SEASONALLY ADJUSTED)

Index of expected unit car purchases, (January to ADpHl 1967 equal 000):
All househiods - 106.0 103.8 107.9
Households, above median incomes - - - 104.3 103.4 110.4

Index of expected house purchases (January to April 1967 equal 100) - 93.6 95.6 96.3

January 1970 for census and November to December 1969 for NCB.
2 October 1970 for census and September to October 1970 for NCB.
3 January 1971 for census and November to December 1970 for NCB.

A FORMAL MODEL OF THE ECONOMY PREPARED FOR THE OFFICE OF MANAGEMENT
AND BUDGET BY ARTHUR B. LAFFER AND R. DAVID RANSON

Persecution is used in theology, not in arithmetic, because in arithmetic
there is knowledge, but in theology there is only opinion. So whenever
yoa find yourself getting angry about a differene. of opinin be on your
guardu; you will probably find, on examination, that your belief is getting
beyond what the evidence warrants.

-BERTRAND RUSSELL,
Unpopular Essays.

I. INTRODUCTION AND METHODOLOGY

Econometric models are used for many purposes. The chosen purpose of a model
dictates, to a large extent, both the method of constructing the model and the data
required for estimating its parameters.

Unfortunately, models are sometimes applied to purposes other than those for

which they were developed. Often, the model-builder fails to specify the purposes
clearly, and confusion results.

The purpose of the model described in this paper is to develop statistical rela-
tionships which 'explain" a number of key economic variables. In so doing, we

are able to test .a number of statistical hypotheses that arise from economic
reasoning. However, it is worth emphasizing at the outset that we make no
attempt to estimate the parameters of any a priori structural model. No claim is
made that the direction of cause-and-effect relationships can be inferred from
the numerical results. For this reason, the only forecasts that can be produced
from this model are those which are conditional on the assumed ex post behavior
of chosen variables.



280

In the same vein, macroeconomic data are employed for specific ends. Here,
too, confusion has resulted because of a failure to specify clearly the purposes
of these data. Some care is necessary in choosing the data that are appropriate
to statistical hypothesis testing of the kind reported here.

A. Preadjustment versus "Coadjustment" of the Data
When describing current conditions or making comparisons, it is not only

reasonable, but highly commendable to adjust the original data in order to
eliminate unusual or transitory aberrations. The more fundamental changes or
differences are thereby displayed in greater prominence. Assuming that the ad-
justment procedures are well thought out and accurately implemented, it is
eminently reasonable to correct time series data for recurrent seasonal fluctua-
tions-fluctuations due to strikes and holidays, and so on-in order to illustrate
cycles and trends.' The general public and most policymakers are not capable of
eliminating these transient variations as effectively as are professional statisticians.
Such adjusted data are also suitable for econometric models whose purfose is to
simulate the implications of a priori hypotheses.

For the purpose of forecasting, and especially of hypothesis-testing, seasonally
adjusted data are inappropriate for several reasons. First, seasonal adjustments
which are arrived at in part through smoothing the original data tend to remove
some of the behavioral covariance in the guise of seasonality. Second, seasonal
adjustments, because of their averaging aspects, tend to introduce autocorrelation
into the data. This can obfuscate the timing of statistical relationships. Third,
hypothesis tests which use seasonally adjusted data do not take account of the
inevitable loss of degrees of freedom. In fact, for many preadjustment procedures,
it would be no easy task to estimate just how many degrees of freedom have been
lost. In such cases, the precision of the model in which the data are used, as well
as the significance of its parameters, could be seriously overestimated.

The case against using data which have been adjusted for seasonality (accurately
or not) is impressive in the context of hypothesis-testing.' In any case, preadjust-
ment for seasonality is not necessary. Many adjustment procedures can be
developed in a single set of calculations with the process of estimating the model
("coadjustment"). Intuitively, the most appealing method of coadjustment is the
use of dummy variables, the coefficients of which will reflect the net seasonality in
the equation.3 In this way, the number of degrees of freedom lost is minimized
(equal to the number of dummies required). Moreover, the statistical significance
of the net seasonality can itself be examined directly If one is concerned that the
parameters themselves may vary seasonally, this possibility too can be tested by
introducing additional duninies into the equation.4

The amount of information lost in the process of preadjustment may be small.
It may, however, be substantial. The actual ainount of information lost depends
upon the specific situation. We do not know a priori how great the differences in
the estimates will be. However, we do know which set should be chosen if a differ-
ence exists. I

Although these issues are well-known to statisticians, virtually every quarterly
macroeconomic model to date has been estimated using preadjusted data.5 These
models are currently being used for hypothesis-testing and forecasting purposes
in addition to their legitimate purpose of simulation. In view of the above prob-
lems, the published results must be treated cautiously.

In this paper, the original data have been coadjusted using dummy variables
in the course of estimating the model developed below. The principal purpose of
the exercise has been to construct a set of empirical relationships which describe
the post-war United States experience.

I Although the accuracy of seasonal adjustment procedures is not the concern in this paper, it is interesting
to note a paper, "Some Problems in Estimating Short-Term Changes iu GNP," by Roseaseme Cole. This
paper was prepared for the Allied Social Science Association meetings o0m December 27-30, 1970.

2 Cf. Lawrence Kleim: An Introduction to Econometrics, Prentice-Hall, 1962, p. 35; E. Malinvaud: Statistical
Alethods of Econometrics, Rand McNally, 1966, p. 402ff; Michael Lovell, "Alternative Axiomatizations of
Seasonal Adjustment" J. Am. Stat. Assn., September 1966, p. 800ff; and George Ladd: "Regression Analysis
of Seasonal Data," J. Am. Stat. Assn., June 1964, p. 402ff.

3 In the context of applying least squares to linear equations, it would be most convenient for computa-
tional purposes to use additive dummies. However, there is no requirement that any such specific functional
form be adopted.

4 Cf. Lawrence Klein: A Textbook of Econometrics, Row Peterson, 1953, p. 316.
sFor an exception, see Lawrensce Kleim et al: An Jxonometric AModel of the United Kingdom, Blackwell,

1961, esp. Ch. III.
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B. Theoretical Underpinnings
In the literature on model-building, there is often a failure to distinguish be-

tween hypothesis-testing and hypothesis-forming. 6

Explicitly or implicitly, a body of data will often be allowed to serve as the
basis for the formation of a hypothesis and will also be used to test the validity
of that same hypothesis. This procedure is invalid. In order to test a hypothesis,
a fresh body of data should be used. Hypothesis-formation and hypothesis-
testing must, to the extent that it is possible, be kept separate.

In light of this issue, only those general hypotheses that existed immediately
after World War II were considered. By this means, the actual formation of the
testable hypotheses and the test data have, to the best of our ability, been kept
separate. One major exception is the use of an alternative empirical counterpart
to the definition of money recently made popular by Milton Friedman-the suim
of demand deposits, currency, and time deposits. It is possible to justify the in-
clusion of this series on the grounds that the hypothesis is based upon nineteenth
century data.7

The three basic theoretical constructs represented in our equations are the
traditional Keynesian, Quantity Theory, and Efficient Mlarkets points of view.
Within the Keynesian framework, budget outlays are allowed to compete with
two more traditionally acceptable variables, viz., Government purchases of
goods and services and Federal tax receipts. Within the Quantity Theory frame-
work, the money supply plays the prime role. As adherents of either the Quantity
Theory or the Keynesian positions would find appropriate, the rate of unemploy-
ment is included to allow for the difference between price and real output responses
to economic stimuli.

Efficient Markets theory holds that, at any moment in time, all market trans-
action prices reflect the best currently available information.8 All extraordinary
anticipated profit opportunities are presumed to be bid away by private interests.
This theorv is the very essence of profit maximization. One implication is that
the current market value of all equities represents, in part, the present value of
unbiased efficient forecasts of future economic returns. Another implication is
that interest rates, in part, reflect an unbiased efficient forecast of the future
rate of inflations9 To the extent that market participants possess information
about the future, adherents of the Efficient Markets position hold that the value
of this information will already have been incorporated into stock prices and
interest rates as well as other prices.

C. The Equations
With respect to the development of the OMB model, the data are as free as

possible to tell their own story. M\1 any of the models in the literature are constructed
subject to constraints which represent the a priori theoretical beliefs of the model-
builders. They possess some of the characteristics of simulations as well as the
characteristics of hypothesis tests. The OIMB model does not fall into this cate-
gory. Constraints on the form and nature of the equations have been held to the
minimum necessary tn allow construction of explicit relationships.

The model consists of three distinct equations. The first and second relation-
ships are the nominal income growth equation and the inflation equation, respec-
tively. The third relationship deals with the rate of change of the rate of unemploy-
ment. When combined, the first two equations can be used to provide conditional
forecasts of real GNP. These forecasts can then be used in the third equation to
develop forecasts of changes in unemployment.

The following section describes the formal properties of the model. The third
and final section summarizes the findings.

II. THE FORMAL MODEL

One purpose of a formal model of the kind reported here is to display in a
systematic manner the statistical relationships among different economic variables.
Although most of the attention is focused on those associations which are econom-

6 For an enlightening discussion of this issue, see J. Richard Zecher, unpublished doctoral dissertation
Ohio State University, Columbus, Ohio.

7 It was felt that subtraction of certificates of deposit would be analytically inappropriate even if empir-
ically more reasonable.

8 For a review of some of this literature, cf. Eugene Fama: "Efficient Capital Markets: A Review of Theory
and Empirical Work," J. Finance, (March 1970).

* Cf. Arthur Laffer & Richard Zecher: "Anticipations and Changes in the Value of Money-Much Ado
about Nothing," unpublished paper, University of Chicago, (August 1970).
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ically meaningful and statistically significant, some of the more interesting oh-
servations pertain to relationships which are widely alleged to be significant, but
which, it turns out, are not.

A formal model can also provide statistical "explanations" for certain kev
variables. Such "explanations" may then be used to obtain estimates for these
variables given the values of a limited number of other variables. The key varia-
ables for which conditional forecasts could be made bv means of this model are
nominal GNP growth, the inflation rate, real GNP growth, and changes in the
rate of unemployment. These variables are, of course, among the most important
economic magnitudes which concern policymakers.

A. Selection of relationships, variables, and estimation periods
By definition, the growth rate of nominal GNP less the rate of inflation equals

the growth rate of real GNP.'" Because of this identity, it is possible for two sepa-
rate equations to provide an "explanation" for three variables-nominal GNP
growth, the rate of inflation, and real GNP growth. We chose to concentrate our
efforts on nominal GNP growth and the rate of inflation (Equations A and B,
respectively, below). The results of internally consistent estimates should be inde-
pendent of which two variables happen to be selected. The results are virtually
independent of the decision to omit real GNP growth from direct estimation
(Equation D vis-a-vis Equation A minus B).

The time intervals used in estimating each of the equations ended with the forth
quarter of 1969. They began with the first quarter of 1948 for the nominal GNP
growoth equation, and the second quarter of 1948 for the rate of change of the
unemployment rate equation (Equation C below). The first observation for the
inflation equation was the first quarter of 1952. Selection of these periods was based
upon the availability of reliable and representative data." In all cases, the data
used were quarterly observatiorts and, wherever possible, they were on a seasonally
unadjusted basis.' 2 The estimation technique employed was ordinary least squares.

In estimating the equations, quarter-to-quarter changes in the natural logarithm
of the published series were used for most of the data-viz., GNP, the GNP price
deflator, both money supply series, the unemployment rate, the S&P Index,
Government receipts, and both series of Government expenditures. The market
yield on Treasury bills was converted into a quarterly rate continuously com-
pounded. The other variables which were left untransformed were the three quart-
erly dummines, and the change in the man-hours-lost-due-to-strikes variable.

Two prior constraints were placed on the formal model presented here. The
first consisted of the pre-selection of variables to be considered for use in the model.
The second was the selection of the functional form in which these variables were
"tested."

Preselection of variables was based upion their a priori relevance in simple
Keynesian, Quantity Theory. or Efficient Markets models. Naturally, certain
institutional variables were also considered. In order to represent a Keynesian-type
model, we considered both the current and lagged values of Government purchases
of goods and services, Government receipts, and budget outlays. For a Quantity
Theory position, we considered current and lagged values of two money supply
variables. In order to help separate real from nominal effects of changes in "aggre-
gate demand," we included the unemployment rate in the inflation equation.

Stock market prices, according to Efficient Markets Theory, reflect future real
income. Interest rates, in the same vein, reflect anticipated changes in the price
level. Thus, both of these variables were considered. For institutional reasons,
we also considered a variable representing the number of man-hours lost due to
strikes, quarterly dummies, and certain lagged values of dependent variables.

The functional forms chosen for the equations reflected conventional economic
reasoning so far as this was consistent with reasonable simplicity.

Once the series and the forms in which they were to be entered were selected, our
methodology was to permit each independent variable to "explain" as much of the
variation of the dependent variable as it could in competition with the other
variables. Those variables which contributed little to the explanatory power of
the equation, and which, in addition, were statistically insignificant, were omitted
from the final equations.

1' All "growth rates" discussed in this paper are relative rates of chanige continoisly compounded (i.e.,
first differences of natural logarithms).

I Rates of inflation prior to 1952 display far greater variation than those in later years. If they had been in-
cluded in the calculations, they would have swamped the relationship. Results for the complete time period
from 1947:IV through 1969:5V are, however, reported below for the sake of completeness.

12 The most important exception is the GNP price deflator which exists solely on a seasonally adjusted
basis. This need cause little concern, since price series in general display little seasonal variation.
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B. The basic results
The table below displays the results of the tests.' 3

In each of the three equations, it is extremely difficult to distinguish the pattern
of the residuals from that which one would expect from a nominal distribution.
This is especially true for the nominal GNP growth equation and, therefore, for
the real GNP growth equation. For the inflation and unemployment growth
equations, a slightly greater preponderance of residuals is found in the central
region of the distribution.

Earlier studies of price movements (stock market as well as goods prices), have
found them to follow a stable Paretian distribution with a characteristic exponent
in the upper range between one and tWo.14 Distributions of the stable Paretian

1 Computations were performed via time-sharing on a Burroughs 550 system operated by Data Resources,
Inc., Lexington, Mass. On this machine, 1 significant digits of accuracy are stated to be guaranteed under al'
ir 'umstances.

STATISTICAL RESULTS

(A.) ALY=. 032-. 093 D,+. 025 D2 -. 030 D3+1. 10 ALMI
(4.0) (12.1) (2.6) (4.1) (5.5)
+. 136 ALG-. 019 ALG-,-.039 ALG-s-. 024 ALG-s

(6.9) (3.3) (1. 9) (1. 2)
-. 046 ASH+. 068 ALS&P-i

(3.7) (2. 2)
Interval: 1945:I to 1969:1IV

R2=. 958; F=198.5; D-W=2. 15; SE of E =. 0131
(-B.) ALP=. 000059+. 30 ALP-l+. 22 ALP-2+: 038 ALMl+. 31 i-2

(0. 1) (2.7) (2. 0) (1.7) (2.7)
Interval: 1952:1 to 1969: TV

12-. 443; F=15. 1; D-W=1. 7: SE of E=. 00272
(C.) ALUR=. 041+. 20 Di-.17 D2+. 12 D3-. 42 ALS&P-2

(0. 8) (2. 2) (2.5) (1. 3) (2. 2)
-2.8 ALy-2.0 ALy-,-.34 ALy-2-1.9 ALY-3
(6. 0) (4. 2) (0.7) (3.7)

Interval: 1945: 11 to 1969: TV
R

2
=. 809; F=46.4; D-W=1.77: SE ofE=.0771

(D.) ALy=.03-. 10 Di+.017 12-.0-34 D3+. 91 ALM1
(5.6) (12.0) (1. 7) (4.4) (4. 0)
+. 14 ALG-. 067 ALG-,-. 020 AL G--. 012 ALG-3
(5. 51 (2.58) (0. !)) (0.6)
-.016 ASf+. 063 ALS&P-i-.46 ALP-I-. 22 ALP--. 39 i-.

(3.7) (1. 8) (1.4) (0.7) (0.8)
Interval: 194: I to 1969: IV

R2=. 956; F=146. 3; D-W=2. 16; SE of E=. 0133

* Over the longer period 1947:IV to 1969:TV, the results are as follows:

ALP=. 0012+. 52 ALP-i+. 076 ALP-2+. 0S5 ALM1+. 10 i-l
(1.0) (5.0) (0.7) (2.4) (0.7)

1T2=. 355; F=13. 1; D-W=2.00; SE of E=. 00508

KEY TO VARLABLES

ALY-Qusarterly change in the log of nominal GNP.
DI=Scasonal variable for the first quarter.
D2=Seasonn'l variable for the second quarter.
Ds=Seasonal variable for the third quarter.

ALM1=Quarterly change in the log of the conventional money supply (currency plus demand
deposits') [revised].

ALM2=Quarterly change in the log of the conventional money supply plus time deposits adjusted.*
[revised]

ALG=Quarterly change in the log of Federal Government purchases of goods and services.
ALR =Quarterly change in the log of Federal Government receipts.
ALE=Quarterly change in the loe of total Federal Government expenditures.

SEII=A measure of the proportion of industrial man-hours lost due to strikes (man-days idle as a
result of strikes and lockouts, divided by total manufacturing employment").

ASHI-Quarterly change in ST.
ALS&P=Quarterlv change in the log of Standard and Poor's Composite Index of Common Stock Prices

(the "S&P 500"').
ALP=Quarterly change in the log of the GNP price deflator.

i=-Market yield on 17,-week Treasury bills (percent per annum'), converted to continuous com-
pounding at a quarterly rate by means of the formula log (.91 1/360+1), where I is the pub-
lished figure.

LUR=Log of the unemplplovment rate, percent (the number of unemployed divided by the total
civilian labor force").

ALUR=Quarterly change in the log of UR.
ALy=Qusarterly change in the log of real ONP.

ALDIF s5s=Quarterly change in the log of the Dow Jones index of farm commodity futures prices (5 months
maturity), based on middle-of-month daily data, lagged 5 months.

'Quarterly data are means of seasonally unadjusted monthly figures.
"Numerator and denominator of the quarterly ratio are means of seasonally unadjusted monthly figures.

t4 A characteristic exponent of one describes the Cauchy distribution, and an exponent of two describes
the Normal distribution. For some empirical evidence on the statistical structure of prices changes, see
Eugene Fama, op. cit.

5O-591-71-pt. 1 19
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type other than the normal distribution tend to produce more residuals in the
central region than the normal distribution

It is also interesting to note that the GNP equation described above is virtually
as efficient as any derivative GNP equation using "generalized least squares."
The optimal autoregressive parameter "rho" was.estimated to be .979, (insig-
nificantly different from one). For the inflation and unemployment rate equations,
the generalized least squares procedure did not prove to be very successful. How-
ever, although convergence was not achieved, deviations of the "rhos" below unity
did not materially affect the precision of the equations.

The table below lists the percentage of "explained" variance attributable to
each variable for the three primary equations.

(A) GNP growth:
Di .
D2-
Da.
ALMI.
ALG 2 .

A LG -1- - - - -- - - - -
ALG-2 -- - ------
ALG-3 -- -- -- -- -- -- -- ----
ASH...
ALS and P--

PERCENTAGE OF VARIANCE EXPLAINED'
Perce

--------------------------- -------- --------- --------- -------- -- - -

Total.

(B) Inflation:
ALP '.

ALMI -.-.------

Tots .---------------

(C) Percent change in unemployment rate:
Di.
D2-
Da.
ALy - - -
ALy-'.
ALY-2-
ALY-3-
ALS and P-2----

ont .
33
4

.9
.14
19
6
2

8

100

33

-------- ---- ---- 15
34

---- ---- ---- ---- 100

36
-------- ---- ---- 2 1

::::::::::::::::::: 1 I
------------------ 1 7

Total - .----- 100

I Each percentage represents the square of the partial correlation coefficient of each variable as a ratio to the sum of
squares of all partial correlation coefficients.

As stated earlier, a number of variables other than those included in the final
equations were tested. In the tables below are lists of all those variables con-
sidered, their respective coefficients, and the "t"-statistics of those coefficients.
The exclusion of each variable (or group of variables) from a final equation was
based either on the "t"-statistic(s) or on the actual versus the a priori sign of the
coefficient(s). In several cases, two highly collinear variables were tested simul-
taneously, and the one with the higher "t"-statistic was selected for inclusion in a
final equation.

The final equations were also tested for temporal stability. In each case, the
estimation period was divided into two subperiods of equal length, and the
equation was tested to determine whether there had been a significant structural
shift from one sub-period to the other. In the first two cases, there was no evidence
that a significant shift had, in fact, occurred.

In the case of the nominal GNP growth equation, only two slope coefficients
could be interpreted as being somewhat different between the two sub-periods.
The third-quarter dummy variable appears to be more negative in the latter
of the period and the coefficient of the lagged stock index variable also may have
decreased in size. These observations are not sufficiently important to justify an
alteration of the full-period estimate.

With respect to the inflation equation, there was no evidence whatever of any.
intertemporal shifts within the period of estimation. The unemployment rate
equation does, on the other hand, appear subject to substantial instability in the
individual coefficients. The seasonal pattern of the dummies is radically altered,
as is the pattern of the growth rates of real GNP. However, the sum of each
group of these coefficients does not appear to have changed. It is quite conceivable
that the highly multicollinear variables have taken on different portions of the
variance with little or no overall effect.

------------------------
------------------------

------------------------

------------------------

------------------------

------------------------

------------------------

------------------------

---------------------
---------------------

---------------------

---------------------

---------------------

---------------------

---------------------
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EQUATION A: ALY = .032 - .098 D, + .025 D - .030 D + 1.10 ALMI + .14 bLG - .069 iLG

(4.9) (12.1) (2.6) (4.1) (5.5) (6.9) (3.3)

- .039 iLG_ - .024 bLG, - .046 ASH + .068 ALSLP_
(1.9) (1.2) (3.7) (2.2)

Interval: 1948:I to 1969:1V; SE of E = .0131

Variable ALIl AbLMI LMi LM1 _o ALMI bLM2 ALM2 - ALM2 2 A2LM2 0bLM2

In place of ALMl LM1 A.LtM

Coefficient 1.05 -. 39 .46 -. 31 .29 .63 -. 58 .59 -.056 .45
estimate (4.4) (1.6) !1.9) (1.3) (1.2) (2.7) (2.0) (1.9) (0.2) (2.6)

SE of E .0127 .0145 .014S

Interval 1948:11 to 1969:IV Same an A _ _ Ser.Le Z 2,

Variable bLYx ALY- itLY_ SH SH_ ALE: ALE i tE2 ALE_

In place of (In addition) ASH iLG, iLG, , iLGt2, S ilGt

Coefficient -.046 -.024 -.14 -.034 .057 .056 -.098 -.0064 -.029
estimate (0.6) (0.3) (1.7) (2.4) (4.0) (1.9) (3.3) (0.2) (0.9)

SE of E .0130 .0130 .0159

Interval Same as A Samn as A Same as A

Variable iLR iLR ibLR ALR i bLS6P ALSP ALSbP iLS&P LUR_,

In place of iLG, iLG_ . bLG & iLGt ALS&P (In addi-

Coefficient .086 .016 .049 .059 -.033 .075 .0044 .0024 .0077
estimate (4.3) (0.91 (2.6) (3.3) (1.0) (2.1) (0.1) (0.1) (1.2)

SE of E .0149 .0132 .0130

Interval Same as A Samc as A 1948:01

EQUATION B: ALP = .000059 + .30 aLP-, + .22 ALP_, + .038 ALMI + .31
10.11 12.71 12.0) - (1.7) 12.7)

Interval: 1952:1 to 1969:IV; SE of E = .00272

Variablb AtL41 ALM1 bLM- ALMtM ALP ALP ALP

In place of ALMl ALP and ALP

Coefficient .027 .031 -. 015 .014 .40 .15 .056
estimate (0.9) (1.0) (0.5) (0.5) (3.4) (1.4) (0.5)

SE of E .00275 .00263

Interval Same as B 1952:Ilto 1969:IV

Variable Constant D D0 D iSn tLY | 1L::2

In place of Constant (in addition) (Ia: additi-::) |l.,

Coefficient -.000086 .0017 .00069 .00081 -.00016 -. 00E0 .013
estimate (0.6) (1.1) (0.4) (0.6) (0.1) (1.4) (0.1)

SE of E .00273 .00274 .00270 .00279

Interval Same as B Same as B Same as D Sanac as S

Variable AbMl LUR LURt LURt LURt LDJF

In place of ALt1 S i
1

(In addition) i i

Coefficient .048 : -. 041 -.039 .016 .021
estimate (2.1) (0.8) (0.7) (0.2) (0.3) -.0059

(0.5)
SE of E .00285 .00271 .00286

Interval Same as B Same as B Samn as B
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EQUATION C: SLUR = .041 + .20 D - .17 D + .12 D - 2.8 ALy -(2.0 Ly,
(0.8) (2.2) (2.5)' (1.3) (6.0) (4.2) -

- .34 ALy - 1.8 SLy - .42 SLSEP
(0.7) - (3.7) (2.2)

Interval: 194B:Il to 1969:IV; SE of E = .0771

Variable ASH ALM1 ALc LLG- ALG-

In place of (In additiol (In additio (In addetion)

Coefficient -.097 -. 15 .049 .11 -. 036
estiante (1.3) (0.1) (0.4) (0.8) (0.3)

SE of E .0768 .0776 .0781

Interval Sane as C Sane as C Sane as C

Variable SLS&P SLP_ ALS&P ALSP SaLP ALP ALP

In place of ALSOP (In addition)

Coefficient -.23 -. 16 -.37 .028 -1.8 -2.1 .66
estimate 11.2) (0.8) (1.8) (0.1) (1.0) (1.1) (0.4)

SE of E .0770 .0761

Interval Same as C Same as C

Variable ALy SLy ALy- SLy 1y- SLy

In place of ALy, SLy 1,y SLy ALy, SLy ALy_,, & SLy_,

Coefficient -2.4 -2.1 -1.6 -. 29 -.99 .22
estimate (4.9) (4.0) (2.6) (8.5) (1.8) (0.4)

SE of E .0827 .0932

Interval Same as C Samc as C

C. Policy requirements
To the extent that the OvIB model can be used for policy purposes, certain

conditions should be met.
First, if monetary policy is to be effective in controlling nominal GNP growth,

then one has to presume that the policymakers do, in fact, directly influence
the growth of the quantity of money and have influenced this growth in the past
to the same extent. Likewise, if fiscal policy is to be effective, a similar presump-
tion must be made. There is, of course, a great deal of evidence to suggest that
policies do, in fact, influence the growth of both Government purchases and the
money supply.

No change in the methodology of this study would be warranted even if the
money supply and Government purchases were completely endogenous-e.g.,
both passively responding to changes in GNP. The statistical relationships found
would still be valid. On the other hand, the extent to which these variables are
endogenous does, of course, reduce the usefulness of these results to policymakers.

Second, policy use of these statistical relationships must also assume that the
relationships among the variables are basically the same now as in the past.

Both of these requirements are necessary conditions for this model to be an
effective policy tool.'1 Each of these requirements, of course, applies equally to
other formal models. For many other formal models, a great many more condi-
tions are required.

It is also important to recognize that a model becomes less and less reliable
the further the explanatory variables deviate from their historical means. Thus,
inferences from the OMB model as to the outcome with, say, an 8% growth in
the money supply or other extreme observations, may be highly unreliable.
D. Interpretation of findings

The following inferences can be drawn from the above results:
Fiscal policy, as represented by Federal Government purchases of goods and

services, provides a temporary stimulus to the level of GNP. After three quarters,
the cumulative effect is insignificantly different from zero." Interpreting the results

is They are not suflicient conditions. Statistical misspecifications and measurement eiTors is the data may
still result il estimates that are not efficient enough to shake the model reliable as a policy aid.

16 This finding, in a slightly different context, was reported earlier by Anderson and Carlson. the origi
nators ofthe extremely importantsmodel popularized by the Federal Reserve Bank of St. Louis. Cf. LUoniall
Anderson and Keith Carlson: "A IMonetarist AModel for Econotisc Stabilizatiois", Fed. Res. Bank of St.
Louiis Review, April 1970, p. 7 ff.
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differently, a one-dollar increase in Government purchases is associated withapproximately a one-dollar increase in current GNP and a reduction in GNP ofone dollar in the future three quarters. We assume, for the purposes of this discus-
sion, that the Government can and has controlled its purchases."7

Monetary policy, as represented by changes in the conventionally defined moneysupply, has an immediate and permanent impact on the level of GNP. For everydollar increase in the money supply, GNP will rise by about four or five dollars,
and not fall back in the future. Alternatively, every one percent change in the money
supply is associated with a one percent change in GNP. Again we assume, for
expositional purposes, that the Government has controlled and does control the
money supply.Movements in the S&P Index provide reliable forecasts of future changes in
GNP. The average lag is approximately 3 months.

The Treasury bill rate provides a reliable forecast of the future rate of inflation.
The conventional money supply data are empirically superior to data for theconventional money supply plus time deposits. Government purchases are also

empirically superior to either budget outlays or receipts.
There is no evidence in support of a significant relationship between the rate of

change of the GNP price deflator and the rate of unemployment. The results do
not confirm the existence of a "Phillips Curve."

Labor-hodrding hypotheses are provided with empirical support by our finding
that changes in the rate of unemployment are closely related to lagged changes in
real GNP.
E. The "Lag" in Effect of Monetary Policy

Perhaps the most striking result of our tests is the absence of any significant
relationship between lagged growth rates of the money supply and the growth rate
of nominal GNP. Even though several other writers have been unable to find alag, the presumption of lags is still perhaps the most well-entrenched tenet of themodern Quantity Theory school.'s In fact, there are some observers, who contend
that a failure to find the lagged relationship would be important evidence against
the Quantity Theory premise that changes in the money supply are a cause of
changes in nominal GNP.

Actually, there is no necessary linkage between temporal precedence and causal-
ity. Examples of the contrary are available. Given that high interest rates precede
high rates of inflation, it is still eminently reasonable that rates of inflation arethe direct "cause" of high interest rates. In a similar vein, stock price movements
can precede changes in profits, and yet still be "caused" by these profits. Moregenerally, Tobin and Brainard 19 describe "reasonable" structural models withbuilt-in causation. Thev then show how these models can provide a complete
menu of lead and lag relationships in the actual data.

In order to help dispel some of the doubts associated with our findings of no
lagged money relationships, several additional experiments were performed.

First, the annual growth rate of GNP was related to eight consecutive quarter!l
growth rates of the money supply.

ftT j=7
E ALLYt=intcrcept±+EajLMTrr+rror,t t- T - . ==

where ALY, represents the change in the log of nominal GNP from quarter t-i
to quarter t, and

(a) T=11, 1.5, 19,
(b) T = 10, 14, 18,
(c) T-9, 13, 17,
(d) T-8, 12, 16,

Interval: 1949 to 1969; T- 1 Iorresponds to 1947:1I
To help interpret this equation, the change in log CNP from 1¶363:11I to

196,:11JI, for example, was estimated as a function of the following quarterly
relative changes in log money: 1964:1I to III, 1964:1 to II, 1963:IV to 1964:1,

'7 In the St. Louis model, the dependent valiable is the change in GNP. and not the change in the log ofGNP. From a funetional standpoiht, the St. Louis form appears preferable. Fortunately, the differences
in results are insignificant.Is Other writers who have failed to frl d evidence of a significant lag include Ernest Tanner: "sta s in theEffects of Monetary Policy: A Statistical [nvestigation," .Amer. ems. ev., December 1969p. 794 ff: J uliusSiiskin, "Ecossomic Policy Indicators and Cyclical Turning Points," Business ELconomics, VVo '. , Nu b nbe r
4, September 1970; and Geoffrey Moore in unpublished papers.

'9 James Tobin and Willia, llrainard: "Pitfalls in Financial Model Building." American Economiic Re-view, Mlay 1968. p. 99ff. Cf. especially pp. 120-22; James 'obin: "Money and Income: Pesl Hsc Rr.Tgo Profrgee
Hoc," QJ E May 1970, pp. 301-317.
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1963:11I to IV, 1963:11 to III, 1963:1 to II, 1962:IV to 1963:1, and 1962:111 to
1962:IV. In other words, the first four of the quarterly money supply variables
overlapped exactly with the annual GNP variable; the second four overlapped
exactly with the corresponding GNP variable for the preceding year.

This test was carried out four different ways, representing the four alternative
annual quarter-to-quarter changes possible for GNP.

Average of the
coefficients of Average of 4

the 4 concurrent lagged
Annual change in log GNP, quarter to quarter variables coefficients

(a) 4th to 4th 16.9 -0. 80
(b) 3d to 3d --. 67 .17
(c) 2d to 2d --------------- .84 .04
(d) Ist to Ist .84 18

Average 1.01 - IO

All in all, these results don't demonstrate the existence of a lag.
In another experiment we partitioned the difference between the St. Louis

"lag" results and our results. The basic differences between the St. Louis pro-
cedures and ours are a) the use of the Almon lag procedure; b) the use of seasonally
adjusted data; and c) the functional form, etc. The various lag structures obtained
are as follows:

PERCENTAGE OF TOTAL EFFECTS OF MONEY ON GNP BY QUARTER (TESTED ON REVISED DATA)

t tot t-2 t-3 t-4

Original St. Louis 0.24 0.34 0.28 0.14 0.10
Ex Almon St. Louis ----- .40 .07 .43 .16 -. 06
Ex seasonally adjusted and ex Almon --- .83 -. 72 1.05 -. 45 .29
OMB results --- - -- .96 -.36 .42 -.28 .26

As is readily apparent, the concurrent money supply variable picks up additional
strength as the Almon lag procedure is dropped, as we move to seasonally unad-
justed data, and, finally, as we go to the OMB form. The coefficient of the cons-
current variable is very close to unity by the time the Almon procedure and sea-
sonal adjustments have been removed.

With the full St. Louis technique, the first lag carries the largest coefficient, but
it declines when the Almon procedure and seasonal adjustments are moved. It is
still negative with the O0M\B procedure, but quite a bit larger. Except when sea-
sonally adjusted data or Almon lags are used, the lagged values of changes in the
money supply almost exactly offset each other.

It is conceivable that somneone might feel that the stock market variable is
acting in some sense as a proxy for lagged money supply changes. This view is
not supported by the empirical evidence. Even when the stock market variable is
ornitted, the sum of the coefficients of the lagged money supply variables remains
slightly negative.

F. Exogeneity or endogeneity of money
Statistical correlations do not demonstrate casual flows any more than-lead-and

lag relationships. From results presented earlier, it could just as well be that money
supply changes result from changes in GNP as the reverse. Although, in general
we are unable to answer this question of cause and effect, we can respond to three
of the more common routes suggested.

It may be argued that the money multiplier acts as an offset to variations in the
effective reserve base/GNP ratio. Although the Federal Reserve mav control the
effective reserve base, it is often argued that it cannot control the money supply
because the money multiplier is free to move.

On a priori grounds, this specific view of endogeneity is somewhat suspect
because part of the money multiplier is clearly affected by policies of the Federal
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Reserve (the discount mechanism, Regulation Q, and so on).20 On empirical
grounds, it is even more suspect.

In the first place, changes in the log of effective reserves are not very highly
correllated with changes in the log of the money multiplier. An even more con-
vincing exercise arises when we substitute the effective reserve base for the
money supply in the GNP equation.

ALY=.049-. 11 Di- 006 D2-040 D3+.76ALAIB'
(8. 7) (12.3) (0. 5) (7.4) (3.3)
+. 135 ALG-. 031 ALG,-. 034 ALG-2-. 016 ALG.3

(6.2) (3.5) (1.3) (0.7)
-. 041 ASH+. 11 ALS&P-1

(3.0) (3.6)
(Same interval as equation A)

R2=.949; F=161.3; D-W=2.34: SE of E=. 0144.

*AI IB equals change in the log of effective reserves (based on quarterly means of seasonally unadjusted
monthly data). These data were furnished us by the staff of the Federal Reserve Bank of St. Louis.

As is apparent from the above equation, effective reserves have a powerful
effect even when we do not hold the money multiplier constant. From this, one
could infer that, even allowing for offsets due to the money multiplier, there is still
a statistically significant effect for changes in effective reserves.

The second route via which the money supply may be thought to be endogenous
is through co-seasonal variation. The argument proceeds along the following
lines: Because GNP has a distinct seasonal variation and the Federal Reserve has
historically followed an "even-keel" interest rate policy, changes in the money
supply represent a response of the Federal Reserve to GNP, and not the reverse.

Surprising as it may be, the seasonal variations of GNP and the money supply
are not the same. In the table below is a list of the seasonal deviations of each
series and their "t"-statistics.

PERCENTAGESEASONAL VARIATION: GROSS NATIONAL PRODUCT AND MONEY

Quarter

1st 2d 3d 4th

Gross nagona! product -----------------------------------l -9.66% 3.40% -0.16% 6.44%
(22.5) (7.9) (0. 4) (15.0)

Mosey-........... -- --- -- -- ----------------- I -. 64% -1. 60% 0.17% 2. 07
1 (4.0) (10.0) (1.1) (12.9).

GNP and money move in the opposite direction two out of four quarters.
The magnitudes of their movements, even when they do move in the same di-
rection, are quite different. From a purely seasonal point of view, more evidence
is cicarly required to push the case that it is seasonal variations that give rise
to the correlation between GNP and money.

Perhaps somewhat more convincing evidence against this suggested seasonal
route for endogeneity was found in the section of "Lags." The relationship
between annual changes in GNP and changes in the money supply was found to
be ahnost identical to that found for the quarterly relationships. "Seasonal"
fluctuations can hardly be a major cause of annual relationships.

Incidentally, as far as seasonal variations and endogeneity are concerned,
the case appears far stronger for Government purchases of goods and services.
GNP and Federal Government purchases of goods and services have almost
the same seasonal pattern.

There is another problem of interpretation that arises from the possibility that
the money supply variable and the Government purchases variable are causally
related. In fact, the adjusted coefficient of determination, Rm, between the con-
current magnitudes of the two policy variables is about 10 percent,. and the slope
coefficient of the .purchases variable, .052, is significantly different from zero.
However, when three lagged terms in Government purchases are included, the
sum of the slope coefficients is .01, which is not significantly different from zero.

20 Work on this topic has been reported by investigators at the Federal Reserve Bank of St. Louis, and
by Karl Brunner and Allan Meltzer.
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These results are unambiguous. Assuming that Government authorities control
fiscal variables, they cannot permanently affect the level of GNP without con-
stantly shifting the share of GNP devoted to Government purchases of goods and
services.

It is again important to note that the results can only show statistical correla-
tions and do not purport to show cause and effect. This section has attempted to
make somewhat less plausible three of the more commonly hypothesized routes
for endogeneity.

G. Precision
For each of the equations, an estimate of "goodness-of-fit" was obtained. On a

quarterly basis, the standard error of estimate, the figure reported, gives some
indication of the accuracy of the model over the estimation period. Additional
tests were performed in order to give a sense of the accuracy of this model in
relation to other models. As a further test of precision, we were also able to present
a forecast generated by the model outside the sample period, viz., the four quarters
of 1970.

The table below presents three columnsof figures. Thefirstcolumnnisthestandard
error of estimate for each of the quarterly equations reported above. The second
column is the expected standard error of estimate of a year's data based upon the
assumption that the errors are normally distributed. This column is calculated by
multiplying the first column by the square root of the number of periods averaged,
i.e., by the square root of 4, or 2. The third column is the measured standard devia-
tion 6f the annual average error based upon actual experience.

All of the above measures of precision are computed for each of the four
equations:

COMPARISON OF ESTIMATION ERRORS

Standard
error of
annual

Quarterly (1) x /4 estimates'

(1) (2) (3)

A. Nominal GNP -0.0131 C.0262 0.0219
8. Inflation -. 0027 .0054 .0058
C. Unemployment - .0771 .1542 .1130
D. Real GNP -. 0133 .0267 .0202

These figures are based upon 4th-quarter-over-4th quartercomparisons, and are adjusted for degrees of freedom.

The annual standard errors of estimate in column (3) are slightly different
from those which one would expect from the quarterly equations 21 (column (2)).
It is possible that these discrepancies result from divergence from normality, or
from some higher order serial dependence in the residuals.

One other important test of a model of this or any other type is to evaluate
medium-term forecasts during the sample period and% see whether the model
behaves in a "reasonable" fashion. Starting with the actual fourth quarter figures
for the preceding year, annual estimates were made, assuming knowledge of all
exogenous or pre-determined variables other than lagged values of dependent
variables from the other equations. The forecasted xalues of the dependent
variables were used. In the table below, we have listed the actual and forecasted
values by year for nominal GNP, the GNP deflator, Real GNP, and the Unem-
ployment rate. From this table the reader should have a clear picture of the ac-
curacy of the model. In the GNP equation, any forecast error tends.to be carried
forward over time as a random walk. There is little evidence of drift. However,
the GNP deflator, because of the autoregressive structure of the equation, is
subject to errors which tend to grow with the span of the forecast.

.2 Standard errors of estimate for year-over-year comparisons would be somewhat smaller.
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EX-POST FORECASTS OF THE OMB MODEL

Inflation (at Unemployment rate
Nominal GNP annual rate) (percent) Real GNP (percent)

Actual Forecast Actual Forecast Actual Forecast Actual Forecast

1948 -- - - - - - - - - - -
1949
1950--- --------------------

1952 .-- - - - -- - - - - -
1953 -- - - - - - - - - - -
1954 -- - - - - - - - - - -
1955 -- - - - - - - - - - -
1956 .-- - - - -- - - - - -
1957 -- - - - - - - - - - -
19589 .--- - - - -- - - -
1959 -- - - - - - - - - - -
1960 .-- - - - -- - - - - -
1961 -- - - - - - - - - - -
1962.-- - - - -- - - - - -
1963 -- - - - - - - - - - -
1964 -- - - - - - - - - - -
1965 .-- - - - -- - - - - -
1966 -- - - - - - - - - - -
1967 -- - - - - - - - - - -
1968.-- - - - -- - - - - -
1969.-- - - - -- - - - - -

Mean absolute error - $5.4 (I percent of
mean).

$258 $252 - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -
257 258
285 276
328 328
345 346 i. 8 2. i 395 $394 3.0 3. 5
365 367 1.1 1.8 413 411 2.9 2.8
365 371 1.6 0.6 407 418 5.6 4.1
398 395 2.0 1.0 438 437 4.4 4.3
419 420 4.1 1.9 446 454 4.1 4.1
441 436 3.2 2.6 452 449 4.3 4.8
447 459 2.1 1.9 448 460 6.8 5.8
484 . 482 1.5 2.0 476 474 5.5 5.5
504 502 1.8 1.8 488 486 5.5 6.0
520 529 1.1 1.7 497 503 6.7 6.5
561 552 1.1 1.8 530 520 5.5 6.0
591 604 1.4 2.0 551 561 5.7 5.2
633 637 1.7 2.3 581 583 5.2 5.2
685 684 1.7 2.5 618 614 4.5 4.6
750 742 3.4 2.7 658 655 3.8 3.7
794 807 3.4 3.3 675 685 3.8 3.8
865 860 4.0 4.0 707 702 3.6 4.1
931 921 4.9 4.3 727 722 3.5 3.6

0.66percent p~a.
(27 percent of
mean).

$5.1 (1 percent of 0.3 percentage
mean). points (7.2 per-

cent of mean).

Because our GNP growth equation is predicated upon original data while
other models use seasonally adjusted data, it is difficult to compare quarterly
errors of estimate. In any case, the larger GNP models have few, if any, degrees
of freedom left, so that it would hardly be appropriate to compare the precision
of their estimates with that of ours. Were we able to duplicate their forecasts
outside of the sample period, a comparison of our model with any model would
be valid. However, we question whether it would be worth the expense to re-
estimate the larger models and generate forecasts outside of the same period.

The onily study of the precision of large-scale econometric models with which
we are familiar is that by Charles Nelson. 22 In this study Professor Nelson
presented a great deal of evidence which suggests that the conditional
forecasting properties of one of these large-scale models outside the sample
period are scarcely better than extrapolations of purely stochastic linear proc-
esses devoid of economic meaning. For some variables (such as GNP, the GNP
deflator, and the unemployment rate), the naive model has a smaller mean
error even within the same period. Nelson's findings are even mote remarkable
when we hear in mind that actual knowledge of exogenous data was employed
in his comparisons. Extensive tests of our model against these large-scale models
would be prohibitively expensive, both financially and in terms of time. We do
not feel the effort can be justified after reading Professor Nelson's paper.

Fortunately, the St. Louis model is of a much lower order of complexity than
the large-scale models. The precision of nominal GNP growth model can be com-
pared, albeit imperfectly, with that of a pair of St. Louis-type models.

In order to make the comparison, we need to examine the annual standard
errors of estimate and the annual standard deviations of both the seasonally
adjusted and unadjusted data. It is probably not well-known that the process of
seasonal adjustment tends to reduce the standard deviation of annual percent
changes in GNP measured on a quarter-to-quarter basis. The difference averages
about 1 percent over the postwar period. Evidently, these so-called seasonal
factors operate so as to smooth even annual data. Thus, even if the percentage
of variance explained by each model were the same, the model which uses sea-
sonally adjusted data would have a lower standard error of estimate.

The first comparison is with the St. Louis model itself over the period of esti-
mation selected by St. Louis, 1953: to 1969:IV. Both the formal model presented
here and the St. Louis model include a current money supply variable and current

52 Charles Nelson: "Evaluation of Predicttons from the FRB-MTT-penn Econometric Model." papergiven to the Business Economists' Conference, University of Chicago, (April 1970).

59-591-71-pt. 1-20
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and lagged values of Government purchases of goods and services. The St. Louis
model includes several lagged money supply terms, whereas our model includes
the lagged stock index variable and an allowance for strikes.

In spite of the fact that the unadjusted data series is more volatile than the
seasonally adjusted series, the standard error of estimate for our model is almost
10 percent smaller than for the St. Louis model, .0037 as opposed to .0041. When
calculated over the full time period, our model shows an even greater superiority
over St. Louis.

The second comparison is between our model and what we shall refer to as the St.
Louis optimum optimorum. The latter was estimated over the full time period,
using seasonally adjusted data. The variables are in the form of changes in logs and
the equation includes three lagged money supply terms, as wvell as all the variables
found to be influential in the OMB model. The coefficients of the lagged money
supply variables were completely free to take on any value. Needless to say, the
entire process-plus the use of seasonally adjusted data-gives the optimum
optimorum model a substantial advantage over ours. In the table below, we have
listed the annual standard errors of estimate for both the optimum optiimorum
model and for our own. These calculations have been carried out for each of the
four alternative annual quarter-over-quarter changes:

IV over IV III over III 11 over 11 I over I Average

Optimum 0.0212 0.0217 0.0215 0.0191 0. 0210
OMB -- .0195 .0211 .0233 .0192 .0208

In spite of the significant handicaps, the OMB model is at least equal in precision
to the optimum optimorum which we constructed.

A final point of interest is the short, but important, interval following our
sample period. Due to the fact that the OMB model requires seasonally unadjusted
data for inputs, we restricted the length of our original estimation period to the
fourth quarter of 1969. Since that time, we have been able to estimate the season-
ally unadjusted data by quarter for the year 1970.23 The table below contains a
comparison of the estimated actual data with our conditional forecasts for nominal
GNP, the rate of inflation, real GNP, and the unemployment rate. The forecasts
are those which would have been made at the end of 1969, assuming the ex post
behavior of the policy variables, strikes and the stock market.

Inflation (at annual Unemployment
Nominal GNP rate) Real GNP rate

Actual Forecast Actual Forecast Actual Forecast Actual Forecast

1970 (quarters):
Iot --228.8 229.7 6.2 5.0 172.6 173.8 4.5 4.7
2d -- . - 244.2 242.5 4.2 4.9 182.3 181.2 4.7 4.3
3d -246.1 245.3 4.5 4.9 181.6 181.1 5.2 4.6
4th -257.5 261.2 5.5 5.0 187.4 190.4 5.4 4.9

Total year -976.6 978.6 5.13 4.96 723.9 726.5 4.94 4.61

Note: Where concurrent or lagged dependent variables appeared in these calculations, the forecasted and not the actual
values were used. (Examale: lagged inflation, real GNP growth.)

III SUMMARY AND CONCLUSIONS
A. Review of findings

1. Fiscal policy, as represented by Federal purchases of goods and services
(assumed exogenous), provides a powerful temporary stimulus to GNP. Over a
year, the cumulative effect is near zero.

2. Changes in the conventionally defined money supply (for expositional pur-
poses assumed exogenous) have an immediate and permanent impact on the level
of GNP. Additional search yields no evidence of lags.

3. Movements in the stock market provide reliable forecasts of future changes
in GNP.

4. The market rate of interest provides a reliable forecast of the future rate
of inflation.

v Official figures were not available at the time of this exercise.



293

5. The conventional money supply data are empirically superior to data for
the conventional money supply plus time deposits.

6. Government purchases are empirically superior to either budget outlays or
receipts.

7. The nominal GNP equation possesses greater precision than the St. Louis
model, and is most likely. a better conditional forecaster than the well-known
large-scale models.

8. The results with respect to the GNP deflator do not confirm the existence
of a "Phillips Curve."

9. Labor-hoarding hypotheses are supported by the finding that changes in the
rate of unemployment are closely related to lagged changes in real output.

B. Goodness of fit
In each of the three graphs below, we have constructed two plots. The first

plot compares actual and the predicted values by year over the estimation period.
The second is a scatter diagram of the actual and the predicted values. A pair of
plots is provided for each of three variables: the growth rate of nominal GNP,
the rate of inflation, and the rate of change of the unemployment rate.2 4

The accuracy of the equations is readily visible from the plots. In addition, the
lower set of plots shows quite clearly the absence of "underestimation bias." It
is a well-known and well-documented fact that a large number of forecasting
models tend to underpredict large changes. 2 5 They gravitate toward the mean.
This does not appear to be the case for this model. We can see little evidence of
any underestimation bias in our forecasts.

24 Growth rates are fourth quarter to fourth quarter, measured at annual rates.
25 Cf. Henri Theil: Applied Economic Forecasting, North-Holland/Rand McNally, 1966, p. 14 and Ch. 2:.
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A. GROWTH RATE OF NOMINAL GNP
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B. RATE OF INFLATION

Years

' 1:' .I:/.... .. '.... . ..

, . j I 1. .i.

* 1 -:/o ..

" ' 
-l ,

0 LK' ___1:__....... ,

t W61 . - I

/ I I

n-- -- A, ~~~~I I
. ,. I .02 .0 I

.0*

.02

.05

.03
Cl'EV .a3

vi,

.02

.01

0
.1 GS A~~., .05so



296

C. RATE OF CHANGE OF THE UNEMPLOYMENT RATE
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APPENDIX: THE DATA

GROSS NATIONAL PRODUCT AT QUARTERLY RATES, UNADJUSTED FOR SEASONAL VARIATION

1947: 1
1948: 1
1949: 1
1950: 1----
1951: 1
1952: 1
1953 : 1 - - - - - - - - - - - - - - - - - - - - - - - - - -
1954: 1
1955: 1
1956: 1
1957: 1
1958: 1
1959 : 1 - - - - - - - - - - - - - - - - - - - - - - - - - -
1960: 1
1961: 1
1962: 1
1963: 1
1964: 1
1965: 1
1966: 1
1967: 1
1968: 1
1969: 1

53.4 55.9 57.5 64.5
59.4 62.1 65.3 70.7
61.8 62.2 64.5 68.0
64.0 66.8 73.5 80.5
76.6 79.9 83.2 88.7
82.0 83.3 85.7 94.4
87.4 91.3 90.3 95.6
86.5 89.7 90.0 98.6
92.6 97.4 100.4 107.6
98.6 102.9 104. 1 113.7

104.4 109.1 110.6 117.0
103.9 108.8 111.7 123.0
113.1 121.4 119.3 129.9
120.5 125. 6 124.6 133. 1
120.6 128. 2 129.1 142.2
131.3 139. 6 138.1 151.5
137.8 146.1 146.5 160.2
148.5 157.1 156.3 170.6
158.2 169. 1 168.9 188.7
176.2 187.4 186.3 199.8
186.5 197.2 198.4 211.7
199.9 217.3 215.8 232.0
217.5 232.4 234.8 246.5

MONEY SUPPLY (DEMAND DEPOSITS PLUS CURRENCY) MEANS OF DAILY DATA UNADJUSTED FOR SEASONAL
VARIATION

1947: 1-
1948: 1
1949: 1-
1950: 1
1951:1-
1952: 1---
1953: 1
1954: 1
1955 : 1 - - - - - - - - - - - - - - - - - - - - - - - - - -
1956: 1-
1957: 1--------
1958: 1-
1959: 1-
1960: 1
1961: 1---- -
1962: 1
1963: 1- - - ----
1964: 1-
1965: 1------------------------ ---
1966: 1---------------------------
1967: 1 - - - - - - - - - - - - - - -- - - - - -
1968: 1
1969: 1

110.3 109.9 112.2 114.7
113.7 110.5 111.8 113.3
111.9 109.8 110.5 112.5
112.7 ;;2.; 114.3 117.5
118.1 116.7 118.6 123.4
124.7 123.1 124.5 128.7
128.8 127.0 127.3 130.3
130.3 128.1 129.3 133.4
134.7 133.0 133.5 136.5
136.8 134.7 134.6 138.0
137.9 135.7 135.8 137.6
136.9 136. 5 137.9 142.2
142.7 141.8 142.5 144.2
142.0 139.2 139.7 142.7
142.3 141.5 142.1 146.7
146.5 145.1 144.5 148.8
149.3 148.5 149.9 154.9
154.8 153.5 155.7 161.2
160.9 159.5 161.4 168.3
169.5 168.9 168.2 172.6
172.6 173.0 176.7 183.7
184.2 185.2 188.7 196. 1
197.2 196.9 197. 1 199.3

FEDERAL GOVERNMENT PURCHASES OF GOODS AND SERVICES AT QUARTERLY RATES, UNADJUSTED FOR SEASONAL
VARIATION

1947: 1-
1948: 1-
1949: 1
1950: 1-
1951: 1-
1952: 1-
1953: 1-
1954: 1-
1955: 1
1956: 1-
1957: 1
1958: 1
1959: 1
1960: 1
1961: 1-
1962: 1-
1963: 1.
1964: 1
1965: 1
1966: 1
1967: 1.
1968: 1
1969: 1

2.9 3.3 3.1 3.3
3.0 3.8 4.2 5.5
4.9 4.7 5.1 5.5
4.7 3.7 4.3 5.7
6.7 8.4 10.7 11.9

11.6 12.5 13.4 14.3
13.9 14.5 13.5 15.2
12.6 12.0 10.9 11.9
10.6 10.4 11.1 11.9
10.6 11.5 10.8 12.7
12.1 12.1 12.1 13.2
12.4 13.0 13.3 14.9
13.1 13.4 13.1 14.1
12.7 12.8 13.8 14.2
13.5 14.0 14.1 15.8
15.2 15.9 15.3 17.1
15.7 15.4 16.0 17.1
15.9 16.6 15.8 16.8
15.4 16.2 16.2 19.0
17.6 18.9 20.1 21.2
21.5 22.5 22.3 24.4
23.0 25.5 24.3 26.6
24.5 24.9 26.0 26.0
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STANDARD & POOR'S COMPOSITE INDEX OF STOCK PRICES MEANS OF DAILY DATA

15.4 14.6 15. 4 15. 3
14.4 16.1 160 15. 6
15.0 14. 5 15. 2 16.2
17.1 1823 18.3 1t98
21.6 21.8 22.8 23.2
23.9 23.9 25.0 25.1
26.0 24.5 24.0 24.4
26.0 28.4 30.8 33.5
36.3 38.4 43.2 44.1
45.4 47.0 48.0 46.1
44.3 46.5 46.1 40.6
41.5 43.6 47.5 52.3
55.5 57.5 58.7 57.8
56.3 56.1 55.7 55.3
62.0 66.0 66.8 70.3
69.9 62.2 57.8 59.6
65.6 69.7 71.0 73.3
77.5 80.3 82.9 84.8
86.6 87.4 86.9 91.8
91.6 88.1 81.4 79.8
87.1 91.7 94.4 94.5
91.6 98.0 99.9 105.2

100.9 101.7 94.5 94.3

MAN-DAYS IDLE DUE TO STRIKES AND LOCKOUTS IN MILLIONS, MEANS OF MONTHLY DATA UNADJUSTED FOR
SEASONAL VARIATION

1947: 1
1948: 1------------------ ---
1949: 1-------
1950: 1-
1951: 1i - - - - - - - - - --------------- - - - -
1952: 1 - ------ --
1953: 1 -- - - - - - - - - -- - - - - - - - - - -
1954: 1 - - - - - - - - - - - - - - - - - - - - - - - - - -
1955: 1-- - - - - - - -
1956: 1 -- --- - - - - - - - - - - - - - - - - - - - - - - -
1957: 1-
1958: 1
1959: 1
1960: 1 - - - - - - - - - - -
1961: 1 - - - - - - - - - - - - - - - - - - - - - - - - - -
1962: 1-
1963: 1 - - - - - - - - - - - - - - - - - - - - - - - - - - -
1964: 1 ----- -
1965: 1
1966: 1i - - - - - - - - - - - - - - - - -
1967. 1.
1968: 1-------.
1989: 1---------------------------

1.223 6.410 2.820 1.066
2.801 4.570 2.437 1.561
1.620 3.260 3. 587 8.373
5.063 3.060 2.973 1.851
1.640 1.837 2.353 1. 807
1.440 9.463 6.300 2.471
1.240 3.863 2.820 1.700
1.132 1.873 3.317 1.205
0. 892 2.977 3.050 2.480
2. 147 2. 153 5.697 1.037
0.782 1.883 1. 967 0. 860
0.746 1.630 2.240 3.353
1.477 2.760 12. 143 6.610
1.313 2.330 1.830 0.897
0.612 1.418 1.787 1.612
0.899 2.223 1.850 1.220
1.408 1.306 1.382 1.269
0.918 1.823 1.777 3. 127
1.650 2.093 2.670 1.352
1.143 2.563 2.750 2.003
1.344 3.960 4.449 4.288
3.485 6.235 - 3.914 2.705
2.717 4.407 3.380 3.786

MANUFACTURING EMPLOYMENT IN MILLIONS, MEANS OF MONTHLY DATA UNADJUSTED
FOR SEASONAL VARIATION

1947: 1-
1948: 1---------------------------
1949: 1---
1950: 1 - -- -
1951: 1 ------
1952: 1-
1953: I---------------------------
1954: 1-
1955: 1---------------------------
1956: 1------------------------
1957: 1-- ------ --
1958: 1-------
19S9: 1---------------------------
1960: 1-- - - -
1961: 1.-- - - - - - - - - - - -- - - - - - - - - - - -
1962: 1.-.-.-.---
1963: 1-----
1964: 1----- --- --- --- --- --- -
19 6 5 : 1 - - - - - - - - - - - - - - - - - - - - - - - -
1966: 1
1967: 1
1968: 1
1969 : 1.-- - - - - - - - - - - -- - - - - - - - - - - - -

15.62 15.49 15.42 15.65
15. 71 15. 50 15,63 15. 50
14.97 14.45 14. 27 14.07
14.40 14.94 15.59 16. 03
16.41 16.52 16.35 16. 31
16.46 16.38 16.48 17.22
17.62 17.79 17.66 17.14
16.67 16.31 16.95 16.22
16.48 16.86 16.98 17.21
17.28 17.27 17.07 17.36
17.41 17.31 17.16 16. 84
16.23 15. 70 15.81 16. 04
16.47 16.85 16.71 16.69
17.12 16.96 16.72 16.40
16.11 16.24 16.39 16.55
16.73 16. 89 16.90 16.89
16.89 17.00 17.03 17.06
17.11 17.20 17.36 17.43
17.71 17.92 18. 18 18.44
18.78 19. 15 19.39 19.54
19. 56 19.39 19.35 19.50
19.63 19. 75 19. 81 19.94
20.10 20.21 20.25 20.13

1947: 1
1948: 1
1949: 1
1950: 1
1951: 1
1952: 1
1953: 1-------------------------------
1954: 1--- -- -
1955: 1 - ----
1956: 1- - - - - - - - - - - - - - - - - - - - - -
1957: 1- - - - - - - - - - - - - - - - - - - - - - - - - -
1958: 1-- - - - - - - - - - - - - - - - - -
1959: 1
1960 : 1 - - - - - - - - - - - - - - - - - - - - - - - - - -
1961: 1
1962: 1
1963: 1
1964: 1
1965: 1
1966: 1
1967: 1
1968: 1
1969: 1
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GNP IMPLICIT PRICE DEFLATOR (1957-59 EQUALS 1)

1947: 1------ 0. 7300 0.7370 0. 7490 0. 770
1948: 1------ 7820 .7920 .8060 8030
1949. 1------ 7970 .7910 7880 7890
1950: 1- - - - - -.----------------------- 7830 .7900 .8080 .8230
1951 1------ .8480 -8540 .8560 8670
1952: 1 .8670 .8710 .8770 .8830
1953: 1------- 8840 .8830 .8840 .8840
1954: 1 .8950 .8960 .8950 .8900
1955: 1------ .9020 .9060 .9100 .9160
1956: 1------ . 9260 .9340 .9460 .9540
1957 1------ .9640 .9710 .9800 .9850
1958: 1- - - - -------------------------- .9930 .9970 1. 0010 1. 0060
1959 1------ 1 11 1.0150 1. 0190 1. 0210
1960: 1------ 1. 0260 1. 0310 1. 0350 1. 0400
1961: 1 1. 0430 1. 0450 1. 0450 1. 0510
1962: 1- ----------- --------------------------------------- 1. 0550 1. 0560 1. 0580 1.0360
1963: 1------ 1. 0670 1. 0700 1. 0720 1. 0780
1964: 1 1. 0820 1. 0850 1.9010 1. 0960
1965: 1--- -- - - - 1. 1020 1. 1070 1. 1100 1. 1150
1966: 1- 1. 1239 1. 1349 1. 1450 1. 1536
1967: 1-- - - - - - -- - - - - - - --- - - -- - - -- - - - 1.1617 1. 1682 1. 1798 1. 1935
1968 1------ 1.2030 1. 2165 1. 2290 1. 2425
1969: 1------ 1. 2568 1. 2722 1.2897 1. 3052

MARKET YIELD ON 13-WEEK U.S. TREASURY BILLS. MEANS OF DAILY DATA

1947- 1-- - - - - - - - - - - - - - -
1948 : 1 - - - - - - - - - - - - - - - - - - - - - - - - - -
1949: 1--- -- -
1950: 1 -
1951 1 1 - - - - - - - - - - - - -- - - - - - - - - - - - -
1952 : 1 - - - - - - - - - - - - - - - - - - - - - - - - - -
1953: 1--
1954: 1

1956 : 1 --- -- --- -- --- - - - - - - - - - - - - - - - - -
1957: 1-- -- -
1958: 1
1959: 1--
1960: 1
1961: 1.-- - - - - - - - - - -- - - - - - - - - - - - -
1962: 1.,--
1963: 1.
1964: 1.-- - - - - - - - - - - -- - - - - - - - - - - - -
1965: 1.-- --
1966:1-
1967: 1--
1968:1.
1969: 1.

0.380 0.380 0.737 0.907
0.990 1.000 1.050 1.140
1.170 1.170 1.043 1.077
1.103 1.153 1.220 1.337
1.367 1.490 1.603 1.610
1.567 1.647 1.783 1.893
1.980 2.153 1.957 1.473
1.060 0.787 0.883 1.017
1.227 1.483 1.857 2.340
2.327 2. 567 2.583 3.033
3. 100 3. 137 3.353 3.303
1.760 0.957 1.680 2.690
2.773 3.000 3.540 4.230
3.873 2.993 2.360 2.307
2.350 2.303 2.303 2.460
2.723 2.713 2.840 2.813
2.907 2.937 3.293 3.497
3.530 3.477 3.497 3.683
3.890 3.873 3.863 4.157
4.603 4.580 5.030 5.200
4.513 3.657 4.293 4. 743
5.040 5.513 5. 197 5.580
6.087 6. 190 7.010 7.347

CIVILIAN WORKERS UNEMPLOYED, IN MILLIONS, MEANS OF MONTHLY
DATA UNADJUSTED FOR SEASONAL VARIATiON

2. 254 2.239 2. 288 2. 324
2.825 3. 581 4. 118 4. 325
3.946 3. 459 2.898 2.618
2.182 1.923 1.983 2.111
1.914 1.853 2.005 1. 750
1.707 1.642 1. 715 2. 334
3.338 3.689 3.813 3.421
3.015 2.832 2.698 2.790
2.679 2.798 2.763 2.741
2.642 2.722 2.829 3.317
4. 223 4.994 4.975 4.316
3.944 3.493 3.630 3.855
3.557 3.652 3.889 4.400
4.785 4.928 4.764 4.348
3.957 3.872 3.931 3.909
4. 128 4.085 4.964 4.036
3.970 3.835 3.660 3.640
3.602 3.475 3.260 3.079
2.879 2.889 2.862 2.820
2.883 2.968 2.995 3. 062
2.891 2.831 2.805 2.689
2.693 2.806 2.945 2.925

1948: 1
1949: 1
1950: 1
1951: 1
1952: 1
1953 : 1 - - - - - - - - - - - - - - - - - - - - - - - - - -
1954: 1------------ -
19555 1---
1956 1
1957: 1
1958: 1 :
1959: 1
1960: I
1961 : 1 - - - - - - - - - - - - - - - - - - - - - - - - - -
1962: 1
1963: 1
1964: 1
1965: 1
1966: 1
1967: 1
1968: 1
1969: 1
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1948: 1
1949: 1
1950: 1
1951: 1- - - - --
1952: 1----
1953: 1
1954: 1
1955: 1
1956: 1
1957: 1
1958: 1
1959: 1
1960:1- - - - - - - - - - - - - - - - - - - - - - - - - -
1961 : 1 - - - - - - - - - - - - - - - - - - - - - - - - - -
1962: 1---------------------------
1963: 1---------------------------
1964: 1---------------------------
1965: 1---------------------------
1966: 1-
1967: 1-
1968: 1-
1969: 1--

60. 23 60. 54 60.93 60.84
60.97 61. 07 61. 51 62. 03
61. 65 62. 22 62. 36 62. 26
62.08 61.82 61.94 62. 23
62. 19 61.96 62. 10 62.36
63. 54 62.95 62.87 62.87
63.63 63. 65 63. 74 63.67
63.83 64. 48 65. 45 66. 10
66.24 66. 56 66. 71 66.83
66.74 66.80 67.04 67. 20
67.17 67.74, 67.95 67.81
67. 88 68.27 68.50 68.78
68. 77 69.71 69.91 70.24
70. 52 70. 53 70.43 70. 31
70. 34 70. 45 70.81 70. 87
71.28 71.72 71.96 72.29
72. 59 73.24 73. 13 73.30
73.80 74.38 74.62 74. 80
75. 10 75. 48 75.93 76. 46
76.74 76. 88 77.63 78. 18
78. 28 78. 73 78.82 79. 17
80. 11 80. 36 81.03 81. 58

CHAIRMAN OF THE BOARD OF GOVERNORS,
FEDERAL RESERVE SYSTEM,

Washington, D.C., April 15, 1971.
Hon. WILLIAM PROXMIRE,
U.S. Senate, Washington, D.C.

DEAR SENATOR PROXMIRE: In accordance with your request of February 19,
when I testified before the Joint Economic Committee, I am enclosing an analysis
of the econometric model by Messrs. Laffer and Ranson. This analysis was pre-
pared by Mr. Pierce of the Board staff.

Neither I nor the Board has participated in any way in the preparation of the
enclosed study by Mr. Pierce.

Sincerely yours,
ARTHUR F. BURNS.

Enclosure.

CRITIQUE OF "A FORMAL MODEL OF THE ECONOMY FOR THE OFFICE OF MANAGE-

MENT AND THE BUDGET" BY ARTHUR B. LAFFER AND R. DAVID RANSON'

The "Formal Model of the Economy" developed by Arthur B. Laffer and R.
David Ranson is one of the most recent of manv efforts that have been made to
express the essential characteristics of the U.S. economy in the form of an econo-
metric model. Because of its significant implications for both monetary and fiscal
policies, and some of its novel elements, it deserves careful scrutiny.

This critique of the Laffer-Ranson model is divided into five sections: a general
summary presentation of the nature of the model and its empirical results; a
discussion of its analytic characteristics; an evaluation of its statistical properties;
a review of its predictive accuracy and its forecasting performance; and, finally,
a series of comments on its implications for policy.

1. SUMMARY OF LR MODEL

The Laffer-Ranson model (henceforth called the LR model) is a reduced form
model of the United States economy.2 In a reduced form model, variables pre-
dicted by the model-the endogenous variables-such as GNP, prices, or employ-
ment, are related directly to variables which originate outside of the model-the
exogenous variables-such as money stock and Government spending. Actually,
for the endogenous variables to be determined by any particular combination of
exogenous variables, an intermediate process must take place. This process-
which consists of a complicated interaction of supplies and demands in the econ-
omy-is left unexplained in a reduced form model. By contrast, so-called struc-
tural models of the economy seek to explain these economic processes in varying

1 This critique was prepared by James L. Pierce of the Federal Reserve Board staff. He wishes to acknowl-
edge the advice and assistance of H. Farr, L. Gramley, M. Graves. S. Kalchbrenner, W. Poole and D. Wyss.

2 This critique is based on two versions of the paper describing the model-one received at the Board in
early February, and the second in about mid-March. Where specific remarks refer to only one of these two
versions, the text so indicates.
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degrees of detail. Users of the reduced form approach apparently believe that
they can do a better job of predicting movements in the economy's endogenous
variables by this technique than by attempting to estimate the linkages through
which policy variables influence the economy.

In the LR model, the exogenous variables are a mixture of some variables that
can and some that cannot be controlled by economic policy makers. The money
stock and Government spending are taken as exogenous. In principle, they can
be manipulated by monetary and fiscal policy makers. 3 Certain other variables,
taken to be predetermined, are also included in the estimating equations to
improve the explanation of the endogenous variables.

The authors maintain that their model reflects a composite of the Keynesian,
quantity theory, and efficient-markets approaches to macro-economic theory.
The first two schools of thought are fairly well known, but the last may need
some additional explanation. The authors interpret the efficient-markets hy-
pothesis to mean that market prices accurately reflect future economic events.
For example, stock prices are assumed to provide the best (unbiased and minimum
variance) forecasts of future real income, and interest rates are assumed to offer
the best forecast of future rates of inflation.

The Keynesian view of income determination is represented in the model by
including Federal purchases of goods and services as a fiscal policy variable. Two
other fiscal variables-total Federal budget outlays and total Federal receipts-
were tried in the estimating equations, but were rejected on the grounds that they
yielded poorer results. The quantity theory is represented by the inclusion of the
results. The quantity theory is represented by the inclusion of the narrowly-
defined money stock, M1 (demand deposits plus currency); M2 (defined to include
all time deposists) was also tried and rejected on the grounds of poorer fit. The
efficient-markets hypothesis is represented by the inclusion or the Standard and
Poor's index of common stock prioes and the 3-month Treasury bill rate.

Anvone who is concerned about the nation's health probably looks first at
three primary economic variables: gross national product, prices, and unemploy-
ment. It is the behavior of these three variables-and only these three-that the
LR model attempts to explain. Actually, the model contains four reduced form
equations which explain quarterly rates of growth of nominal GNP, the GNP de-
flator, the unemployment rate, and real GNP. As Laffer and Ransom recognize,
the last equation is redundant; real GNP can be computed from nominal GNP
and the deflator.

In the first equation of the LR model, the quarterly rate of growth of nominal
GNP depends on the growth in the money stock in the same quarter, the growth
of Federal purchases in the same and the previous three quarters, and the growth
in stock prices lagged one quarter.4 There is also a variable representing manhours
lost due to the effects of strikes, as well as seasonal dummy variables.

The second equation in the model is for the GNP deflator. The rate of change of
the GNP deflator is explained by the rates of change in the deflator during the
previous two quarters, the growth in the money stock in the same quarter, and tie
level of the Treasury bill rate lagged one quarter.

In the third equation of the LR model, the rate of change in the unemployment
rate is explained by growth in real GNP in the same and the previous three
quarters, the rate of change in stock prices lagged two quarters, plus seasonal
dummy variables.

Coefficients for the model's equations were estimated by applying ordinary
least-squares regression techniques to seasonally unadjusted data. This data
choice is unusual inasmuch as most macro-econometric models are constructed
from seasonally adjusted data. The author's arguments for using seasonally
unadjusted data are discussed in a subsequent section.

The authors draw several principal conclusions from their regression analysis.
The most striking is that there is no lag in the relation between changes in the
money stock and changes in nominal GNP. Their results show that a one per cent
increase in the rate of growth of money results in a one per cent increase in the
rate of growth of nominal GNP. With the ratio of GNP to the money stock
presently at a level of about 5, this means that a one dollar increase in the money
stock would, under present circumstances, result in a five dollar increase in nominal
GNP. But the more startling conclusion is that all of the change in GNP occurs in
the same quarter as the change in money. There are no subsequent effects because
the impact of money upon nominal GNP is exhausted within a single quarter.

3 The extent to which these policy variables are exogenous in a statistical sense is discussed later.
4 More specifically, rates of growth in the model are represented by differences of the natural logarithms

of the vanables.
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Laffer-Ranson also find that an increase in the rate of growth of Federal pur-
chases of goods and services has a relatively small, though statistically significant,

effect upon the rate of growth of nominal GNP in the same quarter. However, in

the three succeeding quarters, the effect is reversed. Over a span as long as one

year, a change in fiscal policy (represented by Federal purchases) has no effect
upon nominal GNP.

A conclusion that fiscal policy has no lasting effect on nominal GNP is con-

sistent with an extreme monetarist view that the ratio of nominal GNP to the

money stock is largely independent of changes in the level of Federrl spending
or taxation (and also of changes in private propensities to spend). Empirical re-

sults supporting this viev, found by the St. Louis Federal Reserve Bank, have

been widely discussed recently. However, most econometric models, especially
structural models, do not substantiate this view.

In the LR model, the importance of changes in the rate of growth of money
on the growth rate of the GNP price deflator is quite small-and it is not sta-

tistically significant. The unemployment rate was also found to be an insignificant
determinant of growth of the GNP deflator. The authors dismissed it. from the

equation and concluded that a "Phillips Curve" (tradeoff between prices and
unemployment) does not exist.

On the basis of an inspection of the various goodness-of-fit measures for the
equations within the sample period, and the accuracy of the forecasts for the four
quarters of 1970 (outside the sample period), the authors conclude that their
model is unusually accurate.

11. ANALYTIC CHARACTERISTICS OF THE MODEL

A simple but useful means of evaluating an empirical model is to examine its
properties and implications to see if they are sensible. The LR model does not
receive a very high score on this test.

Effects of Monetary Policy
The most unusual finding of the LR model is that changes in the money stock

work all of their effects on nominal GNP in the same quarter. While proponents
of the Keynesian and quantity theory approaches often disagree about the length
and variability of the lags in the economy, there is general agreement that lags
do, in fact, exist. Statistical estimates of the response of nominal income to changes
in the money stock range from several calendar quarters to several years. The
Laffer-Ranson results thus differ sharply from the theoretical and empirical con-
clusions reached by most economists.

There are strong a priori reasons for believing that a substantial period of
time is required for a monetary change to work out its total impact on the economy.
It is widely agreed that a change in the money stock exerts its influence on spending
through its impact on the composition of wealth in the economy. When the money
stock is increased, interest rates, prices and income must change sufficiently
to induce households and businesses to hold the additional money balances. A
single household, for example, may achieve equilibrium fairly rapidly simply
by spending the money on consumption, or saving it in the form of some real
or financial asset. But such spending by one individual economic unit raises the
money balances of some other household or business above its desired level,
so that further adjustments are required. For the economy as a whole, the ad-
justments undertaken by many individual households and businesses produce
changes in interest rates, prices and income. Indeed, it is changes in these endog-
enous variables which allow a new equilibrium to be achieved. As the economy
starts to adjust to a larger money stock, interest rates initially fall. The decline
in interest rates encourages additional spending and thus generates more income.
The rise in income encourages more consumption and investment while raising
the quantity of money demanded. A macro-equilibrium can only be achieved
when all households and firms have restored their portfolio balance-relating
stocks of physical and financial capital to flows of income and consumption. This
new equilibrium is achieved when interest rates, prices and incomes have changed
sufficiently to equate the demand for money with the larger supply.

This movement to a new equilibrium takes time. Spending does not respond
instantly to interest rates, which themselves often adjust slowly. A substantial
amount of time is needed to build houses, to add to the stock of machinery and
equipment, to build new shopping centers and so on. It seems reasonable to suppose
that nominal GNP continues to respond to the initial monetary expansion over a
substantial time period, as the economy works toward a new equilibrium. Laffer
and Ranson do not seek to explain how these processes can all be completed within
a 3-month period.
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Existing empirical evidence, in addition to common sense, strongly supports the
view that a long period of time is required for the conomy to adjust completely
to a change in monetary policy. For example, iMilton Friedman concludes from
his quantity theory studies that the lags between a change in money and the coin-
plete impact on nominal income are not only long, but variable as well.5 The
monetarist model developed by the Federal Reserve Bank of St. Louis indicates
that five quarters are required for a change in money to register its total impact
on nominal GNP.6 The large-scale structural model developed by economists
at the Federal Reserve Board, MIT and the University of Pennsylvania-now
called the SSRC-MIT-Penn (SMP) Model-provides evidence of even longer
lags.7 Because many of the lag structures in the model decay at an exponential
rate, it is not meaningful to talk about the total length of the lag in this case. The
SMP model does indicate, however, that approximately 50 percent of the total
impact of a change in money on nominal GNP is felt within seven quarters (al-
though this will vary depending on initial conditions). Thus, on both theoretical
and empirical grounds it is difficult to accept the conclusion that changes in the
money stock affect nominal GNP with no lag.
Effects of Fiscal Policy

The implications of the LR model for the role of fiscal variables as determinants
of nominal GNP are also puzzling. As noted above, the Laffer-Ranson results
suggest that fiscal policy has only a transitory effect on nominal GNP. Most
economists probably would not accept this contention, and would cite an abun-
dance of empirical evidence supporting the view that fiscal policies have more than
transient effects on current dollar GNP. There is, however, a theoretical basis
for the judgment that a rise in Government spending-unless accompanied by
an increase in the money stock-eventually "crowds out" an equal amount of
private spending, leaving the aggregate of private and government expenditures
unchanged. And there is, as indicated above, some support for this view in the
econometric model of the Federal Reserve Bank of St. Louis.

The traditional rationale for the "crowding out" hypothesis of the monetarist
school relies upon interest rate changes to neutralize the effects of government
spending on nominal GNP. Increased Federal spending-given unchanged tax
rates and a constant monev stock-results in larger borrowings by the Treasury.
The consequent upward pressure on interest rates curtails private expenditures on
investment or consumption.

At this polnt, however, it becomes relevant to determine the conditions neces-
sary for rising Government expenditures to "crowd out" an equal amount of
private spending. Rising interest rates do tend to curb private expenditures. But
higher interest rates also provide individuals and firms with incentives to econo-
mize on their holdings of money. A higher level of spending can thus be financed
through a rise in the income velocity of money. As long as velocity varies posi-
tively with interest rates-and there is a vast body of literature to show that it
does-increases in Government spending will not be fully offset by reductions
in private spending.

There is no disagreement that when resources are fully employed, an increase
in real Government spending must necessarily "crowd out" an equal amount of
real private spending. At full employment, one sector can only obtain more real
resources at the expense of other sectors. If resources are not fully employed,
however, the rise in velocity (stemming from rising interest rates) triggers the
activation of idle resources. The end result is to allow total real output to rise in
response to an increase in Government spending.

In the LR model, the process by which rising Federal purchases "crowd out"
private expenditures is left unexplained. Evidently, changes in interest rates are
not the mechanism. Interest rates should not and do not appear in the nominal
GNP equation, but the Treasury bill rate does appear in the equations for real
GNP and the deflator. From these two equations, it appears that rising bill rates
have little effect on nominal GNP. A rising bill rate is associated in the LR
model with an acceleration in inflation, but the effect on nominal GNP is offset
by a nearly equal deceleration in the growth of real GNP.

The model thus seems to imply some unusual conclusions concerning the
financial effects of fiscal policy. For example, if rising Federal purchases of goods

I Milton Friedman, The Optimum Quantity of Aloney and Other Essays, Aldine, Chicago, 1969, Ch. 11.
6 Federal Reserve Bank of St. Louis Reviene, April 1970.
7 A description of this version of the SMP model is not yet available. For descriptions of earlier versionssee the Federal Reserve Bulletin, Jaiiuary 1968 and June 1969. Documentation and the computer program

necessary to operate the version of the SMP used in this critique can be obtained from Wharton EFA, Inc.,University of Pennsylvania.
8 See, for example, Milton Friedman, Capitalism and Freedom, Chicago, University of Chicago Press,

1962, Chapter V.
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and services pushed up interest rates on Treasury bills, aggregate real income
would be reduced while prices would be increased. Because real income growth
enters the unemployment equation, unemployment would rise. It is difficult
to provide a reasoned argument for such a novel sequence of developments.

The treatment of fiscal policy in the LR model, if taken literally, seems deficient
on vet another basis. The role of fiscal ploicy as a determinant of both real and
nominal GNP is represented by Federal purchases of goods and services. Other
Federal expenditures play no role, nor do Federal taxes. Presumably, Laffer and
Ranson would not wish to argue seriously that changes in rates of Federal taxa-
tion, or in Federal expenditures other than purchases of goods and services, have
no effect whatever-even in the short run-on real or nominal aggregate income.
These variables were omitted from consideration on statistical grounds-that is,
on the basis of goodness of fit. This means, however, that there are major areas
of fiscal policy whose macro-economic effects cannot be analyzed within the
framework of the model.

The Phillips curve
A third principal conclusion of the LR model relates to the "Phillips curve,"

that is, the tradeoff. between unemployment and prices. Their results, the authors
contend, do not confirm the existence of such a tradeoff. This conclusion is drawn
from the fact that the unemployment rate did not enter significantly into the
estimating equation for the GNP deflator. It is a bit difficult to interpret precisely
what the authors infer from this conclusion.

There has been considerable debate among economists in recent years as to
whether there is any permanent tradeoff between the rate of unemployment and
the rate of increase in prices. A reasonable, though disputed, case can be made for
the view that, over the long run, public policy cannot achieve a rate of unemploy-
ment below the level consistent with price stability. Efforts to maintain a lower
unemploymen rate would lead to an accelerating rate of inflation. 9 There is, how-
ever, a large amount of empirical evidence that supports the existence of a tradeoff
between the rate of unemployment and inflation in the short run.10 In fact, to
deny such a proposition would come close to ruling out any possibility of controlling
inflationary pressures through aggregate demand management.

Because of the way the LR price equation is constructed, it does not provide a
meaningful test for rejecting the short-run Phillips curve hypothesis. The LR
price equation is an autoregression-that is, it relates the current growth rate of
the GNP deflator to the deflator's rate of growth in previous quarters. Autoregres-
sions are often useful forecasting devices, but it is well known that they are a
highly unsatisfactory means for determining the role other variables may play. It
is quite possible, for example, that the effects of the unemployment rate on the
growth of prices are represented in lagged values of the price variable. Further-
more, the inclusion of the Treasury bill rate in the estimating equation further
obscures the relation between prices and unemployment, since interest rates and
the rate of unemployment display cyclical covariation.

This is an example of the pitfalls of trying to accomplish so much with so little.
Laffer and Ranson maintain that they are testing propositions from the Keynesian,
quantity theory, and efficient market hypotheses. How this wealth of theory was
boiled down to three or four reduced form equations is far from clear. Since the
underlying structure of the economy was not specified by the authors, it is very
difficult to know how the signs and magnitudes of the reduced coefficients relate
to the underlying theories. This can be a significant source of error in making
decisions concerning the reasonableness of estimated coefficients.
! It may be worthwhile to make one additional analytical point before turning

to a discussion of the model's statistical properties. In the LR model, the rela-
tionships specified are linear in the rates of change of the variables. For the
nominal GNP equation, this specification implies the same response of nominal
GNP to changes in the independent variables regardless of the existing state of
the economy. That is, initial conditions, such as existing unemployment rates,
which can be taken into account explicitly with a nonlinear formulation, are of
no importance in the LR model. It also implies that policy variables can be
changed slightly or by very large amounts without affecting the estimated rela-
tionships between nominal GNP and money or government expenditures.

9 See, for example, Milton Friedman, "The Role of Monetary Policy," American Economic Review, March
1968.

to See, for example, George L. Perry, Unemployment, Mtoney Wage Rates, and Inflation, Cambridge, Massa-
chusetts, MIT Press, 1969.
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The implications of a linearity assumption are somewhat unusual. For example,
in the LR model the response of real GNP to monetary change is the same when
the economy has substantially unemployed resources as when resources are fully
employed. This is certainly not a generally accepted proposition. Further, this
linearity also implies that the "crowding out" effect of government expenditures,
common to the LR model and the St. Louis model, is the same regardless of the
state of the economy. This also seems unlikely.

It is possible to view the linear specification as an approximation to reality,
valid for relatively small changes in the independent variables (such as money
or Government expenditures) and for initial conditions approximating those
prevailing, on average, over the sample period. But acceptance of this interpre-
tation would suggest that the model would do a poorer job of forecasting (i)
when initial conditions diverge sharply from the average conditions in the sample
period, and (ii) when relatively large changes in policy variables occur. Laffer
and Ranson recognize and acknowledge these shortcomings.

III. STATISTICAL PROPERTIES OF THE MODEL

An econometric model should be constructed in such a way as to avoid problems
of statistical bias. Unfortunately, in the LR model statistical bias is introduced
by the author's choice of the ordinary least aquares method of estimation, as well
as their choice of seasonally unadjusted data.

The problem of statistical bias arises in the LR model because the money stock
was not an exogenous variable during most of the sample period. That is, it was
not wholly independent of the variable it is helping to explain-nominal GNP.
As a consequence, the estimated coefficient for money stock growth in the nominal
GNP equation obtained by the ordinary least squares method of estimation
measures not only the impact of money on GNP but also the impact of GNP on
money. The positive response of money to GNP is a source of an uDward bias in
the coefficient of the money stock variable.

This element of bias does not mean that the money stock cannot be controlled
by the Federal Reserve. It is one thing, however, to say that the Federal Reserve
is capable of controlling the money stock and another to say that, in fact, the
Federal Reserve did set the money stock-quarter by quarter-independently of
nominal GNP in the same quarter. Over nearly the entire sample period covered in
the LR model the Federal Reserve did not implement its policies by setting
planned values for the money stock; rather, it aimed at money market variables
such as Federal funds rates, Treasury bill rates, or free reserves. In setting such
money market targets, the money stock was, in the short-tun, free to vary with
changes in aggregate demand. If nominal GNP rose, the demand for money in-
creased, and interest rates started to rise; commercial banks increased their borrow-
ing both from each other and from the Federal Reserve, and reduced excess re-
serves. When the Federal Reserve was following a money market target, it re-
sponded to this process by providing reserves to moderate the rise in interest rates
and the ehenges in free reserves. Pursuit of such a short-run policy strategy does
not mean, of course, that the money stock was free to vary over longer periods with
every change in public demand for money. But it does mean that for relatively
short periods, such as a quarter, the money stock did respond to changes in
demand.

This response of money to GNP introduces a statistical bias into the estimate of
the coefficient relating GNP to money. The bias raises the coefficient on the current
quarter's money variable. The bias overstates the role of the money stock in the
current quarter and thus understates the impact of lagged money variables.

For the same reasons, measures such as total reserves or the monetary base
respond positively to changes in GNP. Laffer and Ranson attempt to circumvent
the problem of an endogenous money stock by substituting the monetary base for
the money stock in their equation for nominal GNP. However, as long as the
Federal Reserve pursues a money market target, the same problems exist; the
new procedure is no more valid than regressing GNP on the money stock.

It appears that the use of seasonally unadjusted data in the LR model introduces
additional elements of statistical bias that would not have been present with
seasonally adjusted data. Before turning to that issue, however, it is appropriate
to raise a question as to the validity of Laffer and Ranson's attachment to the use
of seasonally unadjusted data in the first place.

The authors contend that the use of seasonally adjusted data is "inappropriate"
for both hypothesis testing and forecasting. They also suggest that their conclusion
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that changes in money affect GNP without a lag stems from the use of the
"superior" seasonally unadjusted data. But since most earlier reasearchers have
used seasonally adjusted data, it is essential that LR explain why the use of such
data is inappropriate.

In their early February version the authors cite a paper by Nerlove, among
others, by evidence that commonly used seasonal adjustment techniques produce
improper seasonal adjustment." In that paper, Nerlove established a number of
criteria for evaluating seasonal adjustment procedures by means of spectral
analysis. Based on those criteria, he concluded that the Bureau of Labor Statistics
variant of the ratio-to-moving average technique of seasonal adjustment did
poorly-it tended to remove more than just seasonality from a series, and pro-
duced distortion of the timing of nonseasonal movements in the series. Similar
results were found by other studies for the Census Bureau variants of this method
of seasonal adjustment.

However, in a more recent article by Grether and Nerlove,12 the earlier criteria
were rejected. An optimal method of seasonal adjustment (minimum mean square
error) was developed for achieving various aims of the seasonal adjustment
procedure. This method was then applied to a simulated series with known prop-
erties. The resulting adjustments were therefore more "optimal" than could be
hoped for with any actual time series. Even under these conditions, the results
of the spectral analysis were similar to those found earlier for the BLS and Census
adjustment procedures.

At a minimum, these results indicate that evaluation of seasonal adjustment
procedures by means of spectral analysis is extremely difficult and uncertain,
given the current state of knowledge. At most, they imply that earlier conclusions
concerning the low ratings attributed to ratio-to-moving average methods of
seasonal adjustment were wrong, as Grether and Nerlove candidly acknowledged.

There have been other tests of conventional techniques of seasonal adjustment.
For example, a recent study by Stephenson and Farr,"3 applying a regression
method of seasonal adjustment and the Census Bureau X-11 method to several
simulated series, finds that X-11 does a reasonably satisfactory job of seasonal
adjustment, with the possible exception of series that have a large random
component.

Further, an article by Jorgenson 14 suggests that while parameter estimates
obtained using seasonally adjusted data are biased, the simple expedient of using
seasonal dummy variables-as the LR model does-leaves the problem unsolved.
The dummy procedure also produces biased estimates of the parameters of a
system of equations unless appropriate simultaneous estimation techniques are
used.

Therefore, a good case supporting the use of seasonally unadjusted data in
regression analysis as generally inately superior simply has not been made. To
the contrary, in the LR model, additional problems ensue from using such data;
namely, the use of seasonally unadjusted data causes an upward bias in the co-
efficient on money in the equation for nominal GNP.

Because of the evolving seasonal payment patterns in the economy, it is un-
likely that a single set of additive dummy variables captures all the co-seasonality
of money and GNP. The failure to remove co-seasonality completely produces a
seasonal in the impact of GNP on money, which imparts an additional element
of bias to the coefficients on money. Thus, one would expect the coefficient on
money to be larger using seasonally unadjusted data than for adjusted data.

To test this, the Laffer-Ranson equation for nominal GNP was fit to seasonally
adjusted data using the same time span. The results, reported in Table I, look
much like those found by Laffer and Ranson for seasonally unadjusted data,
except that the coefficient for money falls from 1.10 to .713. It is interesting to
note that while the coefficient on money is reduced, it is within the range of
coefficients obtained using seasonally unadjusted data over alternative sample
periods reported at a later point in the paper.

itM. Nerlove, "Special Analysis of Seasonal Adjustment Procedures," Econometrica, July, 1964.
12 D. M. Grether and M. Nerlove, "Some Properties of Optimal Seasonal Adjustment," Econometrics,

September, 1970.
13J. A. Stephenson and H. T. Farr, "Seasonal Adjustment of Economic Data by Application of the

General Linear Statistical Model," Unpublished, 1970. A copy of this paper may be obtained by writing
to H. T. Farr of the Federal Reserve Board Staff.

14 D. Jorgenson, "Seasonal Adjustment of Data for Econometric Analysis," Journal of the American
Statistical Association, No. 62, 1967.
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TABLE 1.-EQUATION FOR NOMINAL GNP, USING SEASONALLY ADJUSTED DATA

Variable Coefficient t-statistic

Constant -0-------------------------------------------- 0.0096 6. 5
ALM--.713 4.3
ALG -. 105 4. 1
ALG -. 011 .3
ALG- --. 069 2.3
ALG-2 -. 023 .9
ASH-3 

- .047 4.9
ALS&P --. 059 2. 6

NOTES
Interval 19481-19691V.
R-2=.54. D-W=1.3. SE of E=.00925.

It is also of considerable interest to note the results of including lagged growth
rates of the money stock in the nominal GNP equation when seasonally adjusted
data are employed. Table If' shows that individual coefficients of the money
stock variables are not statistically significant for either current or lagged growth
rates in money. However, the collective contribution of the current and lagged
money variables are extremely important. This is evident when an F test-a test
for statistical significance-is made.

TABLE 11.-EQUATION FOR NOMINAL GROSS NATIONAL PRODUCT WITH CURRENT-AND LAGGED MONEY GROWTH
AS EXPLANATORY VARIABLES, USING SEASONALLY ADJUSTED DATA

Variable Coefficient t-statistic

Constant -.--------------------------------------------------- 0.0079 5. 0
aLM - .347 1. 6
ALM - .252 .9
ALM---.354 1.2
ALM-2 

-
----------------------------------------------------------------------- _ . 008 0

ALG-3 .- .094 3.8
aLG -...----- - 008 .3
ALGA- ---------- -. 060 2.1
A LG -

2 -
----------- ------ ---------------------------------------------------- ---_ - .028 1.2

A SH -
3 -

-- ---------------------------------- ------------------------------- - -.0 50 5.4
aLS&P-- -- .006 2.9

Interval R2=0.58. 19481-19691V: D-W=1.4; SE of E=0.0089.

Laffer and Ranson maintain that the co-seasonality of money and income is
weak. Their evidence that supports this premise is comprised of observing that
money and income move together seasonally in only two of four quarters. This is
a deficient test for two reasons- First, the relative movementsA of auoeey and
GNP are much larger in the two quarters when they move in the same direction.
Since the movements enter their regression as the squares of the deviations from
their means, these two quarters receive much higher weight. Second, the source
of the bias is not co-seasonality per se but rather changing co-seasonality. If sea-
sonal patterns in money and nominal GNP change over time, the use of seasonal
dummies inadequately deals with co-seasonality.

Because it is not possible to observe the "true" seasonal factors for nominal
GNP and the money stock, the extent of the bias that is due to changing co-
seasonality of money and GNP cannot be measured. But it is possible to provide
some evidence on the bias.

The techniques used by the OBE and the Federal Reserve to obtain seasonally
adjusted values for nominal GNP and the money stock allow the seasonal factors
to vary over time. If it is assumed that the seasonal factors calculated by OBE
and the Federal Reserve are good estimates of the true factors, some information
can be obtained on the extent to which the dummy variables in the LR model
have failed to account fully for the co-seasonality of money and nominal GNP.
This is accomplished by regressing the seasonal factors used by OBE in calculating
seasonally adjusted nominal GNP on the set of additive dummy variables used
by Laffer and Ranson and the seasonal adjustment factors used by the Federal
Reserve to calculate the seasonally adjusted value of M1.1

5

I° The seasonal factors for both nominal ONP and the mo,,ey stock were obtained by dividing seasonally
adjusted data by seasonally unadjusted data. The official sources for this published data are the Office of
Business Economics and the Board of Governors of the Federal Reserve System, respectively.

59-591-71-pt. 1 21
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This regression is reported in Table III below. The positive and statistically
significant coefficient for the money seasonal factors indicates that the dummy
variables have not removed all co-seasonality of money and GNP and that
seasonal movements in nominal GNP are positively and very significantly cor-
related with seasonal movements in money.

TABLE ill.-REGRESSION ON SEASONAL FACTORS FOR NOMINAL GNP

Variable Coefficient t-statistic

Constant- -1. 519 3. 52
DI ------------------------------------------------------------------------ .080 23.99
D2 -. 003 .30D 3 ------ ----------------------------- ---------- ------------------ 009 .9 6Money seasonal factors- 2. 497 5.72

NOTES
Interval: 19481-19691V.
R-5=.959. D-W=2.3. SE of E=.00715.

IV. ACCURACY OF THE MODEL

Econometric models sometimes predict well, even though they may lack a
certain amount of elegance and fail to observe statistical niceties. It is relevant,
therefore, to evaluate the prediction performance of the LR model.

One important measure of the goodness-of-fit of a model is found in the standard
error of estimate. This measure is presented for each of the four LR equations in
Table IV. Column 1 shows the standard errors of estimate for predictions a single
quarter ahead, expressed in terms of quarterly rates of growth of each variable.
Column 2 converts these figures to levels based on current values of the variable.

TABLE IV.-SINGLE QUARTER ESTIMATION ERRORS

Growth rates Levels

A. Nominal GN P- - - - - .0131 $13,000,000,000B. GNP deflator----------------------------- - - - .0027 .38C. Unemployment - - - - -. 0771 1.46D. Real GNP ---- ------------------------------ .0133 $9,500,000,000

l Percent.

Before discussing the results, it may be useful to recall that standard errors
reflect the prediction accuracy of each individual equation under the assumption
that the values of all the variables and coefficients on the right-hand side of that
equation are known with certainty. For example, in the equation explaining the
rate of unemployment, it is assumed that the actual growth rate of real GNP-one
of the explanatory variables-is already known in the quarter of forecast.

The size of these standard errors suggests that the LR model leaves something
to be desired in terms of predictive accuracy. The standard error of estimate
for predictions of the percentage change in nominal GNP one quarter ahead, for
example, is .0131. Given the present size of the economy, 1.3 per cent of GNP is
about $13 billion. This means that there is a probability of about .67 that actual
GNP one quarter in the future will be in the range of plus or minus $13 billion
around the point estimate. By standards prevailing among forecasters, errors of
this magnitude in predicting current-dollar GNP one quarter ahead would be
considered very large.

An additional test of predictive accuracy-and one that is particularly relevant
for policy decisions-relates to the performance of the model in predicting over
longer periods. Laffer and Ranson examine this aspect of their model by calculating
the standard errors for predictions four quarters in advance. These calculations
assume that all the right-hand side variables are known, and are therefore mean-
ingless if the equations contain lagged values of the dependent variables in the
right hand side as explanatory variables. The values of these dependent variables
cannot be known with c6rtainty four quarters ahead. For three of the four equa-
tions in the LR model, this problem exists. In the discussion that follows, therefore,
attention is given only to the standard errors for nominal GNP, which are free of
this particular problem.
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The standard error of prediction for the percentage change in nominal GNP

four quarters ahead is .0262.16 In dollar terms, given the present size of the econ-

omy, 2.6 per cent of GNP would be approximately $26 billion. This indicates a

probability of about .67 that the nominal GNP four quarters hence will fall in a

range plus or minus $26 billion from its predicted value. Most forecasters would

also regard this magnitude of potential error as unacceptably high. It should be

noted, furthermore, that this degree of accuracy could be achieved with the LR

model only if all parameters are known with certainty and if it were possible to

predict with complete accuracy the numbers of manhours lost due to strikes and

the level of stock prices three quarters ahead.

Predictions beyond the period of fit
Standard errors of the kind discussed above reflect the predictive characteristics

of the model within the period of estimation. A crucial test for a model, as Laffer

and Ranson are well aware, lies in its ability to forecast beyond the period of

estimation. In this respect, the authors sought to test their model-which was

fit to data through 1969-by predicting 1970 and comparing their results with

the actual values of the variables.
The nominal GNP equation did well in predicting 1970-with an error of only

$2 billion. The quarterly errors were somewhat larger-the root mean square error

was $8.5 billion (annual rate)-but the errors tended to be offsetting.
As a means of examining the predictive powers of the model further, the nominal

GNP equation was reestimated for the period 1948 through 1966. These results

were then used to forecast 1967, 1968 and 1969. The coefficients obtained from the

estimation for this shorter period were relatively similar to those for the full period

1948 through 1969.17
The results suggest that the LR success in forecasting 1970 GNP was fortui-

tous.ii The forecast for 1967 was $15 billion high; for 1968, $6 billion low; and for

1969, $15 billion low. In terms of four quarter changes, the error made in estimat-

ing the seasonally unadjusted change in nominal GNP from the fourth quarter

of 1966 to the fourth quarter of 1967 was $44 billion; the error from 19671V to

19681V was $22 billion; and from 19681V to 19691V, it was $13 billion.
For comparative purposes, the same test was made on the reduced form nominal

GNP equation in the St. Louis Federal Reserve Bank Model.19 That is, thQ St.

Louis equation was also reestimated through 1966 and based on those results,

forecasts for 1967, 1968 and 1969 were made.
In order to make the quarterly forecasts of nominal GNP for both models

comparable, certain adjustments were necessary. The St. Louis model employs

seasonally adjusted data, while the LR model does not. To make the results

comparable, the forecasts from the LR model were adjusted by applying the

seasonal factors used by OBE in seasonal adjustment for the period.2

13 The size of this standard error was incorrectly reported by the authors in the version of their paper
received at the Board in early February. In the table on p. 32 of that version the second column was ob-

tained by dividing the first column by 74 when in fact the correct procedure required multiplication by
,/4. In the. mid-Mareh version of the paper, this error dvas cuecrted without comment by the authors.

'7 The reestimated equation is:
ALY= .0317-. 1006 D,+. 0254 D2-. 0263 D3

(4. 6) (11.7) (2.3) (3.4)

+1. 235ALMi+. 1216ALG-. 0669ALG-i
(1. 4) (6. 2) (3.3)

-.0272ALG0- .0241ALG-3-.04S4ASH

(1.3) (1.2) (4.1)
+.0813ALS&P-i

(2.5)
1I The forecasts reported here were obtained from four quarter simulations beginning with the initial

conditions of the fourth quarter of the previous year. The LR model predicts growth rates; to convert to

levels, initial values of the levels are needed. Because the forecasting horizon is only one year in these ex-
ercises, the initial levels were reestablished each year. Thus the actual level of nominal GNP for 1966 IV
was used to project i967. Similarly, actual levels of nominal GNP for 1967 IV and 1963 IV were used to pro-

ject levels of GNP in 1968 and 1969, respectively. A similar procedure is used in testing the St. Louis model,
discussed below.

19 The SMP model was not included in this exercise because some of its equations were fit beyond 1967.
Its errors over the 1968-1969 period are generally lower than for the other two modest, but this may simply

be the result of using equations fit to data which include 1968 and 1969. Given the size of the model, it would
be impractical to reestimate the parameters of the equations for the shorter time period.

-s The annual forecasts for the LR model shown in the table, however, were derived by adding the four
seasonally unadjusted quarterly forecasts.
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TABLE V.-NOMINAL GNP, SEASONALLY ADJUSTED

ln billions of dollars-errors shown in parenthesesl

Actual St. Louis LR

1967:
I --------------------------------------------------- -.774.4 780.1 ( 5.7) 770.3 ( -4 . 1)I-I- 784.5 789.1 ( 4.6) 785.2 ( .7)III ------------------------------------------------------ 800.9 801.1 ( .2) 820.4 ( 19.5)IV ---------------------- ------------------------------ 815.9 816.0 858.8 42.9)

6-- * 834.9 835. 0 ( .1) 818.3 (-16. 6)
--------- -- - 7 ------------- -------- ----- ------- ----- 858.1 858.9 ( .8) 829.1 (-29. 0)II ------------------------------------------------ -l875.8 882.8 ( 7.0) 875.0 ( 8)IV 891.4 904.4 (13.0) 912.1 ( 20.7)1969:

------------------------- ---------------------------- -.907.6 909.7 ( 2.1) 897.9 ( -9.7)
--------------------------------------------------------. 923.7 926.9 ( 3.2) 902.8 (- 20. 9)

942.6 943.1 .5) 925.1 (-17 5)
A n attIV ------------ ------------ --- 951.7 958. 1 (6.4) 939.1 (-12. 6)Annuol totals:

1967 -.--------------------------------------------------- 793.9 798.6 2. 7) 808.9 ( 15. 0)1968 -------------------------------------------------- - . 865. 0 870. 3 (5. 3) 858. 8 -6. 2)1969 --- -------- ------- -------- ------- ------ 931.4 934.5 (3.1) 916. 0 (-15. 4)

It is apparent from Table V that the errors of the LR model are considerably
larger than for the St. Louis model in almost every quarter. Furthermore, the
errors in annual forecasts are also much larger. On the basis of this test, it would
appear that the performance of the LR model outside the sample period is weak.

2
'

Temporal Stability of the Model

As another test of predictive performance, temporal stability of the LR model
should be examined. That is, the following question should be asked: if the model
were fit to a different time period, would the results be significantly different?
Laffer and Ranson contend that their results are not sensitive to the sample
period used for estimation. This conclusion was reached by breaking the initial
period of estimation into two subperiods of equal length, and testing for structural
shifts.

To investigate further the question of temporal stability, the model was re-
estimated for two other time periods and compared with the original time period
used by Laffer and Ranson. In the LR model, the choice of time periods varies
according to the equation: for nominal GNP, the period is 1948 through 1969; for
prices, 1952 through 1969; for unemployment, mid-1948 through 1969; and for
real GNP, the authors selected 1952 through 1969 in the early February version
and 1948 through 1969 in the mid-March version. In each of the two reestimations
performed for this stability test, the same two periods were used for all equations;
1952 to 1969 and 1955 to 1969. The choice of the 1952-69 period was based on the
desire to estimate all of the LR equations over the same time span. The 1955-69
period was chosen to eliminate the possible effects of the Korean war and its after-
math on the relationships among the variables of the model.

The results are particularly interesting for the nominal GNP equation. These
are shown in Table VI below. Aside from a seasonal dummy variable, only the
coefficient for the growth rate of Ml is significantly different for the two subperiods
than for the total period. The coefficient for the growth in money changes mark-
edly-from 1.1 when the model is estimated over the period used by Laffer and
Ranson to .67 when the estimation period begins in 1955. The constant term, which
is composed of both seasonal and trend effects, rises as the time interval is short-
ened. The value of the constant term for the 1955-69 subperiod is significantly
higher than the value obtained over the full 1948-69 period. Thus, while the
money multiplier falls from 1.1 to .67 the implied growth trend in nominal GNP
and velocity rises.

21 The longer-run dynamic properties of the two models are also quite different. An experiment was con-ducted In which the two models were again started in 1967, but were allowed to run two years, rather thanone, without stopping. In terms of seasosally adjusted data, projected GNP for the fourth quarter of 1968was $13 billion too high for the St. Louis model and $69 billion too high for the LR model.
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TABLE VI.-EQUATION FOR NOMINAL GNP, USING DIFFERENT PERIODS OF FIT

1948-69 1952-69 1955-69

Coefficient T-statistic Coefficient T-statistic Coefficient T-statistic

Constant -0. 0320 4.9 0. 0391 5.1 0. 0466 4. 9
Dl --. 0975 11.9 -.110 10.7 -.114 9.1
D2 -0256 2.6 .0215 2.0 .0125 1.0
D3 -- 0294 4. 0 -. 0379 4.2 -. 0470 4. 1
ALM -1.106 5.4 .808 3.5 .667 2. 5
ALG -. 136 6.9 .136 3.7 .134 2.7
aLG --. 0688 3.3 -. 0022 .1 -. 034 .7
ALGA1 ----------------- -. 0399 1.9 -. 0298 .9 -. 048 1.0
aLG-2 ----------------- -. 0235 1.2 -. 0527 1.7 -. 042 .9
ASH-3 --. 0461 3.7 -. 0365 2.6 -. 021 1. 2
ALS&P-1 ---- :---- - .0680 2.2 .0628 1.9 .0623 1.7
R-2 --- .958 - - 964 - - .961
D-W -2.14 -- 2.07 -- 2.09
SE of E -. 013 .012 -- .013

The significance of changes of this magnitude in the coefficients for the money
variable may perhaps be best appreciated bv considering their implications for
forecasts of nominal GNP in 1971. In Table VII the coefficients for the money
variable for each time interval are shown along with the implied forecasts for
nominal GNP in 1971. In all three forecasts it was assumed that during 1971
there would be a 6 percent annual growth rate in the money stock and a 10 percent
annual rate of growth in stock prices. (This was one set of assumptions used by
Laffer and Ranson to make conditional forecasts for 1971 GNP in the early
February version of their paper).

TABLE VII.-NOMINAL GNP, LR MODEL RESULTS, CHANGING PERIOD OF FIT

Original
Laffer/
Ranson 1952-69 1955-69

Coefficient of the money supply -1.1 - .81 .67
GNP forecast for 1971 (billions) -$1,065.2 $1,048.8 $1,046.4

These results, indicate that the relationship between changes in the growth
of money and changes in the rate of growth of GNP, at least in the simple form
in which these variables are related in the LR model, has been highly unstable.2 2

V. IMPLICATIONS OF THE LR MODEL FOR ECONOMIC POLICY

The analysis thus far raises disturbing questions about the analytical charac-
Leristics of the LR model, its statistical properties, and its predictive performance.
These deficiencies impose serious limits on the use of the LR model for economic
policy making.

The usefulness of any econometric model for predicting the impact of change
in economic policy variables hinges crucially on the degree to which care has been
taken to avoid the problems of statistical bias discussed at length in a previous
section. Laffer and Ranson are apparently aware that this problem exists. They
note at one point that their results ". . . can only show statistical correlations
and do not purport to show cause and effect." 25 Also, they state that ". . . policy
use of the statistical relationships must also assume that the relationships among
the variables are basically the same now as in the past." 24

This is the crux of the issue, and it is particularly pertinent to an evaluation
of the use of the LR model for predicting the effects of monetary changes. It was
argued above that the statistical correlations of quarterly changes of nominal
GNP and the money stock found in the LR model reflect a line of causation run-
ning from GNP to money as well as the reverse. If that is true, then a policy

22 Even though there is a dramatic change in the values of the money coefficients, the ehange in the GN P
forecasts for the two subperiods is quite small. This is because the decline in the money coefficient is offset
by the rise in the trend term.

23 p. 31, niId-Nfarch version of the Laffer-Ranson paper.
21 p. 21, mnid-Marclh version of the Lalfer- Ranson paper.

I
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strategy that entails setting the growth rate of the money stock at a predetermined
level-in the expectation of achieving a desired growth path of nominal GNP-
could not be expected to yield the outcome predicted by the LR nrodel. Because
such a strategy prevents money from responding to GNP, it would violate the
precept that ". . . the relationships among the variables are basically the same
now as in the past."

Another serious limitation of the LR model for economic policy is the sparse
amount of information it conveys about the effects of economic stabilization
policies on prices. The price equation in the LR model relates current changes in
the GNP deflator to past changes in the deflator, to the level of the Treasury bill
rate, and to changes in the money stock. The effect of changes in the money stock
on the deflator, however, is not statistically significant. Changes in the Treasujry
bill rate do exert a statistically significant effect on prices, but the bill rate is
taken as an exogenous variable in the model. How the instruments of economic
stabilization policy affect the bill rate is not specified by Laffer and Ranson.

The LR model thus provides little information on how aggregate demand
policies might be employed to influence the rate of inflation. Such a deficiency
might be considered unimportant if the economy were operating far below its
full employment potential, and if prices, on average, were showing little tendency
to change. But it is a serious shortcoming in a model designed to assist policy
makers through a period in which inflation is a major national economic problem.

Like other monetarist models, the LR model gives much greater weight to the
role of monetary policy-and much less weight to fiscal policy-than many
economists would consider appropriate. Unlike other monetarist models, how-
ever, the LR model implies that the full effect of monetary policy is immediate.
Thus, in the LR model, fine tuning of the economy is not only quite possible, but
highly desirable as well. If nominal GNP growth differs from its desired value, it
can be corrected within a quarter. If the money stock grows insufficiently in any
one quarter, the effects of the shortfall can be completely offset in the next quarter.
Since there are no lags in monetary processes, there is no need for concern that
policy actions today may have undesirable effects 6 months or more later.

If, however, the LR model is incorrect, and there are substantial lags between
a change in money and its ultimate impact on the economy, pursuit of the fine
tuning policy strategy could be seriously destabilizing. Thus, if the value of nominal
GNP is below its desired level the LR model suggests that it is possible to make
up the deficiencY completely by increasing M] by the amount the model indicates.
Since the model does not recognize lagged effects of changes in money, policy
makers would be encouraged to increase the growth rate of the money stock
still more-if, in subsequent quarters, the growth of nominal GNP was still
below the desired rate. But if monetary processes work with a considerable lag,
the ultimate effect of the monetary expansion on GNP, once realized, would turn
out to be much larger than expected, and might occur at a time when economic
stimulation was no longer desirable. Reliance on a model that offers false hope
for easy correction of past mistakes could lead to economic disaster.

EXECUTIVE OFFICE OF THE PRESIDENT,
OFFICE OF MANAGEMENT AND BUDGET,

Washington, D.C., April 26, 1971.
Hon. WILLIAM PROXMIRE,

Chairman, Joint Economic Committee,
U.S. Senate,
Washington, D.C.

DEAR SENATOR PROXMIRE: Enclosed is a copy of the rejoinder to the James
Pierce paper prepared by Geza Feketekuty and David Ranson of the Office of
Management and Budget staff. This rejoinder addresses itself to the specific issues
raised by Mr. Pierce's critique of the Laffer-Ranson paper. It is submitted for
inclusion in the record of the hearing.

Sincerely yours,
GEORGE P. SHULTZ, Director.
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A REJOINDER TO THE PIERCE CRITIQUE BY G. FEKETEKUTY AND R. D. RANSON

SUMMARY

This rejoinder consists of an opening summary and three detailed sections.
The first section discusses the five major issues raised by the Critique of the
Laffer-Ranson (LR) paper prepared by James Pierce, as follows:

A. Interpretation of evidence on the monetary lag;
B. Methodology of seasonal adjustment;
C. Accuracy of conditional forecasts;
D. Statistical biases in the equations; and
E. Temporal stability.

The second section deals with specific points of fact and interpretation found
in the Critique. The issues raised in this section although individually not very
important, when taken together are quite important.

The final section of this rejoinder discusses the nature and purposes of empirical
models with specific reference to the discussion in the Critique.

Overall, we find the Critique subject to many factual errors, errors of interpre-
tation, and errors of omission. In each of the five major issues in the first section
of this rejoinder, the arguments advanced by the Critique are undermined by
critical factual and methodological mistakes. We, on average, do not feel that
the Critique by Pierce gives either a fair or a balanced picture of the LR model.

In a more specific vein, there are a number of important shortcomings which
pervade the Critique's discussion of the LR paper.

OVERSTATEMENT AND IMPRECISION

We find overstatement both in interpretation of the LR paper and in
presentation of criticisms. In the use of words, the marhsaling of data, and
in making technical disinctiouns, the Critique fails to be precise.

INCONSISTENCY

Criticisms are raised at different points throughout the Critique which are
sometimes inconsistent with each other. For example, arguments which in
some places are criticized along with the LR paper are in other places cited
as evidence against it.

Confusion of theory with empirical investigation. The Critique generally
fails to distinguish between theoretical suppositions and empirical results, as
well as the proper functions of each.

We are, however, happy to note that Mr. Pierce has not drawn attention to
any errors in the empirical results reported by Laffer and Ranson.

1. MAJOR ISSUES

A. Interpretation of evidence on the monetary "lag"
One aspect of the LR model to which the Critique devotes itself at great

length is the relationship between the rate of monetary growth and the rate of
change of GNP. First, the Critique attributes to the LR paper the statement
that "there is no lag," when in fact the LR paper finds "no evidence of lags." As
we see it, there is a difference between a universal statement and an empirical
observation on a specific set of data.

Second, the Critique asserts that "the Laffer-Ranson results thus differ sharply
from the theoretical and empirical conclusions reached by most economists."
Three studies are cited as providing evidence for lags ranging "from several
calendar quarters to several years." They are Friedman (1961), the St. Louis
Model, and the SMP Model. A closer examination will reveal that the evidence
provided does not in fact support the Critique's conclusion of a sharp difference.
Moreover, the Critique does not mention a number of studies which, like the
LR paper, find lags of less than one quarter in average length. The studies cited
by the Critique are discussed below.

Friedman (1961)-As the Critique points out, Friedman found that the "lags
between a change in money and the complete impact on nominal income are not

only long, but variable as well." However, this is not the correlation tested by LR.
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For the relationship discussed in the LR paper (that between changes in money
and changes in income), Friedman found "a lead for money of three to six months,"'
on the basis of "not very satisfactory correlations." [See Friedman: "The Lag in
Effect of Monetary Policy," The Optimum Quantity of Money and Other Essays,
page 253.]

St. Louis-By the criterion suggested by the Critique (the length of time
necessary for 50 percent of the impact to be felt), the St. Louis model shows an
average lag of less than one calendar quarter. According to the St. Louis results,
almost 90 percent of the effects are felt by the time two quarters have elapsed.

The Critique fails to mention a number of other studies on the same topic.
For example:

Tanner-[AER 12/69] finds that "the implied lag in monetary policy is ex-
tremely sho rt. In fact, the impact effect of a change in the money supply is about
equal to the long-run effect. The initial change in the money. supply is over 95
percent of the required long-run equilibrium change."

Bonomo and Schotta [Proc. A.SA., 1968] using spectral analysis techniques,
stated their conclusions as follows:

"The Tau statistics for the long-run cycle frequencies indicate that changes in
IP [industrial production] tend to lag changes in Ml or M2 by two months
(2.38 and 1.74 months, respectively). The Tau statistics for the other two wide-
bands indicate very short lags-only nine days or less. Given the digital interval
of our data, one month, we are inclined to view these very short lag estimates
(for the medium and short-run frequencies) with some suspicion, in spite of the
fact that the hypothesis that the true Tau lies in a confidence interval containing
zero can be rejected at the .95 probability level."

Shiskin and Moore-The LR paper also made reference to empirical findings
reported by Julius Shiskin and others by Geoffrey Moore, neither of whom
uncovered a significant lag relationship between the rate of change of money (Ml)
and the rate of change of GNP.

On the basis of this evidence, we cannot agree with the Critique that the LR
results "differ sharply" from the conclusions reached by most economists. More-
over, as with all empirical studies, the findings relate to the time period used for
estimation, the other variables included, the functidnal form selected, etc.

In addition to its examination of the empirical evidence, the Critique pursues
at great length a number of plausible theoretical arguments for a lag. However,
none of the casual theorizing outlined in the Critique makes an exclusive a priori
case for a lag of any specified duration. The existence of a long causal chain, for
instance, does not necessarily imply that considerable time must elapse between
the initial cause and the final effect in the chain.

B. Methodology of seasonal adjustment
The author-of the Critique criticizes the LR paper f or using seasonally un-

adjusted data. His arguments are not supported by the literature. We also find a
number of technical and methodological mistakes in his discussion of the seasonal
adjustment problem.

The Critique argues "that the use of seasonally unadjusted data in the LR
itodel introduces additional elements of bias that would not have been present with
seasonally adjusted data." (Our italics) This allegation is contradicted by a body
of literature some of which was cited in the LR paper. Quotations from a few of
these references include the following:

Lovell, J.A.S.A. 12/63, p. 1005
In conclusioq, it must be conceded that nothing in this paper has ruled out

the possibility that there exists some alternative class of stochastic model for
which the ratio to moving average procedure is preferable; but surely it
behooves any econometrician who would use data adjusted by this more
popular technique to demonstrate that this is indeed an appropriate approach
to the problem of estimating the parameters of his model."
Lovell, J.A.S.A. 12/66, p. 800

It is argued that dummy variables rather than data subject to prior sea-
sonal adjustment should be employed when time se~ries are utilized in estimat-
the parameters of a linear economic model.

Godfrey and Karreman, "A Spectrum Analysis of Seasonal Adjustment,"
Chap. 24 in (Martin Shubik, ec.): Essays i"n Mathematical Economics in
Honor of Oskar Morgenstern, p. 368.

If the data are to be used for the estimation of econometric models, it is
normally assumed that the seasonal variation is of interest and its contribu-



315

tion to the explanation of the variation of the dependent variables is provided
for through the use of seasonal variables and the application of the model
to unadjusted data.

Klein, An Econometric Model of the United Kingdom, Klein, Ball, Hazle-
wood, and Vandorne, Chapter III, p. 40.

There is, however, always a doubt in the statistician's mind after he has
corrected or adjusted a series for seasonal variation whether he has, in a
quantitative sense, taken too much or too little on this account. Moreover,
the problem of seasonal adjustment is an estimation problem, and most of
the adjustment techniques, being non-parametric in character, it is doubtful
how many degrees of freedom have been used up in the process. . . . An
advantage of [the use of explizit seasonal variables] is that we can see clearly
how many degrees of freedom are used up in taking account of seasonal
influences.

Malinvaud's econometrics textbook makes a similar statement on the degrees-of-
freedom problem.

In fact, we have been unable to find a single econometrics textbook that states
a preference for seasonally adjusted over unadjusted data.

In support of the allegation that bias is "caused" by the use of seasonally un-
adjusted data, the Critique makes the following a priori argument: "Because of
the evolving seasonal payment patterns in the economy, it is unlikely that a
single set of additive dummy variables captures all the co-seasonality of money
and GNP."

How this relates to the question of bias is explained on page 23: "The source of
the bias is not co-seasonality per se but rather changing co-seasonality." One
might think that the existence of significdntly changing seasonality would be a
testable hypothesis rather than a logically deducible fact, but the Critique pro-
vides no empirical evidence in support of its speculations.

The author goes on to assert that "if seasonal patterns in money and nominal
GNP change over time, the use of seasonal dummies inadequately deals with
co:seasonaiity."

This argument is misleading. More flexible dummy variable specifications can
be developed to take account of moving seasonality, and statistical tests for
temporal change in the net seasonality can be made. Such a test was reported in
the LR paper, and the differences were judged too small to justify a change in
specification. To carry the point even further, the GNP equation was rerun with
a flexible set of dummy variables. The results showed that there is no perceptible
change in the concurrent money coefficient, and the evidence for significant
lagged terms, if anything, becomes even weaker.

Finally, the Critique does not dicuss LR's reference to a paper written by
Rosanne Cole. To illustrate her point, we place side by side two series of quarterly
changes in seasonally adjusted GNP, one calculated by OBE (official) and the
other by the X-11 method (used for seasonally adjusting the money series).
These are sharp and serious discrepancies.

QUARTERLY CHANGLS IN GROSS NATIONAL PRODUCT, 194849

I II~~~~1 III IV

OBE X-11 OBE X-11 OBE X-11 OBE X-11

1948- 5.9 8.4 7.6 7.6 6.9 4.8 1.4 4.0
1949 -- 5.4 -6.8 -3.3 -1.2 1.9 1.2 -2.1 -4.0
1950 11.0 12.8 9.4 7.6 17.7 19.6 11.4 9.6
1951 13.5 14.0 7.8 8.8 7.0 7.2 4.1 2.0
1952 -2.6 4.0 -0.4 -0.4 6.5 5.6 12.1 12.8
1953 6.5 4.4 3.3 8.4 -1.7 -6.0 -5.0 -3.2
1954 -- 0.1 -1.6 -0.3 3.6 4.3 0 8.7 8.4
1955 -12.8 13.6 8.2 8.4 8.1 11.2 6.3 1.2
1956 -1.8 4.4 5.6 4.8 4.4 4.0 8.9 9.6
1957 -7.4 6.0 3.0 5.2 6.4 5.6 -4.8 -5.2
1958 -- -6.8 -6.8 3.6 4.4 13.1 12.4 13.0 12.8
1959 -9.6 8.4 12.9 16.0 -2.9 -5.6 6.5 7.6
1960 -12.5 12.8 1.7 0.8 -0.5 0.8 -0.9 -2.8
1961 -0.3 2.4 11.3 9.2 9.3 10.4 13.5 13.2
1962 -10.1 11.2 9.4 10.0 7.2 2.4 7.6 12.0
1963 -5.4 12.8 6.8 8.0 10.5 11.2 11.1 11. 6
1964 -11.9 13.2 10.3 7.6 10.9 7.2 6.2 13.2
1965 - 17.7 12.4 12.9 14.8 15.4 9.6 18.9 34.8
1966 - 19.5 14.4 13.8 13.6 12.6 5.6 41.8 10.4
1967 -3.7 13.2 10.1 9.2 16.4 14.8 15.0 10.4
1968 -19.0 20.8 23.2 24.0 17.7 3.2 15.6 23.2
1969 16.2 10.4 16.1 23.2 18.9 18.8 9.1 6. 0
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'C. The accuracy of conditional forecasts
In evaluating the accuracy of the LR model, the Critique disregards evidence

presented in the LR paper. Moreover, the comparisons made are inadequate and
present a misleading picture.

Three important tests on the accuracy of the model all showed encouraging
results.

Conditional forecasts of annual growth rates over past data.
The year 1970 (described as "fortuitous" by the Critique).
Absence of underestimation bias. It is well-known that a large number of

forecasting models tend to underpredict large changes.
The comparisons of quarterly GNP predictions made in the Critique are in-

-appropriate. The Critique compares quarterly predictions generated by the LR and
St. Louis models. The two models work with different dependent variables. Since
the LR model is designed to predict seasonally unadjusted GNP growth rates,
while the St. Louis model is designed to predict seasonally adjusted changes in
GNP, a comparison of GNP predictions on a quarterly basis is entirely meaning-
less.

The imposition of ex post seasonal adjustment factors to the unadjusted GNP
predictions of the LR model does not make them comparable with the St. Louis
predictions. The problem of seasonality in quarterly data is best avioded by com-
paring annual predictions, as was done in the LR paper:

For annual comparisons, the LR model is more accurate than the St. Louis
model on growth rates. However, it is true that over the 1953-1969 period the
St. Louis model is somewhat more accurate on the level of GNP. It is nonetheless
strange that a model which in most respects is very similar to the LR model is
itself used as the standard of comparison. This is particularly interesting sinec
the St. Louis model is criticized heavily throughout the rest of Piece's Critique.

The same non-comparability also arises in a comparison of the respective stand-
ard of errors of estimate for quarterly GNP. This is why the LR paper made
compairons between annual standard errors of estimate. If a quarterly comparison
must be made, a more reasonable comparison would be to standardize for the
standard deviation of the dependent variable. Based on the measures of accuracy
descirbed in the LR paper this means an equivalent error of $2.8 billion as opposed
to the $13 billion claimed by Pierce.

We see no basis for the statement in the Critique that "by standards prevailing
among forecasters, errors of this magnitude in predicting current dollar GNP one
quarter ahead would be considered very large."
D. Statistical biases in the equations

On page 16 of the Critique and elsewhere, the statement is made that estimates
of the correlation between the GNP and money variables may include "cause and
effect" relationships in both directions. This statement is correct and was explicitly
mentioned by LR many times.

All in all, there is no wholly satisfactory method of eliminating the problem
raised by the simultaneity issue. In order to solve the problem, complete a priori
knowledge of the true structure of the world would be necessary. No such claim
was made in the LR paper. The LR paper did attempt tof discuss several of thp
more plausible routes of endogeneity without finding important endogenous
elements.

In referring to purely empirical relationships, statements such as "the positive
response of money to GNP is a source of an upward bias in the coefficient of the
money stock variable," and "the bias overstates the role of the money stock in the
current quarter and thus understates the impact of lagged money variables," are
incorrect. The question of simultaneity bias arises only when the equations are
interpreted as estimating the parameters of a structural model. The LR paper
emphasized on many occasions that this is not its purpose. However, even if the
relationship were interpreted as estimates of a structural model, the above state-
ments made in the Critique are unproven, and, we believe, as general propositions
unprovable.

A somewhat different issue is raised on page 14 of the Critique where Pierce
states "authoregressions are often useful forecasting devices, but it is well-known
that they are a highly unsatisfactory means for determining the role other varia-
bles may play." In substantiation of this point, it behooves the Critique to present
additional tests, together with citations to the literature. In Johnston's Econo-
metric Methods (p. 212) in referring to equations with lagged dependent variables,
we found the following statement: "The answer is that the least-squares estimates
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will be biased, though if the disturbance term follows a normal distribution, they

will tend to have the desirable 'asymptotic' properties of consistency and
efficiency."

Another allegation of bias, perhaps "the inclusion of the Treasury bill rate in

the estimating equation further obscures the relation between prices and unem-
ployment," does not seem to be borne out by the data. Omission of the bill rate
still leaves the unemployment rate with a statistically insignificant coefficient.

E. Temporal Stability
A fifth major issue raised by the Critique concerns the question of temporal

stability of the coefficient estimates. The author selects two shorter time intervals
over which to reestiinate the GNP equation, and draws attention to what he

asserts to be "the significance of changes . . . in the coefficients for the money
variable."

Unfortunately, he fails to make the appropriate significance test for a shift in
the money coefficient. When the correct test is carried out, the difference in the
estimates is not significant, given the standard error.

At a later point referring to the same shift, the Critique admits that "even
though there is a dramatic change in the values of the money coefficients, the

change in the GNP forecasts for the two subperiods is quite small." Thus on
statistical and other grounds it is hard to see why this shift is "significant."

11. SPECIFIC ERRORS OF FACT AND INTERPRETATION

In addition to the major issues raised by the Critique which were described

earlier, there are a number of smaller errors and weaknesses. Although the less
importance, these errors are important in evaluating the quality of the author's
analysis.

1. Perhaps the most blatant misstatement is in footnote 17 on page 26:
"The size of this standard error was incorrectly reported by the authors in the

version of their paper received at the Board in early February. In table on p. 32

of that version the second column was obtained by dividing the first column by

V4 when in fact the correct procedure required multiplication by -xF4. In the mid-

March version of the paper, this error was corrected without comment by the
authors."

As a matter of fact, the size of the standard error was not incorrectly reported.
A careful reading would have shown that the "standard error" in the first draft

of the LR paper was the "measured standard deviation of the annual average
error, measured at quarterly rates," while in the second draft it was referred to as

the "measured standard deviation of the annual average error." The difference is

also made clear in the column headings of the two respective tables.
Another factual error is found in the statement on the top of page 27: "The

standard error of prediction for the percentage change in nominal GNP four
quarters ahead is .0262."

As reported in the LR paper, the standard error of predic+ion in norriniaL
GNP four quarters ahead is .02iY. The difference between this and the .0262

figure was explained in the LR paper.
2. In the first several pages of the Critique, two incorrect statements are made

about the.nature of the LR model.
First, on page 1 it is refer-red to as a "reduced form model." A reduced.form

model is one where the endogenous variables are regressed on the exogenous
variables. The LR model is not reduced form model.

On the following page, the statement is made that "the money stock and
Government spending are taken as exogenous." At several points in their paper,
LR made special note to say that they were unable to determine whether Gov-

ernment spending or the money stock are, in fact, exogenous or endogenous.
Section F, "Exogeneity or Endogeneity of Money" (pp. 28-32) of the LR paper
discusses this point at length and concludes that "It is again important to note

that the results can only show statistical correlations and do not purport to
show cause and effect." Obviously the money stock and Government spending
are not taken to be exogenous in the LR paper.

3. On page 13, the Critique states that "to deny such a proposition [a tradeoff
between unemployment and inflation in the short run] would come close to ruling

out any possibility of controlling inflationary pressures through aggregate demand
management." A finding that the results "do not confirm the existence" of the
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tradeoff surely does not permit such far-reaching interpretations. It is an empiricalstatement. The statement does not rule out the possibility that perhaps inflationresponds to factors other than unemployment only.
4. On page 5, the Critique states:"Laffer-Ranson also find that an increase in the rate of growth of Federalpurchases bf goods and services has a relatively small, though statistically signifi-cant, effect upon the rate of growth of nominal GNP in the same quarter. However,in the three succeeding quarters, the effect is reversed. Over a span as long asone year, a change in fiscal policy (represented by Federal purchases) has noeffect upon nominal GNP.
"A conclusion that fiscal policy has no lasting effect on nominal GNP is con-sistent with an extreme monetarist view that the ratio of nominal GNP to themoney stock is largely independent of changes in the level of Federal spending ortaxation (and also of changes in private propensities to spend)."These comments do not accurately reflect the role of the explicit fiscal policyvariables in the LR paper. On page 16, LR show that in terms of percentage ofexplained variance the concurrent fiscal policy variable is more important thanthe money stock variable. The same statement holds in terms of "t" tests ofstatistical significance. When all the fiscal variables are grouped together, theyexplain about twice as much of the variance as does the money variable. In thisrespect, fiscal policy has had a substantial effect on the velocity of money-as

would be expected.
5. On page 4, the Critique incorrectly states as follows: "The authors interpretthe efficient-markets hypothesis to mean that market prices accurately reflectfuture economic events. For example, stock prices are assumed to provide thebest (unbiased and minimum variance) forecasts of future real income andinterest rates are assumed to offer the best forecast of future rates of inflation."
The LR actual statement was:"Efficient Markets theory holds that, at any moment in time, all market trans-action prices reflect the best currently available information. All extraordinaryanticipated profit opportunities are presumed to be bid away by private interests."This theory is the very essence of profit maximization. One implication is thatthe current market value of all equities represents, in part, the present value ofunbiased efficient forecasts of future economic returns. Another implication is thatinterest rates, in part, reflect an unbiased efficient forecast of the future rate of]nflation. To the extent that market participants possess information about thefuture, adherents of the Efficient Markets position hold that the value of thisinformation will already have been incorporated into stock prices and interest

rates as well as other prices."
Upon careful reading, the difference between these two statements proves to be

quite substantial.
6. On pages 11 and 12, the Critique pursues a fairly lengthy discussion of interestrates, inflation and Government spending. The argumentation doesn't seem torecognize the distinction between real rates of interest and nominal rates ofinterest. In asserting that "rising interest rates do tend to curb private expendi-tures," the author should be referring to real rates, but in pointing out that the"Treasury bill rate does appear in the equations for real GNP and the deflator,"he should be referring to the inflation premium.Moreover, it is somewhat contrived to speculate about the role of interest ratesand then in two consecutive sentences to say:"Evidently, changes in interest rates are not the mechanism. Interest ratesshould not and do not appear in the nominal GNP equation....Finally, we must re-emphasize that the LR paper is empirical. Over the periodof analysis, the growth rate of nominal GNP and the concurrent rate of change ofthe GNP deflator are for all practical purposes uncorrelated.7. The Critique in one secti6n states that "it appears that the use of seasonallyunadjusted data in the LR model introduces additional elements of bias thatwould not have been present with seasonally adjusted data." In direct contra-diction to this statement foundtwo pages later the Critique states "Further anarticle by Jorgenson suggests that while parameter estimates obtained using sea-sonally adjusted data are biased. ...

Ill. THE NATURE AND PURPOSE OF EMPIRICAL MODELS
A major shortcoming of the Critique is the failure to distinguish betweenempirical and theoretical models and their respective purposes. The LR paperpresented an empirical model which provides a means of estimating and testingstatistical relationships among key economic variables for the postwar U.S.
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economy. By nature, an empirical model should not contain complicated relation-
ships-however, desirable they may be for theoretical completeness-if they
cannot be tested with the available data.

In order to provide a broader basis for interpreting the results of an empirical
model, elements of correspondence were established with theoretical models.
Theoretical models are logical constructs that provide a framework for relating
a number of variables to each other.

In order to be judged successful, the elements of an empirical model should meet
the prespecifid standards for statistical acceptance, and should also be consistent
with theoretical models that satisfy basic logical principles. While consistency
with other empirical observations and theories would be reassuring, the lack of
such consistency does not invalidate the results. Rather, it should provide a basis
for investigating the reasons for such differences.

In light of the above, the Critique is off the mark in a number of ways. The LR
model was not an attempt to "boil down" the "wealth" of complex theoretical
relationships encompassed by the Keynesian, quantity theory, and efficient
markets literature into three or four reduced form equations, as the Critique
contends. The three bodies of theory provide a broad framework for the construc-
tion of empirical hypotheses that are within the reach of statistical testing.
These same bodies of theory then provide the logical equipment for interpreting
the empirical results obtained. The computations did not constitute tests of the
theories themselves. Essentially, the model brought to our attention statistical
relationships among economic variables which are considered important by policy-
makers.

Data limitations provide a powerful argument for simplicity in constructing
empirical models. Since the context of the postwar U.S. economy provides less
than a hundred quarterly observations on the growth rate of GNP and other
variables, an empirical model based on this period has only a limited number of
degrees of freedom with which to work. Moreover, the data are subject to measure-
ment error. Within these limitations, it is hard to see how any purely empirical
investigation could capture any large or complex set of relationships among
these variables.

Empirical models by themselves cannot show causal relationships among the
variables, but only statistical correlations. The Critique credits the LR paper with
recognizing this qualification which has to be considered when interpreting empiri-
cal models such as the LR model. Nonetheless, the discussion of this issue else-
where in the Critique is carried on as if LR had failed to make this point clear
and thus leaves the impression that somehow LR are guilty of making extravagant
claims.

The inability to demonstrate causal flows between policy variables and variables
that serve as proxies for economic objectives, makes it inappropriate to place
sole reliance on any empirical model. However, because sole reliance should not
be placed on empirical -models does not mean that they are useless to the
policyrmaker.

For the economist and policymaker alike, a model is unly one device among many
in helning to understand and interpret economic events. A great deal of unquantifi-
able information should and will naturally be brought to bear in utilizing the
statistical results of any empirical model.

In the Critique, mention was made that if the empirical results of the LR model
were not to continue and if policy followed the LR implications, then economic
"disaster". could result. The reverse is likewise correct. If the LR results are
correct and policymakers ignore the implications less than optimum behavior
could result.

As the Critique sees the U.S. economy, lags between changes in the money
supply and changes in GNP do exist. It also argues that monetary policy has
been passively responding to current changes in aggregate demand "over nearly
the entire sample period covered by the LR model." If these two statements are
true, a rise (or fall) in aggregate demand would lead to an increase (decrease) in
the money supply which after a time would elicit a further rise (fall) in aggregate
demand and so on. The money supply would, in effect, be.chasing GNP, which
would run faster because of the chase. This sequence of events presents a picture
of imposed economic instability.

If Mr. Pierce's description is correct, his paper stands as a damning criticism
of postwar monetary policy.
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