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THE ECONOMICS OF NATIONAL P.RI'ORITIES

TUESDAY, JUNE 1, 1971

Congress oF THE UNITED STATES,
SURCOMMITTEE ON PRIORITIES AND ECONOMY IN
GovernMENT OF THE JOINT Economic COMMITTEE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10:05 a.m., in room
1202, New Senate Office Building, Hon. William Proxmire (chair-
man of the subcommittee) presiding. .

Present: Senator Proxmire and Representative Conable.

Also present: John R. Stark, executive director; James W. Knowles,
director of research; Loughlin F. McHugh, senior economist; Ross
F. Hamachek, Richard F. Kaufman, and Courtenay M. Slater,
economists; Lucy A. Falcone and Jerry J. Jasinowski, research econ-
omists; 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. This is the third consecutive year that the
Subcommittee on Priorities and Economy in Government has con-
ducted hearings on the subject of national priorities. In the present
inquiry we hope to highlight what we consider to be the more impor-
tant economic issues and to conduct an intense examination of the
composition of the Federal budget. It is clear that whatever is said
about national priorities must be measured against what is actually
done in the budget.

To obtain a reordering of priorities a major change has to occur
in the allocation of resources. The administration claims this has been
done, that our priorities have been changed dramatically in the past
2 years. A close look at the budget indicates otherwise.

For one thing, there can be no shift from a wartime to a peacetime
economy while the Nation is still burdened with a wartime defense
budget.” Two years ago the defense budget was about $80 billion.
This vear the administration is once again requesting an $80 billion
defense budget. Even taking inflation into account, such an enor-
mous outlay for military purposes is not consistent with the claim
that we have successfully managed the transition from war to peace.

In this vear’s annual report of the Joint Economic Committee the
concept of defense was expanded to include all expenditures related
to national security, whether funded through the Department of De-
fense or not. The national security budget was ‘then totaled for the
years 1965 and 1968 through 1972. What we find is a most disturbing
picture.

(1)
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The national security budget went from an already high level of
$71.6 billion in 1965 to $103.6 billion in 1968 and then to $106.1 billion
in 1969. Since 1969 national security outlays have fluctuated between
$105 and $107 billion and now promise to resume the upward climb.
Requested budget authority for 1972 is $111 billion.

Perhaps a peacetime economy is no longer an attainable goal, given
the state of military technology and the international environment.
Personally, I do not believe this to be the case. But if the adminis-
tration believes it, then the American people ought to be told.

An analysis of the major changes in overall budget outlays for fiscal
year 1972 suggests that the administration is moving at glacial speeds,
1f at all, to reorder national priorities. Of the $22 billion available for
shifting in 1972—over and above what is required to continue funding
programs established in prior years—$12 billion is being used for
programs that cannot be controlled through the budgetary process,
such as pay increases, social security, and previous commitment and
contracts for housing subsidies and urban renewal.

That leaves only $10 billion for programs that can be controlled
through the budgetary process. Of this amount, $1.5 hillion has been
earmarked for the Department of Defense, $4 billion for revenue
sharing, and the remainder for welfare reform, school desegregation
and contingencies. .

Our witnesses this morning are eminently qualified to discuss these
matters.- Indeed, they have already done so in brilliant fashion in the
study entitled, “Setting National Priorities, The 1972 Budget.” The
coauthors of the book, Charles L. Schultze, Edward R. Fried, Alice
M. Rivlin, and Nancy H. Teeters, are all distinguished and well-known
economists who have served in public office and are presently on the
staff of the Brookings Institution.

-I have your statements before me, and T am of course familiar with
your book, so why don’t you proceed from left to right with your in-
troductory remarks. :

STATEMENT OF CHARLES L. SCHULTZE, SENIOR FELLOW, THE
BROOKINGS INSTITUTION

Mr. Scauurze. Thank you, Mr. Chairman.

All of us are pleased to have the opportunity to discuss with yon
this morning our recent study of national priorities, centered around
the President’s 1972 budget proposals. With your permission, it might
be most helpful to the committee if each of us spent 5 to 10 minutes
summarizing particular aspects of our study. We would then be pre-
pared to answer questions on the points. covered in our testimony or
on any other matters discussed in the study.

Mr. Fried will cover the area of foreign policy and national
defense; Mrs. Rivlin, the arca of human resource programs: and
then Mrs. Teeters, the areas of housing policy and social security.

I would like to lead off with an overall summary, relating the
problem of setting priorities to the budgetary situation, both the short
run and the long run.

- " Necessarily the President’s budget describes only one set of alter-
natives: those the President is recommending. To make intelligent
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choices, however, the Congress needs to review a wider spectrum of
alternatives. There are alternatives with respect to the objectives the
Nation should pursue, there are alternatives with respect to how much
resources should be devoted to each objective, and there are alter-
native ways of trying to achieve those objectives. In our study of
setting national priorities we have not attempted to construct a set
of budgetary proposals as a single alternative to those recommended
by the President. Rather we have sought to identify the major choices
which the President is asking the Congress and the American people
to make; to describe some alternative choices which might be magl)e,
to analyze the more important consequences, both short and long run,
of accepting one or the other alternative; and finally to spell out
some of the criteria which should be considered in choosing among
the various alternatives.

Several major features emerge from an analysis of the 1972 budget:

First, its overall fiscal impact on the economy is perhaps best
described as natural; it provides approximately for a balanced full
employment budget in both 1971 and 1972.

Second, like budgets of recent years, a significant fraction of the
growth in expenditures—about $12 billion, as the chairman men-
tioned—from 1971 to 1972 will reflect built-in escalation, due to ris-
ing prices and wages, growing numbers of beneficiaries on social
sfecurity and public assistance rolls, rising workloads, and similar
actors.

Third, income maintenance programs of all kinds have become
the largest single element of Federal expenditures, growing at about
$10 billion a year in the past 2 years, as a result of built-in growth
factors, sizable increases in social security benefits, and the adoption
by the administration of an income maintenance strategy as the chief
instrument in the war on poverty.

Fourth, budgetary savings from Vietnam withdrawal continue in
1972 to be eaten up by the impact of rising wages and prices on the
defense budget and to a lesser extent by increasing support and pro-
curement costs for the baseline (non-Vietnam) forces.

Fifth, the bulk of the 1971 to 1972 expenditure increases, not
absorbed by built-in growth, is devoted to three major areas: Revenue
sharing, social security benefit increases, and non-Vietnam defense
programs including the first step toward a voluntary army. The other
major new- initiative—the family assistance plan—will not have a
maior budgetary impact until 1973. Lo

We have attempted to look further ahead by projecting the budg-
etary outlook through 1976. Revenues were projected on the assump-
tion of a return to full employment sometime before 1973, and the
continuation of existing tax laws. The expenditure projection esti-
mates the future costs of existing programs and of those proposed by
the President in his 1972 budget. Tt allows only for built-in growth
die to such factors as rising wages and prices and growing numbers
of beneficiaries on social security and public assistance rolls. It does
not allow for the substantive expansion of existing programs or for
the introduction of new ones. Tt is. in other words, an estimate of the
future costs of existing and Presidentially proposed programs and
policies.
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The difference between revenues and expenditures so projected is the
“fiscal dividend”—the excess of revenues yielded by existing tax laws
over expenditures necessitated by existing and Presidentially proposed
programs. It is an estimate of the net amount available from economic
growth and Vietnam withdrawal which can be available for under-
taking new Federal activities, for cutting taxes, or for holding as a
budget surplus.

On the basis of our estimates there will be no fiscal dividend be-
tween now and 1974—that is, the growth in expenditures under exist-
ing and currently proposed programs will equal the growth in revenues
and the savings from Vietnam withdrawal. In the subsequent 2 years,
between 1974 and 1976, revenues will rise modestly more than expendi-
tures, so that by 1976 there may be a $17 billion fiscal dividend.

But this $17 billion is only slightly more than 1 percent of the then
projected gross national product. While the Federal Government in
total will be absorbing more than 20 percent of GNP, only 1 percent
out of the 20 percent will be available for new initiatives, and even
that s];nall amount won’t begin to appear until at least 2 years have
gone by.

The fiscal dividend which would emerge after 1974 is not only small,
it is very “delicate,” in the sense that it may easily disappear and not
be available for high priority uses. Practically all of the fiscal dividend
in 1976 will show up as a surplus in the social security trust funds. If,
as has often happened in the past, the Congress seizes upon the grow-
ing surplus in the trust fund to increase the level of social security
benefits by more than cost-of-living increases warrant,! the social secu-
rity trust fund surplus, and hence the fiscal dividend, will be reduced
or disappear.

These projections lead to several implications. First, over the next
4 years, the combination of tax reliefs granted in the 1969 Tax Reform
Act and expenditure programs already on the books or proposed in the
President’s 1972 budget will use up almost all of the resources becom-
ing available in a relatively painles manner through economic growth.
and the winding down of the Indochina war.

Major new Federal initiatives to meet high priority national objec-
tives will have to be primarily financed either through tax increases
or through reductions in spending on existing programs.

Second, to the extent that the current high levels of unemployment
call for additional budgetary stimulus this year, measures should be
chosen which do not imply either a permanent reduction in tax reve-
nues or a long-term increase in spending, unless the items selected for-
spending are of such very high priority that we are willing to see them
eat into the very slim fiscal dividend projected for the mid-1970’.

On the basis of these criteria, permanent tax reductions such as de-~
preciation liberalization or expenditure programs such as accelerated
public works—which result in added outlays only after a substantial
time lag—are very poor choices.

_In conclusion, let me mention findings of our priorities study in spe-
cific program areas which my colleagues will not cover in their
testimony.

* The projections already allow for increases in soclal security benefits to match cost-of-
Iving tncervases. :
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With respect to water pollution control programs, we point out that
‘current Federal policy, and most of the proposals, but not all, cur-
rently under consideration by the Congress, emphasize the setting and
judicial enforcement of standards and the provision of grants for
municipal waste treatment plants. But these policies and programs
neglect almost completely the development of economic incentives to
induce industrial pollutors to reduce the pollution content of their
waste discharges. Evaluations of past performance in this area, and
projections of the future magnitude of water pollution problems all
emphasize industrial pollution as the major problem. The levying of a
tax on pollutors, proportional to their waste discharges, would provide
a powerful incentive for them to minimize pollution. Yet such a highly
-effective approach is seldom given much of a hearing by those devising
pollution policy.

Our priorities study also cites the results of an independent projec-
tion of water pollution wasteloads over the next 30 years. This projec-
‘tion shows:

First, that with present technology, wastes generated will grow
alarmingly over the period.

Second, that secondary treatment of wastes could sharply reduce
this wasteload.

Third, that the cost of uniform secondary treatment of all wastes
would be very expensive indeed, reaching $28 billion per year in 1980
and $55 billion annually by the year 2000. This emphasizes, again, the
priority which should be given to providing incentives to industry
to change their internal processes to generate smaller wasteloads.

In the area of Federal transportation policy our study brings out
one major point. The highway trust fund generates about $1 to $1.5
billion more in revenues each year than is meeded to complete the
Interstate Highway System and to carry out other federally aided
highway programs at the rate contemplated when the trust fund was
established.

What should be done with this annual “surplus” in the trust fund?
Should it be automatically utilized for increasing the annual rate of
highway construction, or should some means be found to make a con-
scious priority decision about the purposes to which these revenues
should be directed? Only through a deliberate review of the highway
trust fund program can the Congress come to grips with this question.

In our view, there is no good argument for automatically allowing
a major increase in highway spending to occur, simply because the
trust fund revenues exceed current expenditure levels. A conscious
priority decision should be made.

If I may, Mr. Chairman, I would like to turn it over to Mr. Fried
who will discuss the area of foreign policy defense budgets.

Chairman Proxyire. Fine.

Mr. Fried, will you proceed, sir.

Mr. Frrep. Thank you, Senator.

STATEMENT OF EDWARD R. FRIED, SENIOR FELLOW, THE
BROOKINGS INSTITUTION

Mr. Friep. Mr. Chairman and members of the committee, this year’s
defense budget is the first to reflect force structure decisions arising
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out of two major foreign policy developments: The judgments flowing
from the Nixon doctrine and the influence of the strategic arms limita-
tion talks with the U.S.S.R.

We have tried, therefore, in the priorities study to outline the for-
eign policy outlook associated with the defense budget as well as other
defense policy considerations that have gone into the administration’s
review of strategy and force levels over the past 2 years.

The results of that review, at least as they are reflected in the fiscal
year 1972 defense budget, can be summarized as follows:

For strategic forces, the maintenance of a diversified strategic de-
terrent composed of sea-based missiles, ABM-protected land-based
missiles and bombers along with the continued installation of new
weapons systems to increase the capability of the deterrent. Other ad-
vanced systems are under development but the decision to procure
them is left open.

The cost of this force is fairly stable—roughly one-fifth below the
pre-Vietnam level of expenditures for strategic forces, as measured in
dollars of constant purchasing power. Whether we move toward a more
rapid pace of modernization—and of course higher strategic budgets
th'lat would go with it—will depend in part on the results of the SALT
talks.

For baseline or peacetime conventional forces, a significant cutback
of three divisions, two carriers. and five Air Force and Navy wings
from the pre-Vietnam level. This change—the result of a reassessment
of strategy—means in effect a reduction in forces maintained for Asian
contingencies. Despite this sizable rednetion in eombat nnits. however.
the estimated cost of general purpose forces is slighlv higher than the
pre-Vietnam level—again measured in constant dollars.

For Vietnam, the prospect is for a continued decline in the cost of
the war. Savings from the further withdrawal of troops will be offset
onlv in part by increased military assistance in Indochina. In terms of
national priorities, the important point is that two-thirds of the savings
from Vietnam are already behind us.

We cannot look to the phasing down of the war as a major future
source of funds to finance other programs. If there is to be a major
shift of expenditures from defense to nondefense needs—or indeed
the reverse—it will depend for the most part on how we assess future
requirements for peacetime forces and on the efficiency with which we
meet, those requirements.

As part of the projection of the budgetary outlook and the fiscal
dividend, we have attempted to price out the current defense posture
over the next 5 years, along with some alternative defense budget
options. We do not claim great precision for these estimates: They are
at best rough approximations. Their purpose is solely to clarify the
choices that lie ahead.

These projections indicate that the cost of the current defense pos-
ture would rise from $79 billion (in total obligational authority) in
1972 to $88 billion in 1976. in current dollars. In other words, the re-
maining savings from ending the war would be more than offset by
pay and price increases, by the additional cost of the volunteer service.
and, by implication, the cost of new weapons. At that level, the defense
budget would be about 6 percent of GNP compared to 7 percent today.
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- This is not a prediction of present probabilities—but merely the
projected cost of current forces, excluding the additional forces created
specifically for the Vietnam war. ’

For comparison we have outlined two alternative defense budgets—
one lower and the one higher than the current defense posture. They
by no means represent an extreme range—to the contrary, each would
be consistent with differing interpretations of the Nixon doctrine.
Considerably lower as well as higher budgets could be derived from
the wider alternatives spelled out in the book for both strategic and
conventional forces. ‘ ’ o

The low budget option by 1976 would be approximately $76 billion,
or roughly 5 percent of GNP at that time. Essentially it would he
consistent with an austere interpretation of the Nixon doctrine. It
would finance a diversified strategic deterrent—with retention of
warning and detection systems and continuation of measures to pro-
tect land-based missiles and bombers. The significant changes would
be the elimination of the existing air defense system, postponing pro-
curement decisions for new systems to the late 1970’s, and phasing in
renlacements during the 1980’s. °

For conventional forces, this bndget would support a more literal
interpretation of the one and one-half war strategy—that is, a further
reduction in forces for Asia and greater reliance on Europe-oriented
forces to deal with any crises in the Asian region. It would require a
further reduction of perhaps three Army divisions, two carriers, and
seven Air Force and Navy wings. The pace of weapons modernization
would have to be reduced from present levels. .

The high budget option, on the other hand, would come to $96 bil-
lion by 1976-—which would mean continuing defense expenditures at
the current ratio of roughly 7 percent of GNP, It would finance a more
rapid phasing in of new strategic systems and a faster pace of con-
v&en,tional weapons modernization—particularly for the Air Force and
Army.

A further issue worth noting is the changing relationship between
combat and support forces and the important implications this could
have for defense spending—over and above the budget options noted
above. What seems to be happening is that the support base or the
defense overhead is not going down commensurately with the reduc-
tion in combat units. The consequences can be seen for each of the
services in the relationships between total manpower and total budget
co}.?ts on the one hand, and the number of force components on the
other. ' -

In each case, the implied budget cost of an army division, or a ship,
or an active aircraft, in dollars of constant purchasing power, is con-
siderably higher in 1972 than in 1964. Also in each case the total man-
power associated with each force component is higher, and this, of
course, is a fundamental reason why budget costs are up. -

The indices are crude and the implications oversimplified, but the
budgetary consequences seem to be significant. The stickiness of over-
head costs. for example, could be an important redson why the cost
of the baseline conventional force did not go down despite the reduc-
tion in combat units. In part, the explanation may lie in'the difficulty
of moving very fast in pruning the defense structure in a situation
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“where military manpower is being reduced by almost one-third in
"the space of 3 years. '

Nevertheless, 1t flags an important problem—the need to keep close
watch on the defense overhead as the Vietnam pipeline dries up and
related adjustments are made in military manpower needs.

Finally, a few conclusions may be worth noting régarding foreign
assistance programs, which are also examined in the international
affairs section of the priorities book. We estimate the total foreign
assistance requested this year at $7.5 billion, of which almost $4.5
billion is for security assistance. The bulk of this security assistance
tl)s (Iljelated to the war and financed in large measure in the defense

udget.

A surprising fact regarding ‘foreign assistance programs is the
degree to which they have stayed in a range of between $6 and $8 billion
a year—measured 1n’ 1972 dollars—over more than two decades. -

What has shifted dramatically has been the distribution as between
security and development assistance. During the Marshall plan period
and during the first half of the 1960, the emphasis of the program
was on development assistance. During the 1950’ and following active
United States involvement in Vietnam during the 1960’s, the stress
has been on security assistance. My personal bias is reflected in the
hope that over the 1970’s we will once again see the need to accord
priority ‘to development assistance, both as a means of ‘promoting
security in the broader sense and as an appropriate way to conceive
of United States responsibilities in a troubled world.

Thank you.

‘Chairman Proxmire. Thank you, Mr. Fried.

And now-Mrs. Rivlin. -’

Will you proceed, please.

STATEMENT OF ALICE M. RIVLIN, SENIOR FELLOW, THE
BROOKINGS INSTITUTION

Mrs. Rivuix. Mr. Chairman, these few pages will attempt to sum-
marize briefly for the committee the major questions raised in the
chapters of “Setting National Priorities: The 1972 Budget” that deal
with revenue sharing and with human resource programs (chapters
'6-11). The emphasis in-these chapters is not on the relative priority
to be attached to various overall goals—such as health versus welfare,
or defense versus alleviation of poverty. Rather, it is on the choices
among means of achieving such widely accepted goals.

If there is a theme running through these chapters, it is the great
difficulty of designing public programs when several objectives are
sought at once. It 1s difficult, for example, to find a way of transferring
funds to State and local governments when one objective is to increase
the ability of these governments to fill locally perceived needs and
another is to insure that national priorities are met.

It is difficult to design an income maintenance system when one ob-
jective is to help the neediest and another is to encourage work. It is
difficult to design a health financing system when one objective is to
improve the access of individuals to needed medical care and another
is to hold down the cost of care for everyone.
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The following are some of the ‘questions that must be discussed and
debated by the Congress and the public before the particular set of
programs proposed in the 1972 budget can be accepted or rejected.

The first question is: Is general revenue sharing the best way to aid
State and local governments?

The budget proposes earmarking a proportion of Federal revenues
for distribution to States and localities—no strings attached. The ques-
tion at issue is not whether State and local governments should receive
additional Federal funds, but whether we need this new mechanism.
The book éxamines three arguments for general revenue sharing. The
argument that general revenue sharing is necessary to meet a general
and continuing State and local fiscal crisis is found weak.

Unless.they raise their tax rates further, State and local govern-
ments in the aggregate seem likely, by 1976, to be short about $10 bil-
lion needed to pay for likely expenditures. But this gap is of modest
proportions (less than 4 percent of expected State and local expendi-
tures) and could be filled by a variety of means. o .

Aggregates can be misleading, of course. Some State and local gov-
ernments, especially big cities, are in much deeper trouble than others,
but general révenue sharing is not obviously an appropridte means of
channeling Fedetal revenues to meet the special needs of ‘big cities.
The. current pressure on State and local budgets caused: by-the com-
bined: impact of recéssion and inflation is undoubtedly .severe, but

again the 'revenue sharing device is not easily adapted to alleviating
these shortrun-cyclical problems. - ' :
The argument that revenue sharing would return “power to.people”
and.give local goverriments more control over their spending is a sepa-
rate argument’ whose persuasiveness depends partly -on the weight
given to local as opposed to national priorities. It is also argued by the
proponents of general revenue sharing; that revenue sharing would
help redistribute resources toward needy areas and needy people.
The validity of this argument depends on what.is seen as the alter-
native to revenue sharing. Compared with a-cut in Federal taxes of
equal magnitude, revenue sharing is likely to result in more public
services in poorer areas financed from less regressive taxes. But if
revenue sharing is séen as-ah alternative to increases in other Federal
grants, the answer is not so clear. It depends on what is given up and
how the ‘revenue sharing funds are distributed. Several alternative
formulas are considered in the book. . o
The second question: Is special revenue sharing the best way to
reform the Federal grant system ? o '
The budget proposes consolidating 130 separate grant programs into
six grants for broad purposes like “education” and “transportation.”
There isno question that the Federal grant system needs reform. There
are now far too many grants. Many are obsolete and the whole stuc-
ture is complex and expensive to administer. The administration could
have recommended: pruning out and consolidating superfluous grants
or giving State and local governments flexibility to transfer some funds
from one category to another sb long as they met the requirements
of the programs they selected. In fact, the special revenue sharing
proposal goes much further. S o
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State .and local governments would have far more discretion than
they.do now over the use of Federal funds. Indeed (with the excep-
tion of education where considerable specificity is retained), the six
purposes are so broad that special revenue sharing seems unlikely to
differ much from general revenue sharing except that some of the
six formulae would favor cities, others would favor small towns.

Hence, enactment of the special revenue sharing proposals might
have important effects on the congressional process and the role of
lobbies ‘and ‘interest groups. Congressional appropriation decisions
would become less important in determining what the funds were
spent for and would tend to focus far more heavily on where the
money was spent.

The third question: Can we design an income maintenance system
that is equitable, helps the needy, and encourages work?

There is general agreement that the present welfare system meets
none of these criteria adequately. Payment levels are unconsecionably
low in many States; there are major inequities (equally needy people
are treated différently in different places and the working poor are
not covered at all) ; and those who are covered have little incentive to
work. The family assistance plan proposed in the 1972 budget moves
a small distance' toward equity and adequacy. Tt does not improve
incentives to work appreciably, because benefits would be reduced
sharply as an individual’s earnings rose. The difficulty is that lower-
ing the rate by which benefits are reduced as workers earn more is
expensive and the extra money this requires would not all go to the
neediest. -

The book explores the implications for the future of moving to
a svstem of the same general tvpe as the family assistance plan, with
guarantees of higher levels. It makes the point that such systems
are expensive. The net cost of a FAP-type plan with a $3,600 level
(for a family of four) would be about $25 billion, and that of a $5,500
level would be about $71 billion. '

Moreover, such plans whose benefits rise with family size would
necessarily entail considerable transférs from small to large families
at the same income level. Middle income families with a large number
of children would be receiving benefits while small families at the same
income level would be pavine income tav. Svch a situation might be
recarded as antisocial, as well as inequitable, by those concerned with
excess napulation growth. . .

-The fourth question: Do we need to create public service jobs and,
if <0, what kkind ?

Even if income maintenance: programs are designed to encourage
work: the poor cannot, work if no jobs are available. The book explores
the potentialities and costs of job creation programs—even though such
programs are @iven almost no attention in the 1972 budget. The prob-
lem of reconciling conflicting objectives also arises in job creation pro-
grams. If the obiective is simply to create jobs for the unemployed, a
given number of people can be emploved most quickly and cheaplv
i low-skill dead-end iobs. Tf the ohjective is to perform useful work
or to provide new skills and. career opportunities for the emplovees,
then the cost per job created is necessarily higher and the programs
tend to attract people who would have been employed anyway rather
than the “hard core” unemployed.
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The fifth question: Social security: Should we finance a universal
pension system by a regressive tax?

The rapid growth of social security benefits and tax collections
dominates the domestic side of the budget and seems likely to do so
in the future. The social security payroll tax is now the second largest
Federal tax source and payroll tax rates are scheduled to rise while
income tax rates are scheduled to fall. One question to which the
Congress should give urgent attention is the desirability of financing
such a large portion of Federal expenditures from a tax which falls
heavily on low-wage earners and, unlike the income tax, provides no
personal exemptions to reflect ability to pay. Mrs. Teeters will discuss
this question in somewhat greater detail.

The sixth question: Can we provide everyone with needed health
care without escalating the rise in health care prices?

The problem of conflicting objectives is nowhere more evident than
in health financing. There is general agreement that we want a financ-
ing system that insures good quality care to all who need it and at
the same time promotes efficient use of health resources. There is also
general agreement that we do not have such a system now.

Unfortunately, measures to broaden health insurance to cover more
people and include more services increase the pressure of demand on
supply and tend to accelerate the rise in medical care prices, while
offorts to hold down costs by increasing the share of the bill paid by
the consumer tend to exclude those who need care from obtaining
needed ‘ services. :

New forms of health service delivery—such as health maintenance
organizations—sound promising, but little evidence is availdble to
show that they will actually hold down costs without impairing qual-
ity. The book compares two major health financing proposals—that of
the administration and the Kennedy-Griffiths bill—and raises ques-
tions about whether either contains workable mechanisms for insuring
efficient use’of health resources. :

Chairman Proxyire. Thank you, Mrs. Rivlin.

Mrs. Teeters, please proceed.

STATEMENT OF NANCY H. TEETERS, RESEARCH ASSOCIATE, THE
BROOKINGS INSTITUTION

Mrs. Teerers. Mr. Chairman, I appreciate the opportunity to appear
before this committee with my colleagues to discuss setting national
priorities. I will address myself to the areas of social security and
housing.

The social security programs, old age, survivors, and disability in-
surance, are the largest of the income maintenance programs. They
represent a major investment in human resources. The appropriate-
ness of providing adequate benefits to persons eligible for old-age, sur-
vivors, or disability insurance is not questioned.

The people of this country clearly support these programs that pro-
vide income to millions of workers and their dependents who have
reached retirement age or who have become disabled. The provisions
in pending legislation that assure adjustment in benefits for increases
in the cost of living make explicit the commitment to protect the bene-
fits from the effects of inflation. However, we are concerned about the
method of financing those benefits.



12

With some exceptions the expenditures for social security cash bene-
fits are completely financed from ayroll taxes. When the total size of
the program was relatively small and the payroll tax was low, few
people questioned using payroll taxes for this purpose. However, the
expenditures for social security benefit programs are now the second.
largest expenditure in the Federal budget and the payroll taxes are the
second largest source of receipts. As long as the benefits are predomi-
nantly financed by payroll taxes, the aggregate volume of expenditures.
will determine ¢urrent and future payroll tax rates. - -

Consequently, when benefit provisions -are revised, the tax rate
schedules, both in the near term and for the future, have been
increased. Until recently, the near-term tax rates appear to have been
set so that the revenues and expenditures were approximately equal,.
with the tax rates needed to keep the system in actuarial balance sched-
uled for the future. However, in recent years the combined ‘employer-.
employee tax rate has been in excess of the cost of the program and’
rather sizable current surpluses have accumulated in the trust fund.

A nationwide social security system is not like a private insurance.
plan. It cannot, by accumulating & surplus, investing that surplus in
government securities, and using the interest on those "securities to
pay future costs, transfer any of the real costs through time, The inter--
est on the government securities held by the trust funds is also a gov-.
ernment expenditure and taxes must be levied to pay it. :

If the large trust funds that are projected were to materialize, their-
existence would only alter the extent to which future generations are-
taxed by way of the payroll tax or through general revenues to support .
the retired population. Either way each working generation is taxed to,
su%pbrt the currently retired population. : ' _ ‘

Because social security is essentially a tax and transfer system;.
current tax' rates should again be et so that current revenues and
expenditures are roughly equal. To avoid an overall loss in Federal
revenues, it may be necessary to raise other tax rates. Fn addition; other-
reforms of the tax would be desirable. The ayroll tax is regressive.
Because of the wage ceiling, the payroll tax is a larger proportion of-
earnings below the ceiling than it is of those above. The payroll tax
is paid by all employees in covered employment, with no exemptions-
or adjustments for family size or the number of workers in the family.
Thus, a family with more than one wage earner with combined earn-.
ings above the ceiling pays considerably more taxes than does a family-
with the same income earned by one person. o .

Several proposals for reform have been made. The burden on'low-
wage earners could be reduced by introducing personal exemptions:
or providing for a refund of the taxes paid on income below a certain
level. In addition, more of the costs of financing the benefits could be-
shifted to general revenues. A more frank recognition of the fact that-
social security is only partly an insurance system and that it is also a
mechanism for redistributing income would help to develop a more -
rational and equitable method of financing benefits. '

In another section of the book, we examined the national housing -
goals. We asked three questions: First, do we need' 25 million new
housing units of which 5 million are to be subsidized units for low-
and moderate-income families? Second, are that many housirig units:
likely to be built? And, ‘third, is subsidizing the. purchasé or rental®
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of new housing units the most efficient way to provide decent housing
to low- and moderate-income families ?

We found the question of how many new housing units are needed
difficult to answer. A very substantial number of new housing units—
between 11 and 1314 million—will be needed to accommodate the ex-
pected increase in the number of households. Beyond accommodating
the increased number of households, the need depends on desirability
of replacing unsatisfactory existing housing units and increasing the
number of vacant units to reduce upward pressure on rents.

The housing goals call for construction of 2.5 million units a year,
which is between 1.1 and 1.4 million units a year in excess of average
rate of household formation expected. The number of new housing
units constructed has exceeded household formation over the past 20
years, but by far less-than the amount called for in the housing goals.
There is some danger that the vacancy rates implicit in the housing
goals could reduce incentives for the private market to build new
houses. - : - S - :

To estimate whether 25 million housing units are likely to be built,
projections were developed based on past relationships between hous-
g starts and demographic and economic factors. Under the most
favorable conditions that it seemed reasonable to assume, total new
housing starts, including mobile homes, for the 10-year period in our
projections, totaled 23.4 million units, 1.6 million units below the hous-
ng -goals. But this lower volume’of housing production would still
permit removal ‘of approximately -the same number 6f undesirable
existing units’ as -called for under. the national housing ‘goals.

The subsidy program that is part of the housing goals apparently
assumes that most low- and moderate-income families eligible for the
subsidies live in substandard housing and that. new housing units must
be built for them. Data tabulated from the 1966-67-Survey of Eco-
nomic ‘Opportunity give new. information about the distribution of
substandard housing. -~ "~ . o S N

They suggest that the chief problem of the poor in urban -areas is
not so much substdndard housing as it is high rents relativeto their
incomes. The urban poor pay a very large fraction of their income in
rents. The data suggest that it may be more efficient to give housing
allowsdnces to poor and moderate-income’ families to allow them to
live in decent housing without having to spend a large proportion
of their incomes on rent. A housing subsidy which seeks to provide
new housing for the poor may be aﬁdressing the wrong problem and
is very expensive. Subsidizing the 5 million new units and 1 million
rehabilitated units planned for in the housing goals is estimated to
cost eventually between $5 and $6 billion a year on an average or
$800 to $1,000 per: unit per year. The annual budgetary cost of a
housing allowance that reduces the rental or homeownership costs
for the poor to live in existing, as opposed to new housing, would be
less expensive—about $3 billion a year. :

In order to keep rents from rising rapidly under a program of
housing allowances, it would be necessary to pursue policies that en-
courage overall residental construction or that reduce restrictions,
such as racial discrimination, that make it difficult for people receiving
such allowances to live in decent older homes.

68-504—71—pt. 1——2
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In addition, housing allowances could be part of the family assist-
ance program. One of the problems involved in reforming the welfare
system is variation in the cost of living between regions and between
urban and rural areas. Rent apparently accounts for a large part, but
not all, of these variations in the cost of living.

The welfare payment could be in two parts, a uniform minimum
payment as the first part with a second part to cover the cost of hous-
ing. The second part would vary from area to area. Although such a
system would not compensate for all variation in cost of living between
areas, it could be a part of a system that integrated various forms of
welfare assistance.

Chairman Proxmire. Well, thank you very much. This has been a
most enlightening and helpful panel. I think that the book and the
efforts made by Brookings is one of the most useful contributions that
I have seen in the years I have been in the Senate. I only regret that
there is not some way of calling broader attention in the gongress and
in the country to it. I hope that this committee can do that, and I intend
to do all I can by speeches on the floor and talking to my colleagues in
the Senate, calling their attention to this, because I think it is a most
helpful contribution.

Now, from this morning’s discussion I find very little cause for
optimism. Maybe T am wrong.

First, I would like to get a response to the general question that I
raised in my opening statement. }ilas there been a dramatic shift of
national priorities in the past 2 years? Has the administration success-
fully managed the transition from a wartime to a peacetime economy ?

First, Mr. Schultze.

Mr. Scnurtze. Well, maybe I can start to answer that. When you
ask the question have we shifted priorities, you have to ask, “from
what?” And this question is a little bit like the young man who was
just married and one of his friends asked him how he liked his wife
and he said, compared to what? So the question isa shift in priorities
from what? '

If you look at it in terms of the absolute levels of dollars spent,
there has been a shift, but I do not think it has been very large. If,
on the other hand, you measure the defense budget as a proportion of
GNP, there has been a significant reduction in the proportion of GNP
devoted. to the defense budget, as.two things have happened.

No. 1, reduction in Vietnam costs, and No. 2, a growth in the GNP
while the overall defense budget in current dollars over the last 3 or
4 years has not grown.

In my own view this is not the best way to measure a shift in priori-
ties. There is no absolute percentage or absolute dollar volume that is
revelant. I think we still have to ask the question, what are we getting
for the last $5 billion or the last $10 billion we are spending in defense
compared to what we might get somewhere else, and it seems to me
rather than asking the question of what percentage change has there
been as a proportion of GNP, we need to continue to look—as I think
this committee has—at what are the dollars going for, and are we
gettine what we ought to get out of defense spending and where
else might we use some of those dollars and would that be a higher
priority. -



15

Chairman Proxaire. Would you like to comment, Mr. Fried ?

Mr. Friep. Just one brief comment. I agree with Charlie Schultze’s
statement. I think if you look at the specific question of Vietnam and
what has happened to Vietnam savings—as I indicated, two-thirds of
them are behind us, not ahead of us—you get some paradoxical views.
One is that since the peak period of Vietnam expenditures in 1968,
there has been a decline of roughly $15 billion.

‘Chairman Prox»rire. Let me just interrupt to say that I think your
statement that two-thirds of the savings from Vietnam are behind us
is a startling and interesting statement. I have not heard that from
anyone else. I have heard people estimate maybe half but they have not
done it on the basis of analysis, just a guess. In view of the fact that we
have not withdrawn half of our troops yet—we are close—and in view
of the fact that we still seem to be spending a tremendous amount over
thc;re, how do you calculate that two-thirds of the savings are behind
ust

Mr. Friep. I am sorry. The figure—that assumes the $8 billion cost
of war in the 1972 budget. The rest of the savings are already in the
1972 budget.

Chairman Proxire. Oh, you are talking about prospectively ?

Mr. Friep. Yes, with the cost of war at roughly $8 to 814 billion, as
reflected in the 1972 budget. which assumes continued withdrawals at
roughly the past rates and that we would have 100,000 troops in Viet-
nam by June of 1972. On that basis, we estimated the incremental
cost of Vietnam in the 1972 budget at $814 billion. Fairly recently
Secretary Tiaird of the Defense Department said that he estimates 1t
at about $8 billion, so we are fairly close.

Bat that part of the savings that occurs this year is already reflected
in this budget, in this year’s spending priorities. If you look ahead,
there is about roughly $8 billion left.

Now, to get back 1n terms of peak expenditures in 1968, there has
been a reduction of about $15 billion in Vietnam costs; from $23 bil-
lion in 1968 to $8 billion in the 1972 budget. '

At the same time our estimate is that non-Vietnam defense costs
would suggest that much of the Vietnam savings went into increased
expenditures for non-Vietnam purposes.

On the other hand, during this period, the defense budget absorbed
substantial increases in both military and civilian pay and in prices,
increases which we estimate at about $15 billion. So that it depends on
how you look at it. If you assume that the defense budget and the
defense establishment should be expected to absorb all or most of
pav and price, well. a lot of war savings went, into the non-Vietnam
defense budget but that is a pretty stiff assumption. In real terms the
savings from Vietnam went into some other programs or in the tax
reduction.

Chairman Proxmire. Mrs. Rivlin, do you want to comment?

Mrs. Rivuin. No, I believe not.

Chairman Proxanre. Mrs. Teeters.

Mrs. Teerers. No.

Chairman Proxare. I would like to ask one other question to any
member of the panel who would like to answer. The current budaet
for fiscal 1972 has been described as neutral. T think that Mr. Schultze
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used that term neutral. Incidentally, it seems to me that if ‘you put
this in terms of the national income account, it is restraining rather
than neutral. There would be a surplus. And most of the economists
who have testified called it a budget that is exercising restraint al-
though it is hard to fault you on that because restraint is very limited.

In your judgment is this both a proper and the most desirable course
for the Federal Government to take now in view of the critical unem-
ployment problem that now faces us? What steps would you advise:
Congress to take to improve the unemployment outlook? =~ -

Mr. Scururrze. Well, while this is not something on which we offer-
a nice firm judgment in the book, I will offer my own moderately firm
opinion, which is that the Congress in- considering this problem has:
a tricky problem in front of it. From the point of view of the overall
national economy, it would be most desirable to have a more stimula--
tive budget this year, a budget which ran some level of full employ--
ment deficit. o

Chairman Proxmire. You are talking about consolidated budget:
rather than— T : e : i

Mr. Scrurrze. Unified budget. That is right. Whatever way you
want to measure the balarice 1n thé budget, either with the national
Income accounts or the unified budget, that the balance in the'budget
should be reduced, i.e., there should be a lower surplus or if you are
using a unified budget, a deficit. o S

As T indicated, however, the problem in doing this it seems to me
is to select those instruments of policy which will have their desired
effect relatively quickly, will lose revenues or add to expeditures, over-
the next 18 months without at the sameé time building' in permahent
revenue loss or a permanent expenditure increase on what would other-
wise be.deemed relatively low priority programs—because if you look
down the road 2 or 8 years from now, you may be in quite the opposite-
situation. . e , ' ‘ S

Chairman Proxmire. That fits right in with your'assertion which I
think is again very significant, that between now and 1974, you do not
foresee any fiscal dividend at all on the basis of present programs if
we do not start any new programs at all, and that in 1975 and 1976,
the dividend will be extraordinarily limited ¢ ' S ‘

Mr. ScaurTzE. Right. A A

Chairman Proxmire. Now, I think that is one of the most significant;
facts that almost all of us in the Congress have ignored and we ignore-
that to our peril. But if we follow the recommendations you have
made to us just now of temporary stimulants, it would seem that we-
have to follow a tax reduction, at least move the 1979-78 tax cuts
into 1971, that would be temporary and stimulative. At the same time.
it would not be meeting some of the needs of our most urgent and
desperate domestic needs for our society in the areas that Dr. Rivlin.
and Dr. Teeters spoke about so well. It would not help us in welfare, it
would not help us in some of these otherareas. =~ - - :

Mr. Scuurrze. To a point I think that is quite right, Senator, and it
is a dilemma. I think one, however, ought not to underestimate the na--
tional welfare implications of a more rapid return to full employ--
ment. If one looks at unemployment among teenagers, among blacks,.
if one looks at individuals at the low-income end, and for example the-
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possibility of their buying a house, go on down the line in almost every
area of welfare you are talking about, I would certainly put very high
on the list a return to full employment as something which helps.
That does not solve many of the public needs of the conntry over the
Jonger run but I think it is terribly important nevertheless.

hairman Proxmire. Mrs. Rivlin, would you settle for that?

Mrs. Rivuiy. Not for very long. 1 guess I would agree with the tax
«cut, acceleration of already proposed programs of tax cuts, as a useful
quick way of getting stimulation if one thought that one could not
1.nqrﬁse expenditures for other high priorities like welfare very
quickly.

Chairman Proxyme. Would you like to comment, Mrs. Teeters?

Mrs. Teeters. Just to point out that at present time the fiscal posi-
tion of Government is somewhat more stimulative than when the
budget was sent up. The social security benefit increase that is being
paid this month will result in a more stimulative budget than origi-
mally planned.

However, it will be offset next year when there will be increased
taxes as well as benefits.

Chairman Proxmike. But if Congress goes to the January 1 in-
crease, to balance the benefits, then that would as you say tend to make
the budget more stimulative ?

Mrs. Teeters. In the short run because the major impact of the
stimulation is in this year.

-Chairman Proxaire. My time is up.

«Congressman Conable.

Representative ConasLe. Thank you, Mr. Chairman.

T would like to welcome Mr. Schultze back to the committee. T
think it is very pleasing to all of us that his talents are still available
to use here in Washington and I want to welcome your colleagues also
that you brought with you from the Brookings Institution, a very
constructive group.

You know, everybody walks this tightrope here when they come
‘before this commiftee. They all want to talk about how in the short
term we have got to have more stimulus but in the long term it is
obvious we are going to have restraint because restraint is implicit
in the figures available to us. And it is a pretty frustrating thing to a
group of politicians who are laymen to try to strike this balance be-
.cause obviously the specialists and experts who appear before us feel
they have got to strike the balance, too.

Let me ask you about tax policy. There has been _a suggestion here
that we should speed up the tax cuts. Do you feel. Mr. Schultze, that
the tax cut mode that we have adopted here, increasing the personal
-exemption, is a desirable one ?

Mr. Scuurrze. Well, if you had asked me that question in 1969 I
would have said absolutely no. Not so much on grounds of the particu-
lar nature of the cut but that there should not have been that big a
tax relief given.

My answer to Senator Proxmire was_postulated on the point that
that tax cut is on the books. As far as I can see it is not about to be
repealed. We built it into our calculations for 1974, 1975 and 1976,
and as long as it is there, it seems to me you might as well get the
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stimulative benefit out of it now and it will not cost you anything sev-
eral years down the pike since it is already on the books.

Representative Coxasre. Let us assume you are not a politician and
you are looking at this from a pure viewpoint. Do you think it is
desirable to go the route of a Federal tax cut at a time when we are
inevitably going to be shifting an increasing portion of the burden
onto the regressive taxes at the State and local leve] ¢

Mr. Scuurrze. T suspect in effect you are asking me how I would
like to restructure the tax system.

Representative ConasLe. That is what T am asking you, yes, sir.

Mr. Scaurrze. I think my answer would be I would like to have a
little more time to think about it. It seems to me first you point out
quite appropriately that with a series of cuts in the personal income
tax, accompanied by a series of increases in the payroll tax, that we
are taking a Federal tax system which has some elements of the
progressivity. '

Representative ConanLe. And reduce

Mr, Scaurrze. And reduce that progressivity, and it seems to me
that is bad. I am not sure where I would put, without some more
thought, highest priority on Federal tax reform but I think the direc-
tion you are pointing in is clearly one of the highest priority, namely,
somewhat less reliance on the payroll tax, and that 1s going to mean
inevitably, it seems to me, some way of using general revenues to
finance part of the social security system.

Representative Conarre. Now, let me ask you this. There have been
some very strong suggestions made by the administration that some
restructuring of the executive branch could result in a fiseal dividend
of some sort. Do you, from your vantage point, again not as a politi-
cian but as an economist, a man who studies these things very deeply,
do you see any possibility of fiscal dividend there assuming the Con-
%ress wishes to respond to Presidential initiatives in ways in which it

as not shown anv great acuity up to this point ?

Mr. Scrurrze. Well, with respect to the Government reorganiza-
tion, I find myself in what for me is a rather anomalous position being
an administration witness for the reorganization plan, and if you are
basically talking about restructuring in that manner I am all for it.

Representative Conasre. Is there realinement along functional
partsis what I am talking about.

Mr. Scaurrze. Correct. L

Representative CoxaBLE. Are there substantial fiscal dividends to
be gained there ?

Mr. Scrorrze. No.

Representative Conasre. Why not ? .

Mr. Scrorrze. I am for it because I think it will make for more
effective government. There mav be wndoubtedly some efficiencies
in the narrower budgetary sense, but I think the biggest gain is going
to be in terms of spending the dollars we are going to spend more effec-
tively. T do not really believe one can look forward and think there will
be big dollar gains with it. ) o

Representative CoxasrLe. Isn’t that the way with fiscal dividends?
Aren’t they going to be spent rather quickly as they are available rather
than pile up as a visible pile of cash that we then can decide to cut up
after the fact?
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Mr. Scaurrze. I agree with that but I do not think that is what is
going to happen out of reorganization. I do not think it will give us a
reduction in spending. I do think the existing programs that are being
carried on will be carried on more eflectively.

Don’t get meé wrong. I am for it. T think it is great, but I do not really
think you can look for a large savings. I am not saying there should not
be some savings in overhead. There undoubtedly will be as you consoli-
date seven departments down to four but I do not think these are large
magnitudes. I think really it is that the Government might become
somewhat more responsive. The bureaucracy might become somewhat
more flexible, controlled for national purposes, and I think that is all
to the good, but I personally would not look forward to big kinds of
straight efficiency savings in the narrower sense that we will be spend-
ing less money on a given program than we otherwise might.

Representative Conapre. I take it that other things being equal, you
would like to see a tax increase here at this time, but that because of
the stimulative impact or antistimulative impact of such an increase.
that you are striking a balance which says that probably a decrease
would be preferable provided it did not get us locked in for the Jong
run.

Is that a summary of your position ?

Mr. Scaorrze. That is a good summary ; yes, sir. That is a summary
of my position. I do not want to speak for all my colleagues.

Representative ConaBLe. Yes; do you assume that we are going to
be able to survive this decade without a tax increase ultimately ?

Mr. Scrurtze. I am not sure.

Representative CoxapLe. Nobody likes to advocate a tax in~rease.

Mr. Scauurze. I am perfectly willing to. You ask me a slightly daf-
ferent question, whether we could survive the decade without one?

Representative CONABLE. Yes.

Mr. Scaurrze. Oh, I think somehow we will survive but I )

Representative CoxaBrLe. Wouldn’t the short-term considerations
gobble us up if we do not eventually go to greater tax resources for
these pressing problems we have? )

Mr. ScuurTze. Oh, don’t get me wrong, I think we need it and I am
trying to get a judgment whether we will get it or not. If push came to
shove I would say the odds are better than 50-50 we would but here 1s
where clearly I am not enough of a political analyst to want to make
to hard a forecast on it. . o

Representative ConarLe. Well, I am not sure that the politics of it 1s
what we are interested in your telling us about really here in this com-
mittee. And that is one of the things that kind of bemuses me about
the testimony we have here. Everybody is testifying to the politics of
economics and it makes me wonder if the two are distinguishable. eco-
nomics and politics, because everyone is talking about what 1s possible,
not what is desirable.

Mr. Scaurtze. Well, let me make one more comment.

Representative CoxasLE. This balancing of Jong term and short term
is a very confusing thing to me. . )

Mr. Scaurtze. 1 think that is not any question of politics. My view
on it leads me to not a political but a substantive conclusion that right
now, we need in effect less taxes and 2, 3, 4 years from now we very
likely need more and that is my substantive conclusion.
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Representative ConaBLE. But let me ask you as a statistician now,
hasn’t the percentage of our gross national product taken in taxes
declined in actual dollars recently ?

Mr. Scuurrze. I do not think so.

Repr;sentative Co~aBLE. Has it been because of the Federal tax
system ¢

Mr. ScrurTzE. Two things have happened. On the State and local
side, they have grown as a percentage of GNP and grown fairly
steadily over the %ast 15 years. Federal revenues have fluctuated fairly
narrowly around 20 to 21 percent. You have had a combination of a
number of things happening. :

On the one hand, the personal income tax is progressive. We have
lowered it and offset part of the progressivity impact. We have had
continuing tax increases and wage ceiling increases in social security
and that has tended to raise the proportion picked up through social
security taxes. So that the tax cuts on the one hand could balance
the progressivity in the Federal.

Taking Government altogether, Federal, State arid local, the tax
take has grown over the past 15 years. )

Representative Conarre. I have been interrogating you too much. T
wonder if T have raised some points the other members of the panel
would like to respond to ?

Mrs. TerTERS. I would like to point out that three tax rate increases
are currently scheduled for the decade of the 1970°s in existing legisla-
tion under the social security law.

Representative Coxanre. Social security and that goes up to until
1980, isn’t that right?

Mrs. Teerers. The tax rates under OASDI rise until 1975. The
overall tax rate goes up beyond that because of the Medicare.

Representative CoxaBrLE. But the only tax increases you are talking
about are social security tax increases?

Mrs. Teerers. That is correct.

Representative Conapre. Do you think that is a desirable element,
the extent to which we are putting pressure on this comparatively
regressive tax?

Mrs. Teerers. No, I do not. T think it is really changing the whole
tax structure in a very undesirable way.

Representative Coxasrr. That has to be balanced, of course, against
the impact of any change in the mode of financing on the philosophy
of social security. Many of our people feel that they have an invest-
ment in that that they cannot afford to monkey around with.

Excuse me, my time is up.

Chairman Proxarre. Well, T would agree wholeheartedly that you
can make a strong case for tax increase but I think it is very, very hard

‘to bring it off and T think you are perfectly right in indicating that
‘this is required and you have to deal with realities whether you are
an economist or a politician. Except in wartime, it has been hard for
us to increase our taxes and it is hard to argue that you do it to stem
inflation because, of course. the taxpaper has to consider his taxes as
part of his cost of living. It is very hard to sell social programs, it
'seems to me. to the taxpayer. It has been in the past. An imaginative
and vigorous President perhaps could do that under some circum-
‘stances, but it is very, very difficult to do.
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Nevertheless, Mr. Fried, you put your finger on what is at least a
possible consideration. You did it very well I thought because it gives
us some kind of a choice.

You pointed out that there was a kind of triple choice; a moderate
high defense budget and a moderate low defense budget and then one
in between the two, of course. The difference is about $20 billion by
1976, $96 billion for the high and $76 billion for the low. The low as.
you say could be lower. That is about the level at which we are spend-
ing now but it is recognized it is lower in real terms because of the
ﬁrojected inflation which would be substantial over the next few years.

ut here is a difference of $20 billion. This would substantially increase
the fiscal dividend available to meet our domestic programs, increas-
ing it from $17 to roughly $27 billion, falling far, far short of the
need in many of these areas, health, family assistance, but at least it
1s a substantial amount and even if we cannot increase taxes, or in-
crease them enough, it seems to me this would be very helpful.

Is thig a correct reflection of what you—the implications of what.
yousay?

Mr. Frien. Well, with one qualification. The current posture of $88:
billion, the current posture which we estimate would cost $88 billion in
1976——-

Chairman Proxaire. Current meaning no more—not in Vietnam.
It is over, et cetera.

Mr. Frien. Right. It is the current forces, current procurement
plans, plus the additional cost of the volunteer service, which we esti-
mate at $2 billion, which might be low.,

Chairman Proxaire. I think that islow.

My, Friep. That is right, but this is the additional cost.

Chairman Proxmire. I think it is even low for additional.

Mr. Friep. One and a half billion dollars for the volunteer service:
is already in the 1972 budget. That plus the $2 billion we have allowed
for—$314 billion may be low. We have also allowed $1 billion for any
residual military or economic aid program in Indochina. These costs:
have gone into the $88 billion estimated cost for the current defense
posture in 1976 and now that number has been built into the $17 bil-
lion fiscal dividend. So with what we call the low budget option of’
%71? billion, there would be a saving of $12 billion, rather than $20

illion. .

Now, that is on strategy grounds.

In addition there is the point I tried to make and which we elab-
orated on in the priorities study—the use of manpower in defense-
as an area worth looking at. I pointed out that it is a bit surprising
that with the fairly significant cutback in forces that took place in
this year’s budget as a result of the reassessment of strategy, there
was no reduction in the cost of conventional forces as compared to-
1964 and as measured in constant dollars.

One possible explanation is that the defense overhead is higher. Let
me just give you a figure which appears in the book which is very
rough and based on crude data but which indicates the kind of stakes:
that may be involved. If we supported the current peacetime force-
at the support and manpower levels of 1964, the cost of these forces:
n today’s dollars would be somewhere between $10 and $15 billion less.
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Now, that is obviously a very very high figure.

_ Chairman Proxyire. Let me try to get at those two points quickly.
One is"as far as'manpower is concerned, do you assume in the low
budget that we can withdraw some of our troops from Europe?

Mr. Frieo. No.

Chairman Proxuire. Even in the low budget you do not make that
assumption ? .

Mr. Frep. Not if the low budget option is to be consistent with the
Nixon_doctrine, which is the way we described it.

Chairman Proxaire. You are the first witness I have heard who
claims to understand the Nixon doctrine. Most witnesses say they do
not know what he is talking about.

Mr. Frizp. The general objectives of the doctrine are clear enough.
What I sa1d was you could have different interpretations of that doc-
trine and that is the basis for the three different budgets.

Chairman ProxMIRe. At any rate, one interpretation is that we
have the same amount of manpower in Europe.

Mr. Frren. Yes. You put priority on forces in Europe.

Chairman Proxarre. Five years from now we still have 310,000.

Mr. Friep. We may or may not. Senator Proxmire, but the important
point is how many troops should we maintain for European contingen-
cies, wherever the troops may be. The heart of our defense posture,
the forces that drive the total conventional force budget, are the
forces we maintain for European contingencies.

Chairman Proxmire. I understand somewhere in your remarks you
made some assumptions about other countries able to provide man-
power, taking some of the burden. It seems to me if that can be done
anywhere it should be done in Europe. They have the manpower. They
have more men than they have in Russia. They have the economic
strength.

Mzr. Friep. Well

Chairman Proxarire. So if you are not going to do it there, it seems
to me that is rhetorie.

Mr. Friep. I think that Europe clearly has the capacity to do more
in its own defense. The issue really is whether it will and what means
one uses to negotiate better arrangements.

I want to get back if T may, Senator

Chairman Proxuire. I beg your pardon.

Mr. Frrep. The reduction in the defense budget that would be con-
sistent with at least one interpretation of the Nixon doctrine—and is
explicit in our low budget option—would be a further reduction in
forces maintained for Asian contingencies.

Now, with that kind of force reduction plus a somewhat less con-
servative strategic posture and somewhat lower levels of force modern-
ization, we could save roughly $12 billion. That is a substantial
amount.

Chairman Proxore. T think superficially the case can be made very
stronglv against the increased overhead. But I am wondering in view
of the fact that this is a situation in which we expect to have kind of a
standby defense capacity, with the 10 to 20 percent of its full war
capacity. under these circumstances to expect to be able to reduce
overhead may not be realistic and may be extraordinarily difficult.
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Isn’t it true that when you have a standby situation prepared to act
and prepared to flush it out in the event of war, that your overhead
under those circumstances is extraordinarily hard to reduce without
just knocking out your capacity to quickly mobilize and quickly
respond ¢ .

Mr. ¥rrep. I think that is right. I would never assume that we would
expect support costs or overhead costs to go down in strict proportion
to combat forces. There is obviously a fixed element in these overhead
costs and you are right in pointing to them. But that still does not say
that substantial reductions could not be made in the logistic systems, in
commands, in bases, in training facilities. The issue 1s how much.

I think it is important to point out that the problem is particularly
difficult at a time when military manpower is being reduced pretty
rapidly. Nevertheless my own feeling 1s that it is terribly important
to watch very carefully the use of manpower in defense, particularly
as the cost of that manpower is rising.

Chairman Proxnmire. Do you assume in your calculations that over-
head would be proportionately reduced or did you assume it would
continue to be disproportionately high as you cut back your forces?

Mr. Friep. I would assume that some reduction should be made in
overhead in support, not proportionately to the total reduction in
combat forces but significant reductions should be made.

Chairman Proxmire. How did you figure that $414 billion of
foreign military assistance? We had hearings on that in this committee
earlier in the year and the budget had said $545 million for foreign
militarv assistance. We discovered the Comptroller General said over
$4 billion, we ended up concluding it was $5 billion to $7 billion. No-
body knows how much it is. One of the most shocking failures is to tell
Congress where our money is going and I am chairman of the Ap-
propriations Subcommittee on Foreign Operations. We have jurisdic-
tion over half of that, half the military assistance and all the economic
assistance, and we are just having a tremendously difficult time getting
the information on it. So how did you base your projections of $414
billion especially as you say this has been tending to usurp much of
‘the money that you said used to go to economic assistance?

Mr. Friep. Well, we included in military assistance the following.
First, the very large sum of $2.2 billion that is funded in the Depart-
ment of Defense budget, plus the MAP program, grants at $705 mil-
lion and foreign military credit sales of $510 million. I did not allow
for surplus military equipment which I gather this year may be some-
where in the order of $500 or $600 million, but which does not require
an appropriation. .

Chairman Proxyire. In the next few years when we start giving
away that Vietnam equipment, that is going to be a very big item,
1sn’t it?

Mr. Frrep. That is right.

Chairman Proxaire. Because we have a fantastic amount that is go-
ing to have to be disposed of. .

Mr. Frrep. We allow for it in the tables but did not put a value on 1t
because of the issue of what value you use, whether you use acquisition
value or utility value, but it is there. I have listed it here at $600 million
but did not add it into the total.
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Then we added the $778 million request for supporting assistance,
$100 million for Public Law 480 under the .common defense grant
%rogram which goes to Vietnam and Korea, and $100 million for the

resident’s contingency fund. That comes to roughly $4.4 billion with-
out allowing anything for the utility value of the surplus stocks.

Chairman Proxaire. You are not really tying in what so many peo-
ple implied was really the heart of the Nixon doctrine, we spend more
money abroad in military assistance, provide more equipment but less
troops, that we would substitute assistance for manpower. And if that

rinciple is pushed in the next 5 years it would go far beyond $414

illion perhaps. :

Mr. Friep. We might, Senator, but really it depends-on what sort of
post-Vietnam world one should project.

The Defense funded $2.2 billion going to Indochina alone is a
lot of military assistance. If one thinks of countries that might be
potential recipients, it would be pretty hard to spend sums of that
magnitude each year over a sustained period.

airman Proxmire. Well, T would hope we would eliminate the
whole thing in 8 years and I will do my best to do it.

Mrs. Rivlin, why would special revenue sharing, not general, but
the special revenue sharing, which as I understand it would eliminate
the categorical grants, very largely, and provide for much broader
allocations, why would that result as you say in Congress focusing more
on where funds were spent instead of what for? You make that state-
mené; and then you do not have a chance in your brief remarks to ex-

and it.
P Mrs. Rrvuin, Well, if the Congress really enacted what is proposed
and did consolidate these particular categorical programs into very
broad categories like education, transportation and rural community
development, these categories are so broad that I think it would become
evident fairly quickly that they were not constraining the States and
localities very much.

These are 1tems for which States and localities are going to spend
something anyway, and the States and localities would fairly quickly
realize that it was in their interest to lobby for the program that
brought the most money into their area, regardless of the ostensible-
label on it. I think this might change the way things looked in Con-
gress. A Congressman would tend to concentrate his efforts.on getting-
more money to the special revenue-sharing formula that would benefit
his district most, rather than -concentrating so much on what the
money would be spent for after it got there.

Chairman Proxmire. I take it it could, then, have a perverse effect
on the way Congress distributed money. Instead of inquiring as to-
whether or not this served a meritorious national purpose, whether:
you could justify it on the basis of the merits, there would be a tend-
ency of saying, well, my district, my State is not getting as much as
the other State and if we can move from one category into another we
can do well in education, not as well as in some of the other categories.
So you tend to press—is that what you are getting at? You tend to-
press for whatever would provide for funds in your district rather-
than what would serve in the view of the Congressman or Senator the-
national interests ?
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Mrs. Rivuin. Well, any decline in the Congress, specificity about
what money is to be spent for would be likely to have that effect.
‘The Congressmen have to worry about their own districts in some
way. And the effect of special revenue sharing would be to reduce the
amount of congressional control over exactly what the money is spent
for. Thatis the purpose of special revenue sharing.

Chairman Proxsire. Congressman Conable.

Representative ConasLe. Thank you, Mr. Chairman.

Mrs. Rivlin, I take it you feel there is no crisis of financing in State
and local government, is that correct? You say in your testimony the
revenue gap of State and local is of modest proportions in the light of
expected State and local expenditures, and this gap can be filled by
a variety of means? - - :

Mrs. Rivuin. Well, let me clarify that. I think the projections that
we did of the expenditures that would be likely and the revenues that
would be generated by existing State and local tax rates indicate that
on the average and in the aggregate, there is probably no overwhelm-
ing shortfall to be expected—no great gap between the revenues and
expenditures. i

That does not mean that there are not very serious crises in some
States and in many localities, particularly very big cities, where the
revenues are not rising and the expenditures are rising very fast. It is
just not clear that general revenue sharing is a very efficient way to
get at the serious problems in big cities. ;
Representative ConaeLE. What alternatives do you think are prefer-
able? C . o

Mrs. Riviiv. There are a variety of major categorical programs——

Representative ConasLe. Even though these require local contribu-
‘tion? o S

Mrs. Rivuin. One does not always have to arrange them so they
.do. Complete federalization of the welfare systéem would help.

Representative ‘CoNasLe. Then aren’t you in effect advocating a
.centralization of services in Federal hands that have traditionz%lly
‘heen handled at the local Ievel ? S '

Mrs. Riviiv. Not all of them: I think welfare is a good candidate.

Like social security, it is primarily a,job of detérmining who is eligible

and handing out, checks. That is the kind of thing that I think can be
efficiently handled by the Federal Government. :

I would not for a:moment suggest the centralization of education,
ajthough- grants for the special problems of urban education would
be a good way to get money into the cities. . - . ‘

Representative ConaBLE. Well, it seems to me that the net effect of
what you are talking about, if you want greatly increased categorical
grants as- an alternative to the general revenue sharing, is a central-
ization of services. You feel that the federal system has outworn its
usefulness, do you, at least with respect to many of the services tradi-
tionally handled locally ¢. - .

Mrs. Riviin. No. The only service that I have specifically suggested
might be federalized is welfare; and I think we are moving rapidly in
that direction. : ‘
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""Representative Coxapre. You consider the welfare reform bill re-
ported by the Ways and Means Committee a step in that direction,
doyou?

Mzrs, Rivuix. Yes, I do.

Representative CoxasLe. And do you think that is the way of the
future in welfare? . '

Mrs. Rivean. T think we have to think about what it is that the
F ederal Government does well. One. of the things that it seems to be
able to handle adequately and fairly is the process of writing checks to
redistribute income. That is how I see welfare. The services to peo-
ple—education, health—I think should robably not be centralized.

- Representative’ Conasre. Well, isn’t t{:is the key to why the cost ‘of
local government is rising more rapidly than on the Federal level, the
fact that the local government provides services, and services have to
be furnished through the payment of wages and salaries, and wages
and salaries are going up faster than the cost of financing, which is
what the Federal and State Governments do to a substantial degree.
Is that the key to it ?

Mrs. RivuiN. T think that is one of the keys to it. We have not sug-
gested in this volume that there is no problem of getting more money
to local governments. Indeed there is—particularly in cities. But there
are alternative ways of doing it. Revenue sharing is one. I am not
against it, but I do not think it is a very efficient way of getting money
into the places where the most urgent crisis is.

Mr. Sceurrze. Could I add one point to that, Mr. Conable? T think
in addition you have got to remember that we are in an economy with
6 percent unemployment. One of the calculations we made in the book
was that if we were back at full employment, that the revenues of State
and local governments would be there and a half billion higher. This is
not to suggest there is no longer a crisis. I mean, in some cities, some
areas, there is. But also it has been exacerbated by the fact that while
the Federal Government can handle in terms of its finances a, recession,
States and local governments cannot very well. They cannot afford
the shortfall. ) '

Representative Conasre. I would like to suggest that a shortfall in
revenue for States,and local governments is likely to be considerably
more¢ serious in terms of unemployment than a shortfall for the Fed-
eral Government. .. .

Mr. Scrurrze. That is probably true, sir; yes, sir. . ' .

" Representative Coxasre. Because of the very things that Mrs.
Rivlin and I were talking about. . '

- "Mrs. Rivlin, you stated in your report that two major health financ-
ing ‘proposals are prépared and questions are raised about each. I
wonder 1f you could give use a summary of the difficulties you envision
under each of these major proposals. Would you summarize that for
us? : o :

Mrs. Riviin. Well, the two major programs we examined were the
administration’s proposal which is primarily in two parts, to cover
the working part of ‘the population- by mandating on employers a
standard package of health insurance, and to cover the poor with a
Federal program, and the other principal alternative. the Kennedy-
Griffiths bill which goes much further to an entire national health in-
surance system, totally federally financed.
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. I think we saw that the major problem in both approaches is find-
Ing some way of using health resources more efficiently. Anything
that we do to add to the demand for medical care will put more pres-
sure on health care prices., To use resources more efficiently we need to
put pressure on the suppliers to keep price down.

At the moment there is very little such pressure. Hospitals are reim-
bursed on a kind of cost-plus basis, with a third party paying the bill,
and there 1s little incentive to either the doctor or the patient to use this
very expensive resource sparingly.

Various ways are proposed in both measures to introduce some cost
consciousness. The administration’s proposal relies heavily on having
the consumer pay part of the bill. I personally doubt whether this can
be a very effective way of keeping costs down. ’ '

The Kennedy-Griffiths bill T think faces up to.this and simply says
we are going to have to have administered prices, set by a government
agency, in order to keep the costs within bounds, and proposes a com-
plicated mechanism for doing this. It is not clear that this. would work,
but it might. '

Representative Conasre. I take it that in principle you would favor
the Kennedy proposal from what you have said, although you say that
you have some doubt about whether it might waork or not. Are there
not implicit in the Kennedy proposal some problems of cooperation of
the medical delivery system and a major restructuring that would have
to occur at the time such a proposal was put into effect ?

Mrs. Rivein. I think we are moving toward national health insur-
ance of some sort, but the major problem I see is that we are not really
working hard enough on developing new delivery systems. We are talk-
ing about it more than we are taking serious steps to experiment, on a
large scale with better ways of delivering services. = -

Mr. Scaurrze. Could I add a point? I think Mrs. Rivlin was too
modest. Her major conicern at Brookings is or has been and probably
will continué to be worrying about the problem of social experimenta-
tion. : ' o S ‘

Let us take national health insurance. Everybody seems to predict
we are going to have it and if we do have it, you are going to be
up to a $20. $50, $60 billion program some day. ) .

Now, nobody would conceive, T miean'litérally conceive, ever design-
ing a new $5 billion defense weapon without some kind of R. & D.
behind it. Nobody would think terribly much about it if you had to
spend maybe 4 to 5 years on development. And yet inconceivably we
seem to rush into major new national programs, not wanting to wait
until we have maybe tried three or four alternatives out in a’' limited
way, and one of Mrs. Rivlin’s major concerns is trying to push the
idea, of doing some fairly well-designed experiments to provide social
R. & D., and I just wanted to call to the committee’s attention what is
a very major lack in the way we as a nation do tend to'go about these
major social programs on a basis of paper studies rather than having
tried some actual experiments, quite literally tried out some alterna-
tives in the real world. '

Representative Coxasre. Heedless of the long-term consequences ?

Mr, Scaorrze. Correct. L, : )

- - Chairman Proxyrie. I think this 1s an excellent point. What always
baffied me, and I, of course; was very happy and still am proud that I
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supported, medicare, but I am very concerned with some of- the con-
sequences of it. It undoubtedly did serve a good purpose in providing
much better care for elderly people-but it ‘also enormously inflated the
cost of health for everybody else and even the older people are not
getting the kind of health care which we all know they ought to have.
Isn't it true, isn’t the answer for that that the only way you can
really provide health care effectively is to recognize we have to have
more resources, we have to have more doctors, more paramedical per-
‘sonnel, nurses, by far than we have now, and that as we rush ahead,
even if we spend $10 billion, $20, $30, $40 billion in,the next few years,
because it takes so much longer to-attract and develop the resources,
what does it take to train a dgctor, develop a doctor? Ten years;
8 years, paramedical, 2 or 8 or 4. Nurses, 5 years and we are
domng very little of that now. It is very hard for us to get, funds for a
new medical school in Wisconsin, which we have. needed for a.long,
long time. Extraordinarily hard. Not being funded., .
S%) I just do not see how all the talk about a health program can
mean anything until we as you say have a very careful analysis of
exactly where the resources are coming from, when .they are coming
on the scene so they can produce, and, calculate our program.on that
kind of a basis. : - y S
What you are talking about is an R. & D. situation. Mrs.. Teeters or
Mrs. Rivlin, I guess thisis your field. L Ce .
Mrs. Rrvew. I think that is only part of the answer, Senator. Ob-
viously we are going to need more health resources; but what kind ?
If we simply train more doctors with-our present organization of
medical care, it seems likely that—incentives being what, they now
are—they would. end up mainly being specialists in suburban areas
and in expensive parts. of big. cities, and.this would, not help at all.
Because we do not have any way of giving them incentives -to do so,
they would not go and. practice either in poor rural areas which are
short of doctors or in the central cities where there are very few doctors.
Chairman Proxmire. But the fact is that even in the suburbs, even
in_the rich areas, you do riot have a surplus of doctors, do you?
- Mrs. Rivean: No; youdonot. .. - . . .
Chairman Proxmire. All doctors are pretty busy. You do not have
any doctors really who are idle or do not have much work.. It would
be hard to find one with idle time.. e
Mrs. Rrviin. If one is thinking about how to increase medical serv-
ices it is probably not efficient to train more doctors for the suburbs.
Chairman Proxmrire. Undoubtedly yes. You: certainly have to do
both things. I had that.in mind when I said we ought to look. at the
whole picture as Mr. Schultze suggested and develop some.kind of
research program so we know where we are.going before we commit
ourselvesto an enormous multibillion-dollarprogram.. . T
-Mr. Schultze, we have talked about getting more out of the defense
budget, more fiscal dividends out of it by reducing it. Do you have
other candidates for increasing the fiscal dividends—impacted aid;
medicare costs, public works, sugar subsidies, military bases, farm
price supports, space, troops in Europe, military, foreign. military
assistance. How do you rate these? Where would you make the cuts?
Mr. ScaurTzE. Well, I am a little bit embarrassed about this be-
cause if you look at the very last page of our book we have a little
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item called postscript, where a year before we had nominated some
candidates for cuts and made a box score on what the administration
and Congress did and believe it or not, the Senators looked pretty
good compared to our box score. I think with a few exceptions——

Chairman Prox»ire. So it looks as if when you recommend some-
thing for oblivion it is likely to be expanded rapidly ?

Mr. Scrurrze. That is right. If we continue this, I would hope our
box score gets better, but so far it is pretty low. The maritime program
is a good case in point. We were at some pains—not the only ones,
others have done this—to point out this has an awfully low payoff in
terms of national security for an awful lot of money, but last year there
was most enthusiastic cooperation between a Republican administra-
tion and a Democrat-controlled Congress in substantially expanding
the already existing large maritime program.

Now, I cite that as just one example but there are a number of others.
I do not think I have anything new to offer this year that we have not
discussed before, Senator.

Chairman Proxatre. You talk about the record of the Washington
Senators. I presume you were talking about the baseball team, not the
U.S. Senators?

Mr. Scaurrze. Let the record show that.

Chairman Proxmire. There is a difference. The baseball team wins
once in a while.

Mrs. Teeters, I am somewhat puzzled by your statement on the
housing goals. Are you saying that Congress ought to cut back on the
goal of two and a half million new housing units—my amendment,
2.6 million, per year, housing units over 10 years—or do you think more
funds should be provided to meet this goal ¢

Mrs. Teerers. I think there is a conflice of interest in achieving the
goal. If you fully achieve the goal or overachieve it you are going to
run into a situation where there may be high vacancy rates.

Chairman Proxmire. This was based on a number of studies you
had—the Douglas Commission, the Kaiser Commission, the HUD
study, and when I put that amendment in it was right in the middle
of those. The Douglas study, which Howard Shuman had a lot to do
with, now my administrative assistant, was a little lower but they were
all close to 26 million over the 10-year period.

Mrs. Terrers. The question we found difficult was—what is the need.
If you make the 26-million housing goal, it means that. you are going
to have to give up something else probably and it is a question of bal-
ancing the need for housing against the need for other items in the
society. It is not costless to build 26 million houses. One of the ways of
going about that, suggested, for example, in last year’s Council of
FEconomic Advisers’ report, is to run very large full employment sur-
pluses. The size of those surpluses points up directly that if you achieve
housing goals, you may have to do with less education or less social
security or less welfare.

Chairman Proxmrre. Well of course, you talk about the high rents
for poor families. One reason is that we have such a small vacancy
percentage now. We have such a shortage of housing now, isn’t that
true, and here is one area where if we build a great deal more houses,
that more would become available at lower rents to the people with
lower incomes?

(8-504—71—pt. 1—3
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Mrs. Teerers. Possibly. You have always to balance this out against
the impact you have on the incentive to build new houses. I don’t think
the vacancy rate happens to be that low. It was 9.2 percent I think a
year or so ago which is well above the rates we have had historically
in the early 1940’ and 1950’s.

Chairman Proxarre. I would like to check with you later on that.

I note you include mobile homes in your projections for housing
starts. We did not have that in mind when we had that proposed $36
million. It is my understanding that Congress did not include that.
Why do you include mobile homes as part of it ? Did you make a study ?

I do not say that in any criticism but I have a feeling that mobile
homes by and large with the exception of a few tend to be pretty
tawdry kinds of houses that just depreciate rapidly.

Mrs. Teerers. I think they depreciate more rapidly but if you look
at the housing market you have to include mobile homes. There are
lot of them and the number is growing. I found that the shipments
of mobile homes started to accelerate as the cost of construction relative
to the overall rate of price increase started to accelerate. You can buy
mobile homes at a very low cost relative to other forms of housing.
As long as the relative price of construction tends to rise faster than
the general price level, I think you are going to see more and more
mobile homes. Because you do not like that type of housing does not
means that you shut your eyes to them.

Chairman Proxmigre. No, no. It is just that I think if we are going
to accept mobile homes we ought to have some standard as we do for
other housing, conventional housing, and we do not have that. We have
been after HUD to develop something like that. We do not have it.
After all, you can design mobile homes that are more attractive than
most of the conventional homes. On the other hand, we know that is not
the case in most instances. They do not have the room, they do not have
the sewage, they do not have the other facilities that go with a home
and a lot, and as you say, they do depreciate, deteriorate fairly rapidly.

Mrs. Teeters. I think a word of caution in that regard is ap-
propriate. I think one of the problems in the construction of the con-
ventional house is too many regulations, too many zoning laws, too
many special regulations as to what can be done. I agree with you that
we could use more standards for mobile homes but I would like to see
them done on a broad basis, not on so narrow a basis that it would
prevent their use.

Chairman Proxmire. Mrs. Rivlin, you note in your statement there
are really two parts to the State and local fiscal problems and it is diffi-
cult if not impossible to design one program which will solve both
problems.

One problem is the cyclical one which Mr. Schultze remarked we
suffer from right now. In your book you estimate that in 1970, reces-
sion cost State and local governments $314 billion in lost tax revenues.
This was because the economy operated below its potential, and per-
sonal incomes were below what they would have been at full
employment.

In 1971 the gap between actual and potential GNP will be larger
than it was in 1970. Federal receipts are now running some $20 billion
below what they would be at full employment.
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Can you make any estimate as to how State and local receipts will
be afzfected in 1971 or how much they are losing presently at an annual
rate?

Mis. Rivuin. As a result of recession ¢

Chairman Prox»ire. Yes.

Mrs. Rivin. We did make an estimate for calendar 1970 that the
losses in State and local tax revenue attributable to the recession were
about $3.5 billion. I do not know offhand how one would project this,
but the recession certainly cut seriously into State and local tax
revenue.

Chairman Proxaire. Would you agree it would be larger in 1971
than in 1970%

Mrs. Rivuin. Yes.

Chairman Proxmrre. We talk about larger than the Federal basis.
Do you think it would be possible to design and desirable to design
a counter-cyclical program which would support State and local
governments during recessions ?

Congressman Conable pointed to the dire situation that State and
local governments find themselves in because they cannot, by and large,
at least engage in deficit financing as well as the Federal Government.

Mrs. Rivurw. I think it would be very difficult to design a revenue-
sharing plan which would be counter cyclical. But one might think of
other ways of doing this.

Mr. Scaurrze. Let me interject. I want to push a pet idea. It seems to
me that one could design something which woulg not be exactly a
revenue-sharing plan but would accomplish, I think, the right objective
in this area. It would be something like this.

Each year the Council of Economic Advisers would be charged
with estimating the total shortfall in State and local revenues com-
pared to what they would yield at full employment. In turn, that
amount would be automatically ap ropriateg and distributed to the
States in proportion to each State’s share of income taxes to total State
and local income taxes and possibly sales taxes, so that a State, for
example, which had 2 percent, which collected 2 percent of total State
and local sales and income taxes would get 2 percent of the funds. This
would have two advantages to it. It would mean that when the Nation
does get into a recession, State and local governments are not forced to
scramble to cut back their services as they are now. Usually what hap-

ens is they have to cut not the services that are the lowest priorities
ut the ones easiest to cut.

This proposal would not give State and local governments relief
from any long-term fiscal crisis but would at least give them stability
to plan ahead on the assumption of stable growth—a stabilizing feature
from the national economy viewpoint because when unemployment is
rising you do not want State and local government to cut back.

It seems to me you would avoid many of the long-term philosophical
questions as to revenue sharing compared to categorical grants.

Chairman Proxmire. I like that idea. It has a lot of appeal. Has
that been tried in any other country ¢

Mr. Scaurrze. Not that T know of but I have not researched it. So
when I say no, all I mean is I do not know of any.

Chairman Proxmire. Again, that would be a good project for
Brookings to get into. As you say, it is very very appealing.
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ung hﬁa(])t(}il.m; ggoblem you referred to, Mrs. Rivlin, was the problem of
(,1 | distribution of resources and of needs. Some areas are much
poorer than others and public service needs are, of course, greater
whe}'e there are concentrations of poverty. , e
v ‘v‘ hat 1}’;— your opinion 1s the best way to meet this problem ¢ General
revenue sharing does not secm to me to be a sufficient approach because
1t gives funds to all communities rather than concentrating funds
where the needs are greatest.
coﬁ{(llls'cig}i?ém'n]: th-1111k one could meet it in several ways. First, you
o . a general revenue sharing formula which had a need fac-
or built into it more strongly than the administration’s does. There
could be larger grants for jurisdictions with heavier concentrations of
poor people, as Senator Muskie has suggested.

Another way is to use categorical grants with a stronger need factor
built in. Some laws now on the books, like title I of the Elementary
and Secondary Education Act, are well designed to get Federal funds
into areas where specific need is demonstrated by concentrations of
poor children.

Representative ConvasLe. Would the gentleman yield on that? I dis-
agree with what you are saying about title I. It seems to me the formula
is designed to take a poor child in New York and generate considerably
more Federal funds ¥0r his education than a poor child in Mississippi,
for instance, because the formula is geared to the State expenditure per
pupil. That is almost a fatal flaw in the proposal.

That is one of the reasons Congress has not been willing to make
the quantum jumps in support of education that are indicated in terms
of the needs of education.

Mrs. Riviiy. Well, that particular formula may represent one solu-
tion to the difficulty that pervades the question of how to estimate
needs; namely, that the cost of educating a child is higher in New
York City than it is in Mississippi. Part of the reason for building in
the State expenditure was to reflect that fact.

Representative ConasLe. But doesn’t that have the effect, then, of
raising the ceiling over education rather than raising the floor under
arcas of education blight? Aren’t we, in fact, increasing the disparity
between the different educational systems in the various States®

Mrs. Rivirx. Not by title I, which goes very heavily to the South.

Representative Conapre. Well, how can it go very heavily to the
South ? Ts that what the distribution pattern shows?

Mrs. Rivrin. Yes. Title I funds are a much higher proportion of
the total State expenditures for education in Mississippi than in New
York, for example.

Representative ConaBLe. Isn't it true that there is a very wide dis-
tribution plan for title I so that better than 93 percent of school dis-
tricts qualify for title I funds, and isn’t it true that you do put more
per impoverished children to the wealthy States than you do into the
poor States?

Mrs. Rrviiy. More per impoverished child ¢

Representative CONABLE. Yes.

Mrs. Rvian. Yes. .

Representative Conabre. For instance, in. Westchester County, a

child is worth roughly three times as much in TFederal aid as a child
is worth in Sunflower, Miss.
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Mrs. Rivuax. There are some anomalies in this, and I, too, would be
for concentrating the funds in title I and other programs specifically
aimed at the poor, more in areas—Waestchester is not one, while New
York City is—in which there really is a significant burden of large
numbers of poor children.

Representative Covapre. I am interested in your statement. though,
that the money goes very heavily to the South. Is that what the pattern
of distribution shows?

Mrs. Rivian. Yes.

Representative Conasrr. That Southern States are getting per capita
considerably more in education than the Northern States?

Mus. Riviix. For that type of program.

Representative Conanre. That is the justification for Federal aid to
education, trying to raise the floor in areas of educational blight, since
we have a mobile population nowadays and we all suffer from under-
education. :

Mrs. Roviin. Federal aid to education programs as a whole have
not been noticeably redistributive. Title I is the exception because it
does have built into it a formula based on the number of poor children,
and there simply are a Jot more poor children in the South.

Chairman Proxyre. T would like to ask each of you a question
which T asked other eminent economists who appeared before us. As
you know, the administration proposes to provide a Government
guarantee for the Lockheed Corp. in order to prevent it from going
bankrupt. The argument made in support of that proposal is that it 1s
necessary to prevent widespread nnemployment and disastrous con-
sequences to the economy from the bankruptey of such a large corpora-
tion. Would each of you please respond to this argument and give me
your views on the proposal.

Mr. Schultze.

Mr. Scaurrze. I am not sure it is one of the things I have spent a
lot of time thinking about.

Chairman Proxyire. Sometimes we give the best answers from

Mr. Friep. T have not given much thought to this either, Mr. Chair-
man. I agree with Mr. Schultze’s comments. I suspect that these moves
for government aid discourage exploration alternatives that have
been more traditional with the operations of the private sector.

Mrs. Rrvran. I would be against it. We should be worried about
localized unemployment, but, there are better ways of handling that
than establishing a precedent of bailing out brankrupt companies with
Federal funds.

Mus. Trerers. I would be against it also. I might also point out that
the problem is beginning to come up with some frequency: Penn
Central, for example. If this is going to be a continuing problem, the
Congress should give some consideration to developing guidelines as
to what circumstances make major corporations eligible for assistance
rather than doing it totally on an ad hoc basis when one gets into
trouble.

Guaranteed loans already exist to a certain extent in Small Business
Administration for example. Basically T am against loans to large
;301‘porations but I think you may have a continuing problem on your
hands.
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Representative Conapre. If T may interrupt there, I would like to
ask the four members if they are also opposed to farm subsidies, to
the SBA, to the Reconstruction Finance Corporation, to the various
subsidies paid to business in other areas such as airlines, et cetera. Are
you also in favor of the $4 billion manpower training program which,
of course, is designed to prepare people for jobs which may not exist
after they have been trained?

Mr. Scmurtze. T have got to start answering those in order.

With respect to farm subsidies, I say we are spending far too much
on them and in particular just as I am against putting the money in
the hands of Lockheed creditors, I am also equally consistent in not
wanting to put subsidy money in the hands of farmers earning $10,000
to $15,000 or more.

The second is SBA. I think it has become, not completely but in
part, an outfit making loans at less than bankable rates to bankable
firms and T am against a lot of what they do on that ground. I think
there are some things they can do well but not a lot of what they are
now doing.

With respect to the manpower training program it seems to me you
are dealing with another kettle of fish in which you are trying to meet
some very specific national objectives with respect to the hard-core un-
employed and skilled mixture in our economy, and that is something
different than baling out a particular firm.

I can extend the list with a number of existing subsidies.

Representative Coxapre. T am pleased by your answer because you
used the word “precedents.”

Mr. Scrurrze. Touché.

Chairman Proxyire. Tsn'’t 1t also true that in every one of the pro-
grams mentioned by Mr. Conable. they are of general application with
some kind of guidelines. as Mrs. Teeters called for in this kind of pro-
gram and not for hailing out a particular company, a particular
farmer or particular small business, or a particular concern and that
that is quite a distinction ¢

Mr. Scrurrze. Agreed.

Chairman Proxmire. One reason I am concerned about the way the
administration perceived the impact of defense reductions on the
economy is because of the information we have received that the cur-
rent defense budget was established partly as a result of political and
economic consideration. You may recall last year’s speculation that the
fiscal year 1972 defense budget request would be sharply curtailed.
Toward the end of the budgetary review process, this decision was
changed.

Mr. Fried, in the chapter on major defensive options, refers to the
“internal bargaining process” which influences the defense budget,

and the fact, and I quote your statement :

In the present administration . . . greater reliance than in the recent past is
placed on Presidentially determined fiscal guidance to scale the total size of the
Defense Establishment.

You also state that the present system of determining the size of
the defense budget discourages interest elsewhere in the administra-
tion in the proper allocation of defense resources.

I wonder if you would comment on whether the current practice
is the most rational way to allocate resources. It seems to me to be
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very similar to the way decisions were made in the prior administra-
tion and the Office of Management and Budget is failing to live up
to its promise. It does not stand up and say no to the Defense Depart-
ment with the same vigor it stands up and says no to the OEO and
other nondefense agencies.

Mr. Friep. On the latter point, I believe Mr. Schultze from his past
experience can comment but I think in general that this is right, that
the thrust of your comment is right. It is not the best way to run a
railroad. This'is a very very big chunk of national expenditures. Inevi-
tably in so large an enterprise there are going to be differences in in-
terests and differences in points of view as to what is required and
what is not required and that is understandable.

Insofar as possible the object of the exercise is to try to treat this
large area of national expenditure much the same as we treat all others
and to subject it to the maximum degree to the same kinds of tests.
Difficult as it may be, it is the objective that we should shoot for.

I might add, Mr. Chairman, that this is one of the purposes of this
Brookings exercise on the budget, to attempt to bring the considera-
tions unﬁerlying these kinds of decisions into the pubiic domain.

Chairman ProxyIre. Mr. Schultze, would you answer also?

Mr. Scauraze. I thought he handled it pretty well. I do not think I
have anything to add, Senator.

Chairman Proxmire. I think this is one of the most useful aspects
of your study. If we can just bring this about I think it would be very
helpful because there has been something about defense—it is true we
have been able to raise more questions in the last 3 or 4 years than we
did in the past but it still is semisacrosanct. There is still the haunting
feeling that defense is too sacred to take any kind of a_chance,
which means we do not question it. We do not make the hard decisions
we just have to make, and I think that your study here is most helpful
in highlighting the weaknesses involved. In fact, we do not get better
defense this way. We just waste more money.

The Council of Economic Advisers in its annual report seems to
explain the increase in unemployment over the past 2 years on reduc-
tions in defense spending and the decrease in military manpower. Do
you agree and do you believe, Mr. Schultze, that the administration
took whatever steps could reasonably have been expected in order to
soften the economic impact of the changes in the defense budget ¢ More
importantly is it your judgment that it would be risky to make further
cuts in defense because of the possible effects on the economy ?

Mr. Scuurrze. It seems to me the first point is that the particular
level of unemployment we are now facing has to do with the impact
of the combination of monetary and fiscal policies that have been pur-
sued, not defense. Any administration coming into office in early 1969
would have been faced with the problem of tailing off inflation and any
administration would have been faced with some unemployment, but
it cannot be blamed on defense, it seems to me. That is clear.

That does not mean that there would not be very particular pockets
of problems but the overall level of unemployment is not to be blamed
on defense.

Chairman Proxaare. Let me interrupt at that point to say isn’t there
a peculiar situation where you, the administration announces that it
intends to withdraw troops from Vietnam and cut down on the size of
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the military force. You can schedule, you can calculate you have so
many people coming out and therefore you prepare for that. You have
plans to meet it.

I know that it is unfair to compare directly the sitnation after World
War IT and the situation now because we did have a different economic
situation, when you recognize that we demobilized ten million men.
WfVe cut glefense spending $60 billion in a much smaller overall GNP,
like cutting $200 billion now, and we had only 814 percent unemploy-
ment after 3 years of that. ‘

We do have some dammed-up needs now. We do have some unmet
needs in housing and other areas.

I am just wondering, of course, whether there could not have been
better planning to meet this in view of the fact we knew it was coming ?

Mr. Scaurrze. Well, again all T can do on that. Senator, is repeat
that it seems to me it is not so much specific planning or nonplanning
for defense industries or returning veterans. An economy operating
at very high levels can absorb this, with some transition problems in a
few places. The real problem is overall economic policy.

The second point I would like to make is that aside, again, from
orderly planning of the pace at which one proceeds, the argument that
you cannot afford to cut back defense because of its employment, im-
pact is politically bad, economically bad and socially bad and I
just do not think it is true.

Having said all that, T want as I say to accompany it an understand-
ing of the fact that it is a very difficult sort of thing to do to manage
this inflation-unemploment trade-off. Nevertheless, that is what is at
stake, the level of the economy not defense cutback.

Chairman Proxyrre. You have explained the increase in defense
spending on the following factors. pay increases, inflation, expanded
weapons procurement. and the stickiness of support or overhead costs.
Now, it seems to me, Mr. Fried, that with the exception of inflation,
you described areas of considerable unnecesarv costs in the defense
budget. In my judgment we have too much military manpower, far
too many civilian employees in the Department of Defense, we are
procuring too many new weapons and spending outrageous sums for
them, and we ought to be reducing our logistical tail.

In addition, although inflation obviously has an impact on defense
costs, there is no military price index and until one is constructed, we
will not know with any precision what that impact is.

Moreover, the increase in defense spending since 1965 has been a
prime contributor to inflation. What this suggests is that a eutback in
defense will relieve some inflationary pressure. From all of this T find
a powerful argument to reduce the defense budget. Do you agree or
disagree?

Mr. Friep. Well, T think the substance of my remarks, Mr. Chair-
man, was that the way to look at the defense budget. to assess it. to see
what we want and what we do not want, should depend in the last
analvsis on what we want defense for and how to use it most efficiently.

I think it comes down to these kinds of considerations. First, con-
siderations relating to strategies. You can think in terms of what you
want to prepare for, how big the risks are, and how much confidence
you want to pay for in any given defense posture. )

You also have to look at weapons systems, whether they are using
resources devoted to defense as effectively as possible. I share some of
your concerns about the rise in cost of modern weapons systems and T
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think that the full implications of those costs are not consistent with
keeping the defense budget at constant levels in real terms. I think
they have to be looked at very carefully and they are an important
part of the problem.

~ Third, and again to agree with you, it is necessary to look at defense
in terms of the effectiveness with which manpower is used. I indicated
before that this will become increasingly important because we have
established the principle, which I think is a good principle, that pay
levels for military and civilian employees of the Department of Defense
should be comparable with the civilian sector. But that means that the
cost of manpower is going to go up and it enhances the need to use it
efficiently.

Looking at those three factors suggests important areas where
defense cuts can be made.

Chairman Prox»re. That is a skillfull and able answer. Now, let
me ask you to drop the diplomacy and give me a blunt answer, how
much shall we cut the defense budget over the next 5 years if at all?
T want to ask Mr. Schultze the same question.

Mr. Friep. Well, T think that the kind of defense option that we
suggested as a low defense option is not an unreasonable one. I do not
think one can answer these questions in that clear-cut way, but I
think cutting $10 to $12 billion from the defense budget per year, on an
annual basis, over the next 5 years would certainly be a reasonable
goal, leaving as the constant the international situation.

Chairman Proxyire. Would you say if you do that, because of the
erosion of inflation, you come out with about your low budget; that 18,
a §78 billion budget after 5 years or so?

Mr. Friep. It would be significantly less in real terms.

Chairman. Proxuige. Significantly less in real terms and your an-
swer is that that would be a reasonable way to handle it?

My. Friep. That would be a reasonable way.

Chairman Proxmire. You come out for it ?

Mr. Frrep. That would be a reasonable objective. I would add that
it is possible that a closer look at the use of manpower in terms of
support and relationship between support and combat forces might
uncover some additional areas of reduction. The combination of those
two reductions would represent to my mind a reasonable defense pos-
ture for the future, leaving constant the international situation.

Chairman Proxmire. Mr. Schultze, how much would you cut the
defense budget?

Mr. Scacrrze. That was such a skillful answer and well done. I
would associate myself fully with it. I think the combination of the
lower posture as he indicated, plus very careful scrutiny of unit costs,
cost per division, cost per air wing, the support costs that go behind
all these, would make tﬁe kind of reductions that Mr. Fried has talked
about very sensible as a goal to pursue and I think it could be done
and we would end up with a reasonable budget which fully met the
security requirements of the Nation.

Chairman Proxsnre. So if you do this, then you would increase your
fiscal dividend by—over your projection—your projection I take it is
about $86 billion, right?

Mr. Friep. Eighty-eight.

Chairman PrOXMIRE. So you increase your fiscal dividend by about
$12 billion ?
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Mr. Friep. Plus whatever savings in manpower support costs you

might achieve,

hairman Proxmire. I want to commend you and your colleagues,
Mr. Schultze, on your excellent treatment on water pollution. You
happen to come up with a Proxmire proposal and I am delighted to see
it. It shows great judgment on your part, and it also seems to me it is
the only thing that makes any Sense.

If you proceed with the present strategy, it is going to cost many
billions of dollars and it is going to get the figures you give us, almost
$30 billion:

Mr. ScruLrzE. By 1980.

Chairman Proxumire. Over $50 billion and here you tie in a clear-cut
determining economic disincentive to discourage pollution and as we
know, it has been tried and where it has been tried, it works.

Let mc ask a general question in this connection. Do you think this
principle can be applied elsewhere in pollution, air polluticn, solid
wastes, other areas, too, if we proposed a penny-a-pound tax on any-
thing you cannot consume, which would in turn be used to dispose of
solid wastes? Thirty-five-hundred-pound car, for example, $35 tax.
New York Times Sunday edition, about a nickel.

Mr. Sciurrze. You are getting close to home. Senator. In general,
yes, sir. It seems to me that, as a matter of fact, the particular bill you
introduced with regard to those charges carries with it a principle
which, with study and analysis and research, could be applied else-
where. I noted this year the administration has proposed a tax on
sulphur oxide emissions, from stationary pollutant sources, which is a
good idea. I think we ought to give a lot more attenticn to this
technique.

If I might use this opportunity to make one quick statement, the op-
ponents of this approach very often say it is a license to pollute and it
seems to me that is just flat dead wrong. This particular approach can
be calculated to get any given reduction in pollution more effectively
and more efficiently than some comparable set, of judicially enforced
standards, and the statement that this it is a license to pollute which
sometimes one hears in just wrong.

Chairman Proxmire. Chairman McCracken of the Council of Eco-
nomic Advisers was quoted last Friday as telling money managers in
Munich that the administration was placing substantial reliance on
fiscal policy to help recovery at home while not disturbing interna-
tional factors. How does this jibe with your description of the 1972
budget as neutral, or restraining, if you take the national income
accounts ?

Mr. Scaurrze. I have called it neutral; he calls it stimulating.

Chairman Proxmire. How can he possibly call this budget stimulat-
ing? Where is it stimulating if it is in balance on the unified basis and
in surplus on the national account ?

Mr. Scaorrze. You have the wrong witness.

Chairman Proxuire. In other words, you would disagree with Mr.
McCracken, is that correct ?

Mr. Scirorrze. Unless he is speaking of something at the moment
I cannot fathom, I just do not understand it. He may have something
in mind that at the moment I do not see, but the budget as I would
look at it from year to year provides little change.
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Chairman Proxare. Let me ask you one final question. I think your
findings that the highway trust fund accumulates about $11% bil-
lion additional revenne each year than is needed to complete the inter-
national highway system is a good example of an area where we need
reform. In my mind this is another example of what is wrong with the
highway trust funds. However, there are many of our colleagues who
support increased expenditures for highways because they claim there
are new demands for such roads.

What analysis can you give to us to convince them that this notion
that we need new roads is not true? Or need more new roads than
would otherwise be completed by reducing the highway trust fund?

Mr. Scrortze. I am not sure I can give you a neat analysis which
will convince anybody you do not need to increase the rates of spend-
ing on roads. What I do think can be said is the following, that we
ought not to decide whether to spend money on roads versus airports
versus mass transit versus northeast corridor rail transportation sim-
ply because we have a trust fund set up some 15 years ago which gen-
erates revenues at the rate it is now generating revenues and automati-
cally devotes them to highways.

Chairman Proxarrre. No. This committee is on record for the aboli-
tion of the highway trust fund.

Mr. Scuurrze. Yes.

Chairman Proxare. And for putting the results of the gasoline tax
into the general fund. I think, as a matter of fact, this would be
a good tax return to the States.

Mr. ScrorrzE. Or an incentive. :

Chairman Proxmire. Let them impose the entire gasoline tax.

Mr. Scrurrze. That is one possibility, Senator. It certainly ought to
be considered.

Another one derives from the fact that the choice of transportation,
what mode of transportation to use in a city, particularly a large
metropolitan area, is critical for urban development and if there is
any one area in which the Federal Government ought to encourage
relative flexibility and freedom for city planners to pick and choose, it
ought to be in transportation. Yet paradoxically, here is an area
where we ram it down their throats. An alternative approach is to
broaden the whole concept of the highway trust fund and begin to
think about either a larger transportation trust fund encompassing all
modes, allowing local flexibility in deciding what they need or, as you
say, abolish the trust fund concept totally.

Chairman Proxyire. Larger in terms of the area where the funds
can be allocated, including mass transit, et cetera.

Mr. ScrULTZE. Yes, sir. If I were an urban planner—thank the Lord
I am not—I would feel myself in somewhat of a straitjacket in terms
of having to take pretty rigid predetermined amounts for highways
where what would be much better would be to give them an overall
kitty and, subject to certain constraints, let them have more flexibility.

Chairman Proxare. Well. ladies and gentlemen. I want to thank
all of vou for superlative performances. This is one of the finest panels
we have ever had. I think you have contributed greatly to our under-
standing. This is a good place to sav if we could force members of the
Congress to read any book, we ought to require them to read this one.
Of course, we cannot, and many of us read few if any books, or any-
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thing else for that matter. And I hope we can call it to their attention
1n other ways.

If you have any ideas how we can dramatize it further let me know
and I will do my best to get the message across.

The subcommittee stands in recess until 2 o’clock tomorrow after-
noon, when we will hear from James M. Gavin, chairman of the board
of Arthur D. Little, Inc., and Robert M. Benson, director of the Na-
tional Priorities Project, the Urban Coalition.

That is tomorrow, June 2, at 2 p.m., in this room.

Thank you very much.

(Whereupon, at 12:25 p.m, the subcommittee adjourned, to recon-
vene at 2 p.m., Wednesday, June 2, 1971.)

(The following information was subsequently supplied for the

record :)
NATIONAL RURAL HoUsING COALITION,
Washington, D.C., June 2, 1971.
Hon. WILLIAM PROXMIRE,

Chairman, Subcommittee on Priorities and Economy in Government, Joint
Heonomic Committee, New Senate Office Building, Washington, D.C.
Dear CHAIRMAN PROXMIRE: We are pleased to note that your Subcommittee

has undertaken hearings to consider the economies of national priorities.

Enclosed please find a statement from the Coalition urging the Subcommittee
to investigate establishment of a federal capital budget as one means of bring-
ing about reordering of the national priorities.

We respectfully request that our statement be included or read into the
record of your hearings, and do sincerely recommend the capital budget to
your consideration.

Thank you very kindly.

As always,
CrAY L. CoCHRAN,
Chairman of the Board.

STATEMENT SUBMITTED BY CLAY L. COCHRAN, CHATRMAN OF THE BOARD, NATIONAL
RuURAL Housing COALITION, ON THE FEDERAL, CAPITAL BUDGET

Mr. Chairman, we are encouraged that the Subcommittee is devoting atten-
tion to the vital subject of national priorities.

We wonld like to direct your attention to an institutional arrangement which
fits what Thorstein Veblen referred to as an “imbecile institution”, one which
had outlived any earlier usefulness and had become socially destructive.

We refer to the present federal budget system which equates expenditures
for the Pentagon’s public relations staff with expenditures for the building
of a hospital or a decent home for a family.

We urge the Subcommittee to undertake a study designed to establish a
federal capital budget, a “Truth-in-Accounting” law.

Vested interests we shall always have with us, Mr. Chairman, but the power
of a vested interest very frequently rests as much on the prevailing precon-
centions (the Mythology) of the community and the sanctity of the resulting
procedures as it does on the ability of the vested interest to finance elections
or influence members of the Congress.

There is no ally—for those who are casually or actively opposed to programs
designed to increase equality of opportunity in this country—so powerful as our
present Federal Accounting system.

Under this primative system we equate the cost of a children’s hospital with
a bomber. a Joan for a house with the expenditure by the Pentagon of $28 million
2 year for public relations.

There is a real economic difference between operating costs and capital for-
mation costs. Every business in this country would be in bankruptey court if it
used the Federal accounting system.
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But most important for our discussion .. . the present accounting system
makes it possible to kill off essential programs because of the “budgetary im-
pact”. The distortions that arise from this are maddening.

‘We propose that this source of policy distortion and social stupidity be laid to
rest at last, and the way to do this is to establish a capital budget.

We do not wish to undertake to snbmit a statement on the capital budget in
any detail at this time because we think a set of formal hearings should be held
at which u wide spectrum of views should be heard on the type of system which
best suits the needs of this society.

But we urge its importance and look forward to hearings which would lead
to the establishment of such a system. The failure to establish a capital budget
is one of the basic obstacles to a more rational allocation of social resources.

We would appreciate your including in the record a copy of a resolution passed
by the membership of the National Rural Housing Coalition at our annual
meeting in March.

RESOLUTION OF THE NATIONAL RURAL HoUsING COALITION ON THE FEDERAL
Caprital Bubeer, MarcH 23, 1971, WasminNagroNn, D.C.

We join the National Commission on Urban Problems, and others, in recom-
mending adoption of “a Federal capital budget . . . in order that most effective
and least costly method of subsidizing housing, namely Federal grants or loans,
can be used.”

Given the tremendous need for public funds in solving the housing problem of
low income people, it is essentinl that the cost be as low as possible. The Federal
government can borrow money and lend it more cheaply, in most instances, than
it can subsidize others to make credit available. But the present mythology which
makes all public credit look like a permanent loss has been utilized to block
direct Federal lending. With a capital budget which separated wealth creating
expenditures on capital investments from normal expenditures, this block would
be removed, with great savings to taxpayers and a substantial increase in the
prospects for achieving the goals we seek.

This truth-in-accounting proposal is a simple matter of altering the way the
government keeps its books.



THE ECONOMICS OF NATIONAL PRIORITIES

WEDNESDAY, JUNE 2, 1971

CONGRESS OF THE UNITED STATES,
SUBCOMMITTEE ON PRIORITIES AND CONOMY IN
GOVERNMENT OF THE J OINT EcoNoaic COMMITTEE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 2 p.m., in room 1202
New Senate Office Building, Hon. William Proxmire (chairman o
the subcommittee) presiding.

Present: Senators Proxmire and Fulbright; and Representative
Brown.

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

OPENING STATEMENT OF CHAIRMAN PROXMIRE

Chairman Proxyire. The subcommittee will come to order.

Yesterday we got the unhappy news that the long-awaited fiscal
dividend that was supposed to materialize with the ending of the war
in Vietnam will not appear. Charles L. Schultze, former Director of
the Bureau of the Budget, testifying in these hearings, stated :

“On the basis of our estimates, there will be no fiscal dividend be-
tween now and 1974.”

It will be recalled that only a few years ago, as recently as 1969,
great hopes were placed on what was referred to in the 1969 Economic
Report of the President as the “peace and growth dividend.”

In 1967, the President established what came to be known as the
Cabinet Coordinating Committee on Economic Planning for the End
of Vietnam Hostilitles. The members of the committee were the
Secretaries of Treasury, Defense, Commerce, and Labor ; the Director
of the Bureau of the Budget; and the Chairman of the Council of
Economic Advisers. o

In their report they projected a $22 billion fiscal dividend for fiscal
year 1972, the one that we are just about to enter, and they also fore-
cast that this dividend would increase by some $7 billion to $8 billion
per year thereafter. L

T think this needs to be given some emphasis in light of the non-
materialization of the phantom fiscal dividend. Let me quote from the
Cabinet Coordinating Committee’s report of January 1969:

According to the illustrative calculations, the “peace-and-growth dividend”—
available for Federal programs above the base line or for tax reduction—would
amount to $22 billion by fiscal 1972, and would increase $7 to $8 billion per year
thereafter.

(43)
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The report went on to observe that this dividend must be used in
order to maintain healthy economic growth.

But, in order to achleve the dividend, the Cabinet Coordinating
Committee on Economic Planning for the End of Vietnam Hostilities
warned that “difficult choices must be made—choices between increased
expenditures and tax reductions, between defense spending and non-
defense programs, and among competing civilian programs.” Unfor-
tunately, the difficult choices have been too difficult for this Govern-
ment to make. There is no fiscal dividend today; there will be none
in fiscal year 1972, and there will probably be none at least until 1974.

What this means, of course, is that the problems of poverty, pollu-
tion, unemployment, and urban and rural decay will not receive the
attention they demand.

Where have we failed? We have failed to cut defense spending by
the amounts necessary to free budgetary resources for the solution
of our domestic problems. The hearings today are intended to inquire
specifically into the question of whether or not the requirements of
national security justify the present high level of defense spending
and whether they justify the costs of the War in Vietnam.

Our witnesses this morning are uniquely qualified to address these
questions.

The first will be James M. Gavin, presently the chairman of the
board and chief executive officer for the Arthur D. Little Corp., and
a retired Lieutenant General in the Army. General Gavin has authored
several books, including “War and Peace in the Space Age” and “Crisis
Now.”

General Gavin, I understand you have a brief statement which you
have prepared. Why don’t you read your statement into the record
and make what other introductory comments you would like.

STATEMENT OF JAMES M. GAVIN, CHAIRMAN OF THE BOARD,
ARTHUR D. LITTLE, INC., FORMERLY AMBASSADOR TO FRANCE,
AND LIEUTENANT GENERAL, U.S. ARMY, RETIRED

General Gaviv. I must say, first of all, T am most pleased to have
this opportunity to appear before the Joint Economic Committee.
Perhaps I can best begin by saying that I was a member of the Armed
Forces for 35 years, retiring in 1958. Shortly after World War IT, T
was assigned to the newly established Weapons Systems Evaluation
Group. %ne of our first tasks was to evaluate the plans for the so-
called “strategic warfare.” We also examined a number of other cost-
ly and complex weapons systems.

Following that service, I spent over 2 years in Europe, first as
Chief of Staff to the Southern Forces, Allied Forces Southern Europe,
a NATO command, and then I commanded the VIT Corps in Germany,
also a NATO command. I was Chief of Plans and Development and
Chief of Research and Development from 1954 to 1958, Nineteen
hundred and fifty-four was the beginning of the “new look,” with our
principal military defense being placed upon “massive retaliation at
a time and place of our choosing.”

We chose this course, as I understand it, for reasons of economics.
As the cornucopia of research and development poured forth an ever-
increasing abundance of new knowledge, those in the Pentagon sought
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to convert it, where appropriate, to new weapons systems. Hence, we
had the Snark, the Navaho, the nuclear propelled airplane, and later
Skybolt, and many others on which billions of dollars were spent
ouf of a conviction that they would provide unique weapons systems
to implement our policy. It was obvious, even then, that decisions on
what weapons to advance through research and engineering, and what
to discard at an early stage in their development, had to be made. We
could not have everything.

Despite the reasons of economics advanced for our policy of “mas-
sive retaliation,” I was profoundly disturbed by it. The idea of “Hiro-
shimas” throughout Europe would never have been acceptable to the
American people and the policy itself was far too inflexible to respond
to the many lesser conflicts into which we would be inevitably drawn.

So, during the later years of my service in the Pentagon, 1955-58, 1
devoted a greal deal of time to studying and analyzing the problems of
national defense. It was obvious that we could not develop and acquire
all the weapons systems conceivable based upon available technology
without seriously affecting the other essential national programs. It
was equally as obvious that we had to have a more flexible military
policy, one far more responsive to the realistic needs of our time than
massive retaliation would have been.

In 1958, I left the service. At that time I rather tentatively postu-
lated the theory that national defense no longer could rely upon
weapons systems alone. And T wrote this theory when I wrote “War
and Peace in the Space Age” and “Crisis Now.”

That, indeed, the areas of strategy then most certainly—in fact, I
referred to it as psychology, the attitude of our people, and the atti-
tude of other people toward our own society—had to encompass the
domestic condition, the Nation’s economy, and research and develop-
ment—what we were doing about our future. I believe that events
since that time have given considerable validity to this view.

For clarification purposes, may I say a word about strategy. Strat-
egy, perhaps, is one of the most misused and abused words in the
English language, in the Defense Department and in the Pentagon.
Strategy concerns itself with those large-scale measures which permit
a nation to bring its tactical forces into play in a decisive manner and
under the most favorable conditions possible. The first objective of
strategy should be the accomplishment of a nation’s goals without
tactical involvement. Second, to have a nation’s resources disposed
so as to win if a tactical confrontation proves to be unavoidable.

A word about the kind of world in which we find ourselves. It isnow
truly a global village—a world about which a man can cast his voice
almost instantly by global satellite. It is a world in which a man can
cast a stone to any other part of the globe and expect retaliation almost
instantly. It is a world, in a military sense, in which all of the weapons
systems that we have are designed to neutralize those of an opponent
and to insure his certain destruction.

Last week a writer on the editorial page of the New York Times, in
writing about our strategic alternatives, pointed out that what we now
seek is the “assured destruction” of an opponent. The Soviet Union,
for example, also seeks the same goal, thus together we seek a posture
of “mutual assured destruction,” for which the acronym is MAD—and
this is what is it.

68-504—71—pt. 1— 4
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It is past time, therefore, that we be realistic about our Nation’s
resources; that, having established our Nation’s goals, we seek to de-
velop a strategy to attain those goals, that is, improve the domestic
condition in all respects, supporting a viable, dynamic economy, and
investing wisely in our future through research and development.
Having made this allocation of our resources, we should provide ade-
quate, and no more, tactical weapons systems. For example, it was be-
cause of an imbalance in the allocation of our resources that I opposed
the Southeast Asian involvement from the outset. From g strictly
military point of view, it has been nonsense to spend billions and bil-
lions per year, pursuing illusive tactical goals that would never be
realized, while our strategic posture steadily deteriorated.

Another maldisposition of our resources occurs in NATO. T have be-
lieved in the concept of the North Atlantic Treaty Organization since
it was founded. I was one of the first commanders in that command. T
served in two different commands in it. Tt can be stronger than it is
now and it will be stronger when we recognize the growing role of the
European Economic Community. We should realize that what is now
needed is a partnership between two very powerful economic and
military, if you will, blocs on each side of the Atlantic. The U.S.
commitment could be significantly reduced and, more important, the
logistical and training backup in the United States that has been
necessary to support those forces in Europe can be proportionately
reduced, if we look upon NATO in terms of today in the sense of the
Europeon Economic Community, not the NATO of 1952,

I cite these two examples to support my point of view that the
strength of the United States in global affairs should begin with our
own domestic condition, our economy, and our investment in the
future. Further, tactical commitments, whether they be in Southeast
Asia or in Europe, that are supported at the expanse of any aspect of
our strategy, should be questioned for they may be, even in a military
sense, greatly in error.

There will be those, T suppose, who will charge, at once, a return to
isolationism. I hope we all realize that the world today no longer will
permit any form of isolationism. The family of man brought together
on this thin, rather inhospitable, crust of space-ship earth is closer
together than it has ever been and it will get closer. The earth’s re-
sources are limited and even today one-third of the earth’s population
18 using over two-thirds of the earth’s resources. Even this situation
alone forecasts conflict. Our society is a microcosm of the world society
and it is time that we got on with dealing with its problems in a
realistic way based on priorites that will serve our national goals.

Consistent with that, we can provide all the tactical weapons sys-
tems that we need and that will serve us usefully when required. I
will be very pleased to attempt to answer any questions your committee
may have.

ghairman Proxmire. Thank you very much, General.

General, you say in your statement, and I quote:

T opposed the Southeast Asian involvement from the outset.

Now, when you say that, are you saying it was a mistake for this
Nation to enter the war in Vietnam?

General Gavin. I want to be sure I have the exact reference.
Chairman Proxuire. About the top of the page, third line.
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General Gaviy. Oh, indeed it was. In fact, there is no doubt in my
mind about it; it was a very, very difficult decision before the Senate
Foreign Relations Committee in 1965, harder say, than in 1955 when
General Ridgeway and I both took the view in the Pentagon that this
would have been a mistake. And, I think that subsequent events have,
unhappily, more than given validity to that point of view.

I felt in 1966 if the war were to be continued—and I talked to Mr.
McNamara about it—I was called over by him to talk about it. I said
it would tear our society apart, the very social fabric of our society
would be shattered and our Armed Forces would be in difficulty over
it. We must bring it to an end.

Chairman Proxmire. You opposed it for two basic reasons: one, be-
cause of the effect on our society and the other because of the effect on
our military capability ?

General Gavin. Yes, sir, Mr. Chairman. I saw the first as a corollary,
really. The main objection, and I stuck to it, with my experience with
NATO and in military affairs, and as they analyzed the Southeastern
Asian situation in 1955 and I went and talked to Diem at the time, it
was apparent we were plunging into an Asiatic war with somebody
who did not have the resources to wage war with us. It was obviously
China, and to some extent, Russia. And, if we were going to war with
China, that certainly wasn’t the place to do it.

I opposed it at that time and as the war escalated, it because obvious
the only confrontation would be when China finally committed its
forces, and we came very close to that point at one time.

Chairman Proxmire. Is there a right way to fight this war or should
we have not been in it at all? At one time or another you have been,
I think, rightly or wrongly, quoted as indicating we should have
fought 1n a different way. gur tactics were wrong, that we should—
perhaps you were talking about we ought to get out ?

General Gavin. It took this form, Mr. Chairman: First of all, we
thought that Diem, although a dedicated man, was rather repressive
and considerably lacking in political responsiveness to his people. He
took over a country that was in disarray with various factions, sects,
each with its own sources of income and weapons. And internal peace
was in an uneasy balance. Bao Dai was the head of state and he was
spending a great deal of his time in France, usnally on the Riviera.

Diem at once began to be rather repressive—and from this came a
reaction—the initial national liberation movement.

Now, we then provided aid and we provided trainers. I talked to
Mr. Kennedy about this problem in 1960, and on his suggestion, went
to see Prince Souvanna Phouma, helped to negotiate a treaty that
would guarantee the neutrality and independence from the point of
view of Laos. At that time I do not suppose I would have objected at
any time to helping them with trainers and some funds. But once our
troops were committed we were deeply involved. The commitment of
our troops, I objected to in 1955. I strongly objected to that.

By 1966 or 1965, when I appeared before the Senate Foreign Rela-
tions Committee, I discussed General Westmoreland’s problems. He
had many competent forces, poor logistic arrangements, 30 ships tied
up at a time in the estuary of the Mekong River going by Saigon, and
I was quite worried. He finally achieved some stability and established
powerful existing forces at Da Nang and Saigon—for example, I
referred to them as enclaves.
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So, at that point I voluntarily came forth—and I had not spoken on
this subject publicly for 10 years—I voluntarily came forth through a
letter in Harper’s magazine that later achieved some notoriety 1 did
not expect, and suggested, “Let’s bring this to a stop. We have 260,000
men there. They are no longer in jeopardy. We are in a good position
now. We have powerful enclaves; based upon the retention of those,
let us extricate our forces as promptly as we can.”

This was the first statement made, really, since 1955, when I did talk
publicly then on the war in Southeast Asia.

Lssentially, we are in that particular operation right now. We do
have good strength of the enclaves, but that tactic is now being
followed.

Chairman Proxmire. What does that mean in terms of getting out ?
The administration has a policy, as we all know, of course, of with-
drawing troops on a regular basis. The President has announced it,
and he expects to be down to a far smaller number than 250,000 within a
year or so. There is some discussion of a residual force in Vietnam.
Should we follow this present course, or should we set a date and get
out as of that date completely ?

General Gavin. Well, Mr. Chairman, this has been one of the most
difficult judgments for me to come to, and that is setting a definite date.
For a long time T was opposed to this because it does tie up a com-
mander’s hands, and in a way that takes all of the initiative away from
him. But, nevertheless, I have watched this war go up to where we are
approaching $30 billion a year in expenditures. We are not in any way
seeming to get out; our own society is getting more and more troubled;
our troops are becoming more and more demoralized with the drugs
and lack of discipline.

I finally, with some reluctance, had to conclude that nobody is going
to get out of that place until we say we will get out now.

I appeared on a program sponsored by “Common Cause” a week or
two ago. I suggested that we set the date of December 31 this year
and adhere to that date. I only did this out of a conviction that the last
5 years of procrastination and delay has achieved nothing but the loss
of many, many lives and the loss of tremendous capital resources of
the United States. So I am ready now to say: Let us set a date and get
out.

Chairman Proxmire. As a general with a very distinguished record
and certainly with as expert knowledge as any witness we are going
to have before this committee, is it practical, would there be any big
price to pay for getting out that precipitously in terms of the dangers
mvolved to our troops?

General Gavix. Well, I might say, I can see in answer to these ques-
tions I am heading down the road to criticizing our objectives, as to
how the President 1s trying to do it, and I do not want to do that be-
cause I think he is trying to do the best he can. But, from my point
of view, everybody has been trying to do the best they can for the last
16 to 17 years, and we have not done very well. It has always gone the
other way.

Even our defense budget is going up next year, as I understand it,
over the past, the next fiscal year. So, I think that finally, in my mind,
1t has reached the point where it makes good military sense to say : “Let
us set the date and bring this around.”
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Because, once we do, and once we can allocate the resources of our
country to the things that need our attention, first of all, and I men-
tioned ‘it before, the domestic conditions from health care to housing,
education, and so on. Qur economy is in serious trouble with the dol-
lar imbalance, causing the dollar to be in jeopardy. It is going to
be worse before it gets better, with the price of]living going up, with
inflation and unemployment going up, taxes going up, something has
got to be done to turn this country around.

With the complexion of all of this, let us set the date and get it over
with. T feel that is the thing to do.

Chairman Proxaire. I think that is an excellent answer. It is not
completely responsive because I asked about the military implications
of this, whether or not it can be done militarily in any way that would
minimize our casualties.

General Gavin. I understand. I would like to say, having come to
that conclusion, we are getting dangerously close to where we may not
have enough time. Six months is a very short time to do something like
that. T assume much of the logistical support will be converted to the
use of the South Vietnamese anyway—ammunition, food, and medical
supplies, and so on—and getting the troops out in that period of time
is going to be difficult.

But, 1t is a good idea to set our sights on it and work toward it. That
is better than leaving it open ended.

Chairman Proxwmire. What about the future cost of our military
presence in Asia and Europe? I realize that these issues are usually
discussed separately, but perhaps we ought to be dealing with them to-
gether, the cost of our military presence in Europe and Asia. The
administration plans to reduce our forces in Asia, but it opposes any
reduction in Europe.

As a former NATO commander, what are your views? Are we
balancing our forces properly throughout the world? Do you think
we have too many or too few troops in Asia and in Europe?

General Gavin. I do not think we are balancing them properly at
all. T implied that about NATO a while ago. I read the study report on
the All-Volunteer Armed Forces, with which I find myself in complete
agreement. However, Mr. Kates was not given any flexibility in terms
of number of troops, only in terms of what the Pentagon wanted. and
the solution therefore was increased pay. It is just as important to
cut back forces to reality.

Let us take Europe, for example. I know Europe well. T have been
there in two different NATO commands. I have had long discussions
with several leaders about the problems of Europe, De Gaulle particu-
larly. T have talked to the Ministers of Defense of several countries at
different times, including the Minister of Germany. I must say they
wonder why we retain the forces there we do.

What bothers me about it—let us put it this way: when Mr. Ken-
nedv asked me to go to France, he asked Mr. Acheson and me to go
to the State Department and get briefed on the current state of NATO.
This was 10 years after I had been in NATO—something less than
that, perhaps 7 or 8. When I got through with the briefing, I told him
I though it was dismal. All of the things that were then happening in
Turope seemed to be ignored.
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One of the most significant things is the growth of the Common
Market. That is going to be a very powerful economic bloc. It is
going to challenge the United States in many areas of world trade, and
1t 18 a good thing. These are our friends, And being a powerful
economic bloe, it really is a powerful military bloe, and they must
assume the burden of their own defense to an Increasing extent.

Why do we have troops there? The Minister of Defense of Germany
once said to me: “I don’t think you should have really, except if there
had been Allied troops in the Danzig Corridor, Hitler would not have
attacked.”

How many troops are there? Well, a million, probably. Now, Presi-
dent Eisenhower at one time suggested, before his death, that we
should cut our forces back to a corps. I too, have consistently main-
tained a corps would be about right.

Chairman Proxyrre. What does that mean in terms of total troop
commitments ¢

General Gavin. A reinforced corps would probably come out to
around 75,000 troops.

) Cglairman Proxuire. Over what period should we reduce to that
size ?

General Gavin. I would reduce that as promptly as we could. That
would be easier to do than getting out of Vietnam.

Now, it has been more important, Mr. Chairman, a point seldom
mentioned, but what we should realize, when you cut back from the
cutting edge of a field army, a corps of troops, or cut back from the
320,000 down to, let us say, the 100,000, you cut back in training base
and the logistical pipelines and facilities back here another 200,000
troops, a big wedge, a big theater global slice.

Furthermore, I have long been unhappy about the logistical deploy-
ments to support our forces in Europe, believing they are more suited
to a World War II type of confrontation than they are to what may
ensue. We would, therefore, I would think. cut back a great deal of
our warehousing and so on, built upon a World War IT concept.

So, realistically, our thoughts are: we would go very, very far in
saving dollars as well as manpower in Europe, and make Europe
stronger for it, by giving the greater burden of defense to the
European community itself.

Chairman Proxarre. How quickly would they pick up the slack? Or
would they pick it up  Many people argue this one.

General GaviN. When we went in there, Western Europe was once
talking about organizing a European army. They always felt it was
to be a European corps of their own until we decided there should
be a North Atlantic Treaty Organization. .

Let me mention that there is another aspect of Europe which again
concerns me very much. The key to the defense of Europe in the missile
age is not wholly a thin line across the peninsula of Europe to North
Africa. It is the control of the Mediterranean, and North Africa. and
not what they do in Germany itself. We see today the Soviet Union
demonstration in the Middle East. and economic aid. arms. aircraft,
Soviet tanks and so on, on into the northern African countries.

We see the Soviet strength gaining in the Mediterranean. To me it is
nonsense to talk about holding the line across Germany, which we
were holding 15 years ago.
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So, I see reasons for changing this and putting the responsibility on
the Kuropean Economic Community, to go beyond just purely what,
military affairs, and get to economic and large-term survival.

Chairman Proxmire. Secretary of the Army Resor recently stated
70 percent of our combat maneuver battalions have been withdrawn
from Vietnam. I am informed that only about 50,000 combat troops,
if that many, remain. By “combat troops,” I do not mean they are all
combatants. As you know, our divisions have changed rather dramatic-
ally. We have an additional 200,000 support troops in Vietnam.

In your opinion, do we need that many support troops to back up
the number of combat troops remaining or does the figure suggest we
have much too large a logistic force in Vietnam; we ought to be reduc-
ing our support troops at a much faster rate?

General Gavin. T cannot answer that. T do not know. I suppose a lot
of that detail is over there to support the Vietnamese. I really do not
know what they are doing with it.

Chairman Proxmire. That response does indicate in your opinion it
may well be it would seem that we do not need that many support
troops to support the combat troops we have. They may have a func-
tion supporting the South Vietnamese, but you have already given
your answer on your conviction that we should be out of Vietnam by
December 31. It is practical to do it ; our casualties would not be greater
by following up the policies, and you think that for many reasons you
have expressed, we should do that ¢

General Gavin. Yes.

Chairman Proxarre. I have some other questions. I yield to Senator
Fulbright.

Senator ForericaT. Thank you, Mr. Chairman. I am sorry I was a
Little late to hear the General’s statement. But I have heard the Gen-
eral several times before the Foreign Relations Committee. I think he
is one of the most thoughtful and perceptive men we have ever had
before the committee and his testimony on Southeast Asia, about
which he testified primarily before the Foreign Relations Committee,
his testimony, his views about that situation, have been justified by
events since that time.

So, I think there is every reason why this committee and the coun-
try should give heed to his view about Europe, as well.

General, it has occurred to me in seeing the maneuvering that goes
on in the SALT talks and now about troops in Europe, that our coun-
try in the position it holds in the world, more or less sets the pattern.

Or, to put it another way: Whatever we do the Russians feel they
ought to do or match and the only way to get away from the stale-
mate is to take some initiative in these matters. We sit and wait for
the Russians to take the initiative. They are not likely to.

However, there is a likelihood, if we should take the initiative such
as in the Mansfield Amendment, that the Russians would respond,
because the burdens on them are equally as serious as they are on us,
on their economy and on their resources. What do you say about that?

General Gavin. In all of my years, Senator Fulbright, in work-
ing with these problems, writing about them, and discussing them,
T suppose this has bothered me more than anything else. Our tendency
to react to what they do. Surely we should know what our goals are,
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commit our resources and achieve those goals. Let the Soviets worry
ahout what we are doing.

But yet we do not seem to do that. When the Soviets make a sug-
gestion, when they talk about things in Europe, we get worried about
it and say, what do they mean? What is behind all of this? Long ago
we should have reorganized and disposed of our resources in Europe,
Europe, vis-a-vis the Soviets, is quite difficult because when they say:
Let us talk about recall, we go back to the United States and they just
@o to the other side of the Iron Curtain, and the countries there are
still in jeopardy. We are afraid of the Soviets moving across the Iron
Curtain.

But, I think we ought to, on our own initiative. I have been in and
out of the Soviet Union since T appeared before vour committee, twice.
I will be over there in July. They are having difficulties. Their eco-
nomy is creaking and groaning. They are having trouble even now
throughout the satellite countries. Someone has recently said they used
the price of any commodities of the free world as the price for trading
with the satellite countries now. Some have said recently that if all
capitalist countries went Communist, at least one would have to be
saved, as a basis for establishing competitive prices in a free market
system.

So, through the system, one country they set commodity prices on,
on which they would negotiate their trading with their own satellites.
They are having trouble. They are having management trouble, trou-
ble of many kinds, spending a tremendous amount of wealth in pur-
suits such as in the Middle East. But I think they have become ultra-
conservative. I think it has lost much of the dynamics to survive. I
think cur system has done extremely well. .

So, I am therefore more troubled about our tendency to react to
what they do. We should be able to think through our own goals and
dispose of our own resources to obtain those goals. We have not done
that. We tend to the status quo and resist change. Europe is a good
example

Senator FurLericaT. Well, change is difficult, not only in military
fields but in every other field. But I know in the past there has been
a feeling that we are richer than they are; that if we keep up this
arms race they will finally conclude they cannot keep up and that they
will then see a settlement. I do not think that is likely to happen.
While they have difficulties, they are a tremendous country. They are
about three times as large as we are, geographically speaking, and
they have tremendous undeveloped resources.

As a matter of fact, we are having our own difficulties. I am not at
all sure how one balances that, but in an internal sense, the turmoil
that afflicts us, which I think grows out of the misdirected use of our
resources, is very great.

I think it is a vain hope to think if we keep on building extensive
weapons system that it will be harder on them than it is us. I do not
think that is true, myself. I think our system, while it is more produc-
tive, it is also more fragile than a simpler or less highly developed
and highly industrialized system.

But, coming back to this central question: It seems to me it would
be very much in our interests and also in their interest if we would
take the initiative. I have been very disappointed about the course
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of the SALT talks. They have been going on nearly 2 years, but there
has been no progress yet, other than verbal. And the ABM is an ex-
ample. I bring that up as an illustration. We are told that there was an
opportunity for us to make agirreement on this, stopping the future
deployment of it, and yet we declined because we had insisted upon
offensive weapons. There are always some reasons we cannot seem to
make an agreement.

Therefore, I think some initiative would be very much in our
interest.

About 1 year ago the Senate passed the Brooke resolution which
said there should be no more deployment pending the outcome of the
SALT talks or progress of the SALT talks. But the administration
simply ignored 1t. I still think, from a psychological as well as eco-
nomic point of view, it is very much in our interest to take the first step
in reduction of forces and weapons systems wherever they be, whether
it is ABM or whether it be troops in Europe.

I do not see that we risk a great deal. Do you think it endangers our
security if we should make an agreement on either ABM, that type of
thing, or on our reduction of troops?

General Gavin. Well, certainly we should risk as much for peace as
we risk for war. I would like to go back

Senator FuLericuT. I am not asking that much.

General Gavin. I might be willing to take risks. I do not know the
details of what goes on in the SALT talks, except what I read in the
press, of course. I would like to go back to an observation you made
a moment ago about both sides just spending, and spending, and
spending.

You know, Mr. Senator, I have been in research now for, goodness,
25 or more years, and I am quite familiar with it. And the volume
of new information coming out of research just goes up in an exponen-
tial rate. It is continually more and more. And I look back with dis-
may on my years with the weapons system evaluation group when peo-
ple were proposing nuclear propelled airplanes and all this and that.

One day in a meeting with scientists talking economics, I said:
What this country needs is for the Army to have a fleet of stratemic
tanks. They will ‘weigh about 1,000 tons apiece, nuclear propelled, 2
tank with nuclear warheads, meant to ford all rivers, to trave] around
the continent of FEurope, and they would absolutely dominate the
place. This thought was the greatest idea they had ever heard. This
1s a true story. You see how preposterous things can get.

If you really try to convert all new human knowledge into weapons
systems, this country will go broke as fast as you can imagine that
would happen. We have to make decisions.

There 1s the thought we continually spend and point out they are
spending a lot, too, and they are going without butter, just as we are
going without proper housing and medical care. Someone said they
are not very well off. This is utter nonsense. This is not the way the
human species should live on this planet. We ought to do the things
that must be done. Think through our goals and go after them and let
them make mistakes if they want to.

But I agree: we have got to make decisions and take some chances
to achieve peace. The SALT talks. T talked to you about before,
worry me very much, because it is a fact that in order to achieve what
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we would like to think of as an adequate posture, we increase our arms
spending so we are stronger when we talk. If they break down like
other arms talks have in the past, we are going to be in a catastrophic
condition. Tremendous amounts are spent on the weapons systems that
will again probably deteriorate, and mean only the end of the human
condition.

So, I hate to see anything done to jeopardize these talks. I hope they
are making some progress.

Senator Fursricur. It is fantastic. You read in the paper just today
further stories about the Navy F-14 which apparently is now at about
the same status as TFX. It is now estimated tﬁat the planes are going
to cost $16 million each. It gets so big it is absolutely fantastic and
yet there is grave doubt about its usefulness.

As you know, the first one they built has already crashed. That is
following a very similar history of the TFX. I think all of the F-111’s,
which is the new name for TFX, are all grounded now and they are
looking them over to see what they can do about it. But it gets to be
ridiculous after a while, the repetitive nature of these systems.

Beyond that, above all of that, it is very dubious as to whether or
not they are really useful today under modern conditions. This argu-
ment has been going on in the Pentagon for 10 years. But so far, the
ones that take a lot of money seem to win out.

Some of us, inspired by the chairman of this committee, have very
grave doubts now about whether the money being spent on them is the
principal incentive rather than the usefulness of the end product: No-
body can prove that, but it looks very much like that.

I do not know what we can do. We never seem to have enough votes
in the Senate to carry anything, except the opposition to the SST,
which the chairman of this committee practically spent a year of his
life getting done. You can hardly do it on every weapons system that
comes along.

But, I think your testimony on the troop business ought to be heeded,
Just as your advice on Asia should have been heeded. T do not know
when we are going to learn. When we look back and see our mistakes,
why can’t we apply them now? I do not know.

Do you have any advice for us?

General Gavix. May I say something, Mr. Chairman? Two years
ago I talked to the chairman of this committee. It was out of some con-
cern for the Defense Department, and I must say I felt this way about
it: T felt that if the East Asian involvement continued, our society
was so upset about it then, the casualties if they were continued, we
found more and more people against the war and inevitably the De-
fense Department would be under very severe criticism and yet we
need an adequate Defense Department. We need a good and efficient
Defense Department. We need a Defense Department to provide tech-
nical weapons systems, adequate, modern and functioning, and so on.

Frankly, I was worried about it because I had followed the policies
of the past Secretary of Defense quite closely. On my own initiative
I went around and visited the heads of a number of our national de-
fense industries and then came to see the chairman about it and later
talked to Mr. Packard about this. The policy of requiring the defense
industries, the policy of Mr. McNamara., to provide fionres on costs
and spare parts, 6, 7, 8 years down the road on the weapons system,
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really pressing the state of the art has been in trouble. This was the
one way to get the cost picture under control, but they didn’t. They
did not deal realistically with it.

But, as a consequence, about 4 or 5 years after these policies went
into effect, we had one defense industry after another with an enor-
mous overrun. I would hope it could be straightened out. Frankly, I
am very disappointed in the F-14. T thought it was going to be well
managed. This can only do us a great deal of harm. I would like us to
have a good national Defense Establishment, but when they make
mistakes like this, it discredits the whole structure and troubles me
very, very much. I wish something could be done about it, but I do not
see in this committee how it can be done.

Senator Forsricar. We might cut down a little on funds. That is
all I think Congress can always do, if it hasthe votes.

My time is up for the moment.

Chairman Proxaaire. Congressman Brown.

Representative Browx~. General, in your very brief statement, you
use the term in a couple of different places, “strategic posture” study
deteriorated, and supported at the expense of any aspect of our
“strategy.”

I think in both instances those were used in connection with tactical,
an alternative to tactical suggestions. What is your definition of
“strategy,” or “strategic posture,”’ in these cases? What are you talk-
ing about when you refer to strategy ¢

General Gavin. Yes. This is a very, very important point, Mr.
Brown. I would like to make precisely clear what I am talking about
because we misuse this word very, very much.

I do not think there is a strategic weapon in the Pentagon. I do not
think there is a strategic weapons system in the Pentagon. What is a
strategic weapon? It was an attractive word for a fledgling young arm
that needed a unique mission to grab onto, and they used it in the con-
text of attacking the cities, the industrial sites, and so on, of an enemy
country, not their armed forces. And in this sense, it would influence
the war strategy indirectly.

A very interesting thing happened over 100 years ago when Mr.
Lincoln was conducting the Civil War, or the War Between the States,
however you happen to view it. A boat appeared at Hampton Roads
and sunk several wooden bottomed ships. He sent for his Chief of
Naval Research, Mr. Dalgren. This story is told in “Reveille in Wash-
ington,” a very good book of that period in Washington history. He
said, “Mr. Dalgren, what are we going to do? That boat is going to
come up in the Potomac River and throw shells at the White House. If
it isn’t going to do that, it is going to be razing the ships in the harbors
of Philadelphia and New York.”

The Confederates had come up with a strategic weapons system
that could ignore the Armed Forces, and Navy, and go fight the non-
combatants and bring the war to an end strategically. However, Mr.
Dalgren said, “Well, we have something in development. It is some-
thing Mr. Erikson has been working on for some time. If it is now
ready we will commit it.”

So, the Monitor was sent down to Hampton Roads. It challenged
the Merrimac. They fought a stand-off on that meeting, and brought
an end to the strategy of the Confederate forces. No longer could the
Merrimac feel free to roam about fighting noncombatants.
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Today, the long-range bombardment forces of the Soviet Union, as
it is called, exist to destroy our own forces. I think the French call
theirs the long-range intervention forces. They are no longer strategic
forces. Indeed, the world is so small in size it is hard to believe this,
but tactical weapons systems exist to engage any other tactical weapons
system as easily as forces engaged each other at Gettysburg a hundred
years ago. Strategy is something else.

What is it? T have given a great deal of thought to this and I
have written about it and discussed it for some years. Strategy con-
sists of those measures we take short of attack engagement to be sure
we win, or if it does not take place, we win anyway.

What are those measures? If these other things are all tactical—in
my opinion, clearly they are dealing with the domestic conditions—
we should have a society

Representative Brown. Solely that, sir?

General Gavin. No. No, it is a tripart. Domestic conditions, economy,
and what we are doing about our future; research and development.

Representative Brown. Are you talking about research and develop-
ment in our industrial capacity or are you talking about research and
development in our military capacity, or talking about research and de-
velopment in the social area? What are you talking about ?

General Gaviw. I cover the spectrum from biology to zoology ; from
biochemistry to neurology.

Representative BrowN. Are you suggesting that there are no
strategic military weapons at no strategic military positions?

General Gavin. No. Anything we have that T know of, is tactical,
to be precise in the academic sense.

Representative Brown. In other words, I am trying to get a quick
summary because I only have 10 minutes. In quick summary, what you
are saying is: There are no strategic weapons systems now because the
world is so small, everything is tactical. Is that what you are saying?

General Gavin. That is right.

Representative Brow~. What do you mean when you say “our
strategic position” or “strategic posture,” is steadily deteriorating ?

General Gavin. Yes.

Representative Brow~. What does that mean ?

General Gavin. That means our domestic position is badly being
eroded. We have inadequate health care.

Representative Broww. Strategy translates as domestic circum-
s@arﬁc%, or domestic economy, or domestic social conditions; is that
right?

General Gavin. Domestic conditions, economy and the position of
the dollar.

Representative Brown. It has no reference to strategic military
weapons ?

General Gavin. There is no such thing now.

Representative Browx. I see. All military weapons are tactical?

General Gavin. That is right.

Representative BRow~. The semantics of it are a little confusing.

General GaviN. You are quite right.

Representative Brown. Would you tell me, please, where you say
in your statement: “We should provide adequate tactical weapons,”
what are adequate tactical weapons?
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General Gavin. Yes. Well, today I think that we have allowed many
of our tactical weapons systems to run down while we have become
involved in Southeast Asia. I worry about when you say “adequate,”
do you talk about a fighter interceptor, or missiles, or does the Navy
need a carrier transport, or more nuclear submarines?

Representative Brown. You say, “we should provide adequate tacti-
caltwea%ons systems.” What do you feel are adequate tactical weapons
systems?

General Gavin. This will take a bit of a rundown, but in brief, I
would think in this day and age, I would personally not see
a place for a big bomber. I think the missiles are adequate to provide
for long-range striking forces. I am quite worried about the defense
against missiles, although I am willing to go along with the adminis-
tration’s suggestion we build two sets for military development. I
think the Navy

Representative Brow~. Are you suggesting that there should be
research and development in this field, but what then? Should there
be no defense against intercontinental ballistic missiles?

General Gaviy. I would think with the two sites for research and
development at the moment, we have gone far enough. I would like to
see the outcome of the SALT talks before we go any further.

Representative BrowN. As a military man, then, you would suggest
we should not have defense capability from potential aggressors?

General Gavry. I do not see how one can say one should not defend
one’s self. )

Representative Brow~. I don’t either. That is why I am asking you.
What is your position?

General Gavin. The best defense might be & fleet of nuclear sub-
marines that could retaliate at once. ) )

Representative Browx. You would rather have us invest in nuclear
submarines than the ABM %

General Gavix. I think youneed a mix to make the enemy’s problem
complex.

Rgpresentative Browx. You would have both the ABM and nuclear
submarines ?

General Gavin. I would say so. )

Representative Brown. I see. ‘What other tactical weapons systems
do you think we need for an adequate defense? .

General Gavin. You need highly flexible, highly mobile ground
forces and marine forces. o .

Representative BRowX. You would maintain what size ground forces
and marine forces in being, sir? ) o

General Gavix. Well, you know, certainly I would maintain an
adequate number to meet our commitment and that might be—I think
we are talking about on a scale now of 13 or 14 Army Q1v1s1ons..Thg,y
should be modernized and brought up to date. At one time, I think In

958, T felt we should have 24. ) )
19%{8e:presenta,tive Brown. How many men In uniform would that be
in the Army to maintain 13 mobile divisions?

General Gavix. It would depend a great deal on where you had
them disposed and what logistical backup you needed for them. If you
cut back Europe to a division, you could significantly save back here,
and I do not know why we would be reluctant to put—
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Representative Broww. If you have 13 and cut back in Europe,
where would you put them to keep them 13 ¢

General Gavi~. I do not think you need to be at a loss on that. I think
the Pentagon could give you a good answer to that.

Representative Brow~. I am asking for your answer because you
suggested 13. I want to try to get a picture of where the 13 would be
deposed. -

General Gavin. If we could cut back on five divisions in Europe to
one, 1t would probably take at least three or four out of the inventory
entirely.

Representative Brow~. You would not have 13, then ¢

General Gavin. Well, I think if we did that now we would have 13.
I do not know the exact number we have now. I am not playing the
numbers game with you——
hRe}{g)resentative Brown. But if you had 13 where would you put
them?

General Gavin. Well, if we were to cut back to one in Europe, we
would probably have troops in Korea; probably have reserves in
Hawaii, probably troops in Alaska. We would probably have quite a
sizable training base in the United States and we would probably, if
we cut back significantly in the regular divisions, upgrade the National
Guard and the Reserve divisions.

Representative BrowN. At the time we move to an ultimate military
force at the end of the war in Vietnam, what does the Defense De-
partment have in mind we would have in the way of divisions?

General Gavin. I did not understand your question.

Representative Browx. What does the Defense Department suggest
in the way of divisions in being in mobile readiness at the end of the
war in Vietham when we move to an all-volunteer military system ?

General Gavin. I do not know. You would have to ask the Defense
Department.

Representative BrownN. I am under the impression it is about the
same you have suggested. So far I have identified a difference of opin-
ion between you and the Military Establishment to the extent of one
strategic bomber. Are there other differences?

General Gavin. There may be, Mr. Brown. I am here, I think, to
testify on economic matters and I have a military background and I
do not pretend to know more than an awful lot of people do about
DOD. T have not had a briefing in DOD for 14 years.

Representative Browx. Sir, you are here as a military figure.

General Gavin. I did not think so. No, sir; I am here as a civilian
with military background.

Representative Brown. Because of your military background. Your
background is military rather than economic; is it not, sir?

General Gavin. I have been a businessman for 13 years and a diplo-
mat for two. I am very concerned about the economy and the state of
the country, and I will be happy to answer your questions.

Representative Brown. But apparently you have joined both of
these qualifications, because you have the military background and
can speak to the capacity of the military and also to economic con-
cerns. I was just trying to question you in the military area, because
I guess what we are discussing is the impact of the military on the

economy.
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But I see my time is up.

Chairman Proxmire. General Gavin, with regard to the defense
budget, the administration is now requesting $80 billion in new obliga-
tion authority, so it looks like we will be back up to an $80 billion
defense budget. I have two questions,

One: Should we cut the defense budget, and if so, by how much?

General Gavin. Mr. Chairman, I do not know the basis for the
Defense Department’s budget. I do not know the assumptions on which
it is based. When I knew of the defense budget from a personal point
of view, it was $50 billion. But we could cut back something that ap-
proaches something like $30 billion from Southeast Asia. I would think
we could easily bring it down to $70 billion and probably $60 billion,
but this will take a little time. I do not pretend to know more than the
people in DOD do about their own budgets, but I do know what it was
before we got in the Southeast Asian conflict, the published figures
we were spending then, and I would like to see those diverted again to
our domestic conditions, our economy and so on.

Chairman Proxmire. I think the argument has been made in real
terms, the budget is quite comparable now with the budget we had in
1964, but because of inflation, pay raises, so forth, that the $80 billion
budget would come close to the budget we had just before the big
increase in Vietnam. We were already in Vietnam, of course, but not
- inthe big way we are now.

General Gavin. This is one of the most disturbing arguments of all.
I do not understand this. If we have 6 percent of GNP, this is sup-
posed to be a good idea, but yet it builds on itself, consumes itself. As
they build more national defense weapons systems, the GNP goes up
and the percentage goes up a little more, and that is all right. It is as
though if your automobile fatality rate on the weekends went up from
100 to 200, if the population were twice as much driving automobiles,
then it is not a bad thing. It is not a good thing. I am very much op-
posed to considering a defense budget in terms of the gross national
product.

I will tell you why, sir. The thing that concerns me about that most
is that we ought to think about a net national product. We have finite
resources and we cannot continue to consume our national resources
thinking of a gross national product as the end-all. We are beyond
that point. We have to think of our net national product and I would
not fgr a moment think it was right to gear defense spending to per-
centage of gross national product, No; this is no good. Sooner or
later 1t is going to do us in.

Chairman Proxmire. You do not feel that you can give us your
own estimate of how sharply we can cut the defense budget in do{lars
and cents?

General Gaviy. No; except I would go back to the figures I men-
tioned before.

Chairman Proxmire. $70 billion; perhaps $60 billion, but it will
take some time.

General Gavin. Cut us back to around $60 billion or so.

Chairman Proxmire. What advice would you give the Congress
about the difficult problem of evaluating the budgetary requests for
national defense? How should Congress approach the issue to elimi-
nate or reduce individual programs?
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Senator Fulbright said we seemed to have a lot of trouble knock-
Ing out weapons systems, even though there seems to be a good deal of
sentiment against some as being misconceived and very expensive and
redundant and so forth. One approach which I am trying this year, a
number of us feel might be able to win. Senator Mathias and I are
cosponsoring an amendment to set a ceiling on the amount that can
be expended in fiscal 1972 at $68 billion. How would you approach this
if you were in Congress?

General Gaviy. I can understand your frustration and aside from
whether or not you are frustrated about it, I can understand why you
would get a figure like this. It is one way to get about it. This figure
1s very close to the figure I have been talking about, cutting about
roughly 10 percent or so down to around $70 billion. Only through this
arbitrary approach can you get the result you seek in this committee,
i my opinion. The Armed Forces Committee may fee] otherwise, but
I think thisis all right.

This, Mr. Chairman, is a little bit in the realm of what we are
going to do about an arbitrary date in getting out of Southeast Asia.
After a while you finally get so tired, you say : As of this date we won’t
give another dime. I rather think it is all right.

Chairman Proxaire. Some concern has been expressed about the
organization of the Department of Defense, and recent studies have
indicated some basic restructuring ought to be done in order to make it -
more eflicient. One suggestion would alter the role of the Joint Chiefs
of Stafi and make it only an advisory group, with the Secretary of
Defense. What is your feeling ?

General Gavin. Well, sir, before a Senate committee in December
of 1957, having been through this Sputnik surprise and because of
mass retaliation, I recommended a change of this sort. I am happy to
note that the Fitzhugh committee so recommended also. Nothing has
been done in the meantime. I talked to people in the Department of
Defense about this and they seemed to think nothing is going to hap-
pen to this recommendation. I do not think the American people realize
how this works and after my service and background and present age,
I think I can be as frank as I want to about this.

There is more involved in the Defense Department than just spend-
ing money or not spending money wisely and continuing weapons
systems when they should be stopped. There is the organization for
deciding what to do with the resources. As long as a member of the Joint
Chiefs is also Chief of Naval Operations, Chief of Staff of the Army,
Air and Marine Corps—as long as we have that condition of dual re.
sponsibility, a man is responsible for what goes in his service; he is also
responsible to the Joint Chiefs and they vote two against one time and
again. This is an old, old story and I really think it is just as essential
to get that voting system under control as it is to curtail spending any-
way you see fit to go about it, as you suggested a moment ago, cutting
it back arbitrarily.

The Fitzhugh report recommended that the Joint Chiefs be the ad-
visory body to the Secretary of Defense, and the chief of the service
reporting right to the Secretary of Army, Navy, and Air Force. I
wholeheartedly concur. This will do a tremendous amount to get spend-
ing under control.
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Chairman Proxmire. You have referred to the Fitzhugh report. In
that report there is a reference to the Federal contract research cen-
ters. The report expressed the view that it “believes that this is an
appropriate time to reassess the special relationship of each Federal
contract research center to its departmental sponsor.” Do you have
any views on this subject ?

General Gavin. Mr. Chairman, I do. I was a member of the Board
of Directors of one of the Federal contract research centers, Mitre, for
several years and I resigned some years ago. The reason that I resigned
was that I felt that I had a conflict because Mitre was then beginning
to expand its activities into the commercial markets where the com-
pany of which I am chairman, ADL, has been established for over 90
years. We are a publicly owned, taxpaying corporation, and we man-
age our resources as well as we possibly can with the object of making
adequate profit as well as paying our local, State, and Federal taxes.
There are several other corporations similar to ADL. We look with
great misgiving upon our Government establishing FCRC’s that com-
pete with us in the commercial markets. They were established for a
specific purpose and to work with the particular department. If tech-
nology has now changed so their skills no longer are responsive to
the needs of a department, then they should be discontinued. Indeed,
in my opinion, in the long run the Government is establishing and
supporting undertakings similar to the arsenal system in the Depart-
ment cf the Army and this, I do not think, is in the public interest.
Quite the contrary.

Chairman ProxMire. One other question: You are no doubt familiar
with the administration’s proposal to provide a guaranteed loan to
Lockheed of $250 million. The argument has been made it is necessary
to avoid the widespread unemployment and the economic disaster that
would follow Lockheed’s bankruptcy. Can you give us your view on
the proposal?

1t is a mixed situation because it is the No. 1 defense contractor in
the country. They have many important weapons systems. At the same
time, this loan would be to provide funding for a strictly commercial
production of the L-1011.

General Gavin. Well, Mr. Chairman, I do not think I am in a posi-
tion to comment on the merit or lack of that recommendation. I am
concerned with the overrun. As a businessman, I do not see making
such a guarantee without a change in management, surely. Any busi-
ness that has got itself in such difficulties, deserves very, very careful
scrutiny in any manner, including by the Federal Government.

Chairman Proxmrre. Why not let bankruptcy take its course, which
would do that, really ? It would not mean you close down the assembly
line. Secretary Connally himself says there might be some delay on
some defense contracts, but Lockheed would be able to maintain the
bulk of its operations.

General Gaviy. Yes. I would look very, very hard at it. I speak from
having talked to a number of businessmen about this, and to other
people. The country at large looks with great unease at such a_guar-
antee, knowing how hard it 1s to get a welfare dollar if you need it, and
how hard it is to get support In other programs, then to see a big
industry come in and sort of be rewarded for failure. If this is what it
is. I don’t know. It makes people very, very uncomfortable.

68-504 0—71—pt. 1-—75
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First, management must be looked at. We must do something about

being sure it does not happen again if a loan is guaranteed.
. Chairman Proxmire. You not only protect the management by giv-
Ing a guarantee, but you also protect the creditors and the stockholders
and—while I do not like to see anybody lose any money, this is part of
the price you pay for the risk you take.

General Gavin. Exactly.

Chairman Proxmrgk. I do have one other question before I yield to
Congressman Brown. I know You are concerned about the general busi-
ness picture: continued high unemployment and inflation. I noted in
this morning’s paper they report business is cutting back its plans to
spend on plant and equipment. So, this increase in the dollar outlay
is the lowest in many years, and real spending will be down this year
as compared to 1970,

Did you have a chance to see the report and what do you see ahead
in the way of business recovery without inflation? Where is the ex-
pansion coming from ?

General Gavin. I do not know, Mr. Chairman, I did not see this
particular report, but I followed very, very closely the trend in the
economy. And I think I speak for most businessmen when I say we are
very worried and quite disturbed. There is a certain lack of confidence
in what is happening in Washington. Essentially, I think it comes
from a continuation of spending in Southeast Asia. The greatest thing
we could do would be to bring that to a halt as promptly as we can.
To keep talking about it as though it is going to be done, and yet we
know defense spending is going up in fiscal 1972, leaves a great deal
of unease. We are very worried.

The business community sees all around it a 31-percent wage increase
settlement in the aluminum industry over 3 years. We see nothing
being done really concretely or spectfically to get the wage-price sit-
uation under control. Unemployment is rising, I know. The cost of
living is rising. Inflation seems to be continuing and the thing seems to
be eating on itself, so much so you hesitate to talk about it, but yet it
is there causing a great deal of unease and worry, and I am very
worried about the economy.

. Chairman Proxmire. You do not see the expansion coming very,
very easily or freely ¢

General Gavin. No, sir; I do not. I wish I could say I did, but I
don’t.

Chairman Proxmire. Congressman Brown. o

Representative Brow~. General Gavin, the troop strength is being
reduced as the war is being wound down in Southeast Asia, so that 1s
apparently one method of reducing spending in the military area. Now,
other areas would include, I gather, these 13 divisions which you sug-
gested, the tactical weapons system which exists in the military, and
the area of research and development. Would you want to put a priority
on which of these should be reduced in your opinion to account for
the reduction to $60 billion or $70 billion which you suggested ?

General Gavin. Mr. Brown, what are you reading from ¢

Representative Brown. I said that you have suggested that we re-
duce military spending to $60, $70 billion. I am reading from some
notes I made on your comments.
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. General Gavin. I beg your pardon.

Representative Brow~. And the areas that I would like for you to
suggest a reduction in, to get down to the $60, $70 billion would fall in
the 13 divisions that you recommended be retained or the tactical wea-
pons system or research and development for the military establish-
ment. What areas there would you put a priority on or are there others
you would reduce the spending in?

General Gavin. I think I used the word “demobilization” as one of
the areas.

Representative Brown. Yes, you suggested that troop strength is be-
ing reduced now and is being cut back on. And I assume you would
want that done. Where would you put the priorities in reductions of
military spending?

General Gavin. Priority of reduction would go to cutting out our
Vietnam deployments as promptly as we can. That would significantly
reduce the budget in the direction of $70 billion. I must say I don’t
think I would reduce R. & D. The main thing, I think I would look at
that. It would be dangerous to cut back on research in the future.

Representative Browx~. Would you increase it from what has been
recommended ? '

General Gavix. I say it deserves looking at. I do not know what we
are spending in DOD on specific projects now. But new knowledge
comes out in a very, very fast rate across the board in all areas. In
HEW, HUD, new transportation systems, dealing with the environ-
ment and so on. All of these must be looked at. I see this as all parts of
the problem.

Representative Browx. So you would not cut R. &D.?

General Gavix. No; I do not think I would at all. I would certainly
cut the Vietnam.

Representative Brow~. Tactical weapons systems?

General Gavin. I do not know. I do not know what ones you are
talking about. There are so many tactical weapons systems.

Representative Brown. In order to cut back to the $60 billion or $70
billion figure, what would you cut except that Vietnam war? We both
conceded that is on the way now.

General Gavix. If I cut the Vietnam war from the present $80 bil-
lion, all that was spent in Vietnam, I would already be at $60 billion.

Representative Browx. The rate of spending is $20 billion a year?

hGeneral Gavin. That is what it is. That brings us to $60 billion right
there.

Representative Brown. I see. Thank you, sir.

Chairman Proxmige. I do have just one other question I would like
to ask, General Gavin, before you are through. Why do we need the
F-14? Is not its major purpose to protect the carrier or carrier fleet
which itself is largely obsolete? Isn’t that its main purpose? We have
the F-4M, T guess it is, which is able to do about everything the F-14
can do, and as Senator Fulbright pointed out, the F~14 is costing $16
million per copy and they are asking for hundreds and hundreds of
them. Why do we need this elaborate turkey ?

General Gavix. Mr. Chairman, I really do not know. I do not know
the details of the F-14 performance or its characteristic or what it is.

Chairman Proxmige. Its mission seems almost obsolete. If the mis-
sion is to protect our carriers——
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General Gaviw. I recall from talking to some people about that, the
Navy wanted a plane with the Air Force and the F-111 was launched
as a dual thing and then the likelihood of the F—111 to be a failure,
then they got opposition for the F~14 contract. In the opinion of DOD,
they needed a separate plane for the Navy, and this looked as though
it had high expectations. I am really not in a position to say why.

Chairman Proxmire. Thank you very much. Your testimony has
been most interesting and helpful and we deeply appreciate it. I
apologize that we dwelt as heavily as we did on the military aspects.

ou are a great military expert, but we are also happy to get your
responses in the economic areas.

ur next witness is Mr. Robert S. Benson, who formerly worked
in the Office of the Assistant Secretary (Comptroller) in the Depart-
ment of Defense and is presently the director of the national priorities
project for the National Urban Coalition. He is one of the editors of
“Counter Budget” and a study paper entitled “The Cost of Security,
National Defense and Military Assistance Requirements for the
1970’s.”

Mr. Benson, we are delighted you are here. You have made contribu-
tions over the years. I am very familiar with your constructive sug-
gestions on how we can safely and wisely cut back on defense spending.

You have a substantial statement. You go ahead any way you wish,
and without objection, your entire statement, including the tables that
you have appended in'the back of your excellent statement, will be
printed in full in the record.

STATEMENT OF ROBERT S. BENSON, DIRECTOR, NATIONAL PRIORI-
TIES PROJECT, THE URBAN COALITION

Mr. Benson. Thank you, Mr. Chairman. It is a privilege and a
pleasure to be here today.

Everyone has been quick to brandish the phrase “reorder national
priorities” when pressed about his or her program for solving Ameri-
ca’s problems. But no one has yet translated this slogan into a sub-
stantive comprehensive program of recommended policy changes. In-
stead of progucing reordered national priorities, a deluge of commis-
sions, panel discussions, and reports has produced only more talk.

This inability to move beyond rhetoric stems from our failure to
apply all of this talk about new priorities to our single most important
instrument for relating national goals to limited public resources:
The Federal budget.

The budget’s importance cannot be overstated. Federal outlays will
amount to approximately $230 billion in the coming fiscal year—more
than one-fifth of the Nation’s entire income. The choices made within
the budget play a large part in determining our success in solving
national problems and in shaping the quality of our lives.

Defining national priorities without reference to the national budg-
et is like trying to interpret a constitution without reference to the
institution it is to govern. Nothing is left but platitudes—empty
rhetoric which everyone accepts but which has no real meaning.

In short, the failing sense of efficacy we are experiencing in the
country today is the inevitable outcome of efforts to eradicate concrete
problems with abstract solutions.
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To escape this rhetorical dead end, the National Urban Coalition
embarked on a project never before attempted by a nongovernmental
organization. We undertook to construct a complete alternative Fed-
eral budget offering careful estimates of the dimensions of national
needs, the costs of programs designed to alleviate those needs, and
the revenues needed to pay for them for each of the next 5 years.

Last February, after nearly a year of intensive effort, this alterna-
tive Federal budget—or counterbudget,’ as it has come. to be called—
was completed. .

Our main purpose was to determine how resources would have to
be reallocated, both within the Federal budget and beteen the private
and public sectors, for a frontal attack on the Nation’s most urgent
problems.

What we discovered was both dramatic and encouraging. Today, I
plan to confine my remarks to one dimension of our findings—require-
ments for national security. How those requirements are defined and
determined goes to the heart of the problem posed by the current or-
dering of our Nation’s priorities.

Two things are wrong. First, the definition of national security im-
plicitly employed by the Government is grossly inadequate. A fetish
for physical security blocks out consideration of the fundamental
aspects of what security really means and distorts the development of
policies seeking to enhance American security.

Protection from military attack by other nations certainly is one
vital aspect of national security. But it is only one aspect. The Urban
Coalition’s recent report on the military budget, “The Cost of Secu-
rity : National Defense and Military Assistance Requirements for the
70’s,” offers a broader view. The preface to that report states:

National security rests as much on the condition of our domestic society
as it does on protection against potential physical attack on the United States by
other nations. The most effective way of improving our relations and standing
with other nations is by providing a model of democracy at home—a society in
which respect for law abounds and in which all citizens are allowed to develop
according to their potential.

Available public resources must be allocated in a fashion which
recognizes this dual nature of national security.

Second, the process by which Federal budget priorities are set, even
beyond the bias introduced by the incomplete definition of national se-
curity, gives unfair advantage to military appropriations. For the
past two decades, defense needs—as articulated by the Department
of Defense and the National Security Council—have been considered
first and considered relatively independently of other national pur-
poses. Only after an approximate target for defense spending has been
set is attention turned to other public purposes and programs. These
programs then compete for whatever funds are left over. The result
is as if, in putting in a home garden, the gardener paid no attention
to the development of the sizes of the different plants. A large plant
grows larger, taking more of the sun and rain, sending its roots deeper
into the soil, and taking the nutrients away from other plants. The
bigger one plant gets at the expense of other plants, the bigger it can

1 The Natlonal Urban Coalition, *“Counterbudget: A Blueprint for Changing Natiunal
fé‘!’olrltles, 1971-1976,” Robert S. Benson and Harold Wolman, editors, Praeger Publishers,
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get—unless pruned down to assure that all plants can achieve a proper
and normal development.

When you think about it, this budget process is an outrageous af-
front to commonsense and common taxpayers. It enshrines military
Programs in a sacrosanct, special treatment category. This is ouf-
rageous because current military programs range from fundamental
to marginal in usefulness, just as do the prospective contributions of
proposed public programs related to health, education, law enforce-
ment, and other problem areas.

It 1s possible that despite incomplete definitions of national security
and preferential treatment of military programs in the budget proc-
ess, we still conld end up with a defense budget appropriate in rela-
tive size to other public programs. But the careful examination we
have made of the current defense budget and documented in “The Cost
of Security” suggests otherwise. That report makes a compelling case
for substantial reductions in defense spending. I would like to use the
remainder of my statement to describe the report’s approach and cen-
tral conclusions.

Just as the Secretary of Defense does with each annual posture
statement, we began our assessment of U.S. defense needs for 1972-76
with an examination of the capabilities and intentions of potential ad-
versaries and of our own military commitments to allied nations, We
next attempted to determine tIZe numbers and kinds of military
forces—divisions, air wings, submarines, cargo aircraft, et cetera—
the United States would require for deterrence or to fight if necessary.
Another way of viewing these requirements is as the U.S. military
force contribution needed to promote international peace and stability
and to uphold commitments to allied nations. To simplify the analysis,
we first considered the requirements for an ongoing baseline force,
broken into strategic and general purpose components, and then turned
to special additional needs in Vietnam. Finally, we examined alterna-
tives and made recommendations about the major items of equipment
those forces should be armed with.

Drawing upon an allocation of the current defense budget among
major force units, and melding that information with Department
of Defense data released publicly through testimony and other means,
we were then able to put a price tag on the defense program we
recommendad

This was the approach we followed, the same basic approach utilized
by the Department of Defense and the National Security Council.
Some of the central conclusions we reached, though, are sharply dif-
ferent from those arrived at by the current administration.

Our analysis of threats and suggested interpretations of treaty
agreements 1s described in some detail in “The Cost of Security.” There
is not sufficient time now to delve into that detail. Two general con-
clusions should be noted, though.

. First, the threats to U.S. security can be readily identified. Fortu-

natelv, we are not beset upon all sides by enemies, but real potential
threats do exist. Both Russia and China possess or soon will possess
sufficient military might to canse considerable physical damage to the
United States. We do not know whether either of these nations would
take advantage of a future opportunity to advance its national interest
by forcible use of that military might, but we cannot be certain they
would not.
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Second, these same threats have existed for more than two decades—
but they have not remained static. Indeed, in developing recommended
levels of military spending, we must be sensitive to the changing nature
of external threats to U%. security. Most recently we have seen en-
couraging signs for detente between the United States and both China
and the Soviet Union. Particularly auspicious is an apparently sincere
Soviet interest in negotiating troop reductions in central Europe.

While everything possible should be done to utilize these develop-
ments to bring about a lessening of world tensions through reductions
of military forces, it would be imprudent to now make U.S. force plans
on the basis of possible future agreements.

The Urban Coalition’s defense analyses have not fallen into this trap;
instead, our analyses are constructed on the principle that changes in
U.S. military forces must reflect technological ang political changes
which have occurred in the world, not those we wish would occur.

Even so, numerous changes have already occurred in the interna-
tional climate during the past decade which suggest the appropriate-
ness of a shift in U.S. perspectives and military policies. Central among
these changes are the following:

The image of a monolithic Communist bloc has been shattered by
disputes over aid to Vietnam, rumblings in Czechoslovakia and other
parts of Eastern Europe, and most important by the split between
China and the U.S.S.R.

We have learned, at a tragic price in Vietnam, what many Army and
Marine Corps generals have been saying for years—of the severely
limited objectives the United States can realistically aspire to in an
Asian land war, even if such involvement was politically and morally
justifiable.

There is a current close balance between the nuclear destructive ca-
pabilities of the United States and the U.S.S.R., but at a higher and
therefore more dangerous level than existed in 1960.

‘We have some new perspectives on Chinese military capabilities,
boiling down to an incipient crude nuclear intercontinental delivery
capability juxtaposed against a far less imposing than once thought
capability to wage a ground war outside their own borders.

Taken together, these general observations strongly suggest the ap-
propriateness of a smaller U.S. baseline force in the 1970’s than we
maintained in the 1960’s. Current defense forces are unneeessarily
large in relation to the purposes they serve. This conclusion is rein-
forced by several additional factors; the strategic and technological
obsolescence of much of the surface Navy in an age where ships are
highly vulnerable to sophisticated missiles; capability of many of
our allies to shoulder a fuller portion of the burden of their own
defense; a narrower, more.sharply honed by experience, definition of
where in the world the United States has vital security and economic
interests; and a tremendous backlog of high priority, competing domes-
tic claims on the national dollar. ) )

Our report next suggests in great detail where reductions in base-
line U.S. miltary forces could prudently be made—by geographical
contineencv, bv force units. bv kinds of major items of equipment
procured. by Department of Defense summary budget program cate-
gories. and by operating and investment costs. It would require far too
much time and detail here to present all the associated analyses and
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conclusions. The major force unit recommendations are summarized in
table 1 attached to my statement ; the associated costs are summarized
in tables 2 and 3.

Chairman Proxmire. May I say, Mr. Benson, that your study is so
excellent and I think it is so pertinent and timely as far as this com-
mittee is concerned, that I am going to have the entire study printed
in full in the record.

Mr. Benson. I would be delighted to provide the complete study for
that purpose, sir.

(The following study was subsequently supplied for the record:)
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Errata Shret

"$92 billion" should be "$92 million."

There should not be an asterisk (*) after
"Minuteman."

Substitute "crippling" for "sinking”

There should be a comra after “"protection."
There should be no comma after "developed,"
there should be a comma after "requirement"
in the next line,

"patter"” should be "pattern"

Both "examples" and "sealift" are misspelled.

The final item in the list is the "S-3A" not
the "8-3A." '
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Preface

It is certainly fair to ask why The National Urban Coalition,
an organization whose fundamental mission is to work for the better-
ment of life in our nation's cities, is publishing a paper on the
United States military budget.

The answer is rooted in the statement of goals and principles
adopted at the founding of the Urban Coalition in August 1967. A
part of that statement said:

We believe the American people and the Congress
must reorder national priorities, with a commitment
of resources equal to the magnitude of the problems
we face.... We are confident that... our society has
the ingenuity to allocate its resources and devise
the techniques necessary to rebuild cities and still
meet our other national obligations without impair-
ing our financial integrity.

The only responsible way to work toward this goal is by stating
very specifically how our government can reorder its priorities so
that they address the nation's most pressing human needs and also
how we can finance the efforts required. 1In order to provide an
informed basis for making these comparative judgments, we found it
necessary to examine carefully the dimensions of needs and the con-
tributions of current and prospective programs in every major area
of public responsibility. Because military activities now command
the largest single share of the federal budget, they were one of
the most important areas scrutinized.

Our analysis of military threats to United States security
and corresponding U.S. force requirements was performed as
objectively as is possible. While our defense program recommenda-
tions ultimately reflected tradeoffs made among competing public
purposes, the prior assessment of military threats and needs was
developed independent of similar assessments of the dimensions of
other national needs. Our study benefitted from the guidance and
advice of a number of former senior military leaders and civilian
government officials in the field of military affairs.

Our findings, particularly our recommendation for a sub-
stantial reduction in the budget for national defense and military
assistance, will be controversial. That is both understandable
and desirable. No area of public policy is in greater need of
informed, vigorous discussion by a broad cross-section of American
society.

iii
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Two critical aspects of the question "How much military
spending is enough?" are often ignored in such discussions.
First, potential military programs range from essential to
marginal, just as do proposed activities in every other area
of public policy. Second, national security rests as much
on the condition of our domestic society as it does on protec-
tion against potential physical attack on the United States
by other nations. The most effective way of improving our
relations and standing with other nations is by providing a
model of democracy at home -- a society in which respect for
law abounds and in which all citizens are allowed to develop
according to their potential. Available public resources must
be allocated in a fashion which recognizes this dual nature of
national security.

We believe the proposals for American military forces in
the Seventies advanced in this report, framed in the context
of a broader set of recommendations contained in Counterbudget,
constitute a sensible, realistic program to advance our national
security and to encourage peace in the world in coming years.
Even more important, we think our examination of these issues --
constituting perhaps the most comprehensive analysis of the
total military budget ever undertaken by an independent private
organization -- will provide food for thought for an
American public which has a vital stake in becoming better
informed on this subject.

Sol M. Linowitz
Chairman
The National Urban Coalition

iv
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I) Introduction

Of all our national needs, defense needs have always
been considered the most difficult for an observer outside
the government to determine, and properly so -- but for
totally the wrong reasons. The conventional wisdom has been
that only professional military analysts could understand the
complexities of modern weapons systems and the true nature and
scope of potential enemy threats.

We know better today. Expertise in military analysis is
essential to sound policy development, but the locus of that
expertise is more diffuse than is generally recognized. Career
military analysts in the government do possess a slight edge in
currency and scope of information over their outside counterparts,
but in a way highly analogous to the relationships between insiders
and outsiders in health, education, and many other fields. As
more and more outsiders have turned their attention to defense just in
the past two years, they have discovered a wealth of information in
the posture statements, Congressional testimony, and other press
releases of the Department of Defense which they can use to form
intelligent judgments.

Defense needs are difficult for the outsider to project in
large part for the same reasons they are for the insider -~ our
defense needs depend fundamentally on the posture and perceived
intentions of other nations. This is not true for areas of

domestic endeavor. There we can better, though still imperfectly,
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measure the needs and forces acting upon them to change their
dimensions. Progress toward satisfying those public needs is
controlled in relatively more predictable fashion by government
policies and resource commitments.

Precisely because they do depend on the policies and
actions of other nations, U.S. defense needs are not so
controllable. We now know that with an annual public expendi-
ture of about $4-5 billion per year, we can virtually eliminate
hunger in the United States. There can be no such certain statement
about national defense. In this nuclear era, no levels of defense
spending by any nation can guarantee it security against external
threats. Inevitably, any level of defense spending requires
acceptance of some level of risk. The challenge to policy-
makers is to procure a level and composition of defense forces
which seem sensible in the context of apparent adversary defense

strength and intentions and of competing claims on national

resources.
One final introductory note -- oft understood, but rarely
said -- needs to be explicitly stated. We wish to spend no

more on defense than we have to. This is because defense expendi-
tures are not directly productive; they provide a protective
shield which enables the United States to progress toward the
achievement of national goals, but they do not directly advance

us toward any of those goals. A banker buying an alarm system
and hiring guards for protection against robbery spends as little

as is necessary on this function to provide a sensible level of

68-504 O - 71 -pt. 1 -- 6
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security, in order that he can pursue with peace of mind his
fundamental activity of providing service to his customers, in
the process making profits on the bog}bwing and loan of money.
The analogy holds very well for spending on national defense.
Two long-established shibboleths sometimes interfere with
comprehension and acceptance of this minimum sensible buy maxim.
One is that defense spending above what is sensibly needed for
external security is required for economic reasons -- to sustain
aggregate demand. This argument is addressed at length in the
"Economic Conversion" chapter of Counterbud et*, but the essence
of the rebuttal is that such a claim is unfounded in the face
of the huge backlog of unmet other national needs.
The other shibboleth is that aggregate levels of defense
spending ought to be some constant rercentage of GNP.
Such a rule of thumb does indeed provide a convenient crutch.
It begs the real question, though, of gearing our defense spending
to the scope and character of predictable enemy threats, with
due consideration to the relative merits of other claims on
national resources. What military spending is required for
future years may be more or less than past levels. The only
sane approach lies in facing up to these difficult judgments

rather than leaning on the easy rule of thumb.

*The National Urban Coalition, Counterbudget, Praeger Publisher,
1971.
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11) The External Threat

Our assessment of defense needs for 1972-1976* then
must begin with an examination of the capabilities and intentions
of potential adversaries and of our own military commitments to
allied nations. We cannot project the former with any high
degree of certainty, because we cannot control them. We can,
however, reach some intelligenF judgments based on current
evidence and recent trends. We must also keep in mind that
United States judgments and actions affect in turn the behavior
of potential antagonist nations.

To simplify the analysis, we will begin by examining the
requirements for an ongoing baseline force and then turn to
the special additional needs in Vietnam. It is not generally
realized, but even at the peak of our involvement in Vietnam
only about 30% of the defense budget has gone to the actual
conduct of the war. The remaining 70% has reflected the cost
of what has come to be known as the baseline force. It is,
in effect, the peacetime force that we maintain both for
deterrence and for at least the initial stages of a conflict
involving the commitments of the United States.

There is a sense in which we have always possessed a
baseline force. However, prior to World War II, the permanent
military establishment represented a cost of little more than
$1 billion annually, whereas it required about $50 billion during

the years of the Kennedy Presidency- The structure of the baseline

*Unless otherwise noted, all dates used in this analysis refer to
U.S. government fiscal years.
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force will be dynamic in character because it depends on the capa-
bilities of potential enemies as well as a number of other variables.
The baseline forces in the 1970's are bound to differ in certain
important respects from the baseline force we deployed in 1965,

the last year in which Vietnam did not significantly affect the
defense budget. That 1965 baseline force (which involved abnormally
large expenditures for a buildup of our strategic missile forces)
required $51 billion. Approximately the same force (excluding

the abnormal strategic outlays) would require about $65 billion

in 1972 prices.

The baseline force in the early 1960's was very much a
product of the cold war. The dominant view underlying that force
was that both the USSR and the People's Republic of China, whatever
their own guarrels, remained hostile to the intersts of the
United States, that they had strong expansionist tendencies, and
that they must be contained within their existing spheres of
influence. Accordingly, the U.S. undertook a simultaneous enlarge-
ment and modernization of its strategic nuclear forces together
with a massive expansion of its general purpose forces. The
fundamental thesis was the provision of a second-strike retaliatory
nuclear deterrent against any strategic attack on the United States, plus

a highly mobile, modernly equipped complement of general purpose
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forces capable of providing enough initial forces to prosecute
simultaneously wars on three fronts (two major ones in Europe
and Southeast Asia and one minor one in Latin America) in which
our involvement might be required to sustain our treaty commit-
ments to 45 other nations.

It is futile to argue now about the correctness of decisions
made in 1960-1961 which shaped the baseline forces for the
ensuing decade. It is far more important at the current moment
to make a thorough reassessment of defense requirements based
on the nature of current and prospective hostile threats.

The threats to United States security can be readily identi-
fied. Fortunately, we are not beset upon all sides by enemies,
but real potential threats do exist. Both Russia and China possess
sufficient military might to cause considerable physical damage
to the United States. We do not know whether either of these
nations would take advantage of a future opportunity to advance
its national interest by forcible use of that military might,
but we cannot be certain they would not. It is because of
these Soviet and Chinese threats that we have entered into security
agreements with more than 40 nations. Accordingly, we must inter-
pret the obligations entailed by these agreements in terms of the
threats.

These same threats have existed for more than two decades --
but thej have not remained static. Indeed, in developing recom-
mended levels of military spending, we must be sensitive to the
changing nature of external threats to U.S. security. Four changes

particularly suggest the appropriateness of a change in perspective.
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First and foremost, the image of a monolithic Communist

bloc has been shattered by disputes over aid to Vietnam, rumblings

in Czechoslovakia and other parts of Eastern Europe, and most
important by the split between China and the U.S.S.R. Not only do
these developments sharply lessen the prospects for coordinated
Communist aggression on several fronts at once, but they also
serve to tie down substantial forces on the U.S.S.R-China border
which otherwise might be directed at free world forces.

Second, we have learned at a tragic price in Vietnam what many

Army and Marine Corps generals had been saying for years -- of the

severely limited objectives the United States can realistically

aspire to in an Asian land war. Sophisticated U.S. forces, designed

primarily for sustained, intensive battles like those fought in

Korea or in Europe during World War II, are not nearly so effective

in guerilla warfare. They can win skirmishes, but guerilla adversaries
can operate less expensively, wait us out, and pick their moments

to press the attack. In such circumstances, U.S. military forces

prove an ineffective instrument for implementing foreign policy.

Third, we perceive a current close balance between the

nuclear destructive capabilities of the U.S. and the U.S.S.R.,

but at a much higher,and therefore more dangerous,level than

existed in 1960. What was claimed to be a missile gap in 1960
turned out to be bogus, at least in the sense understood by the
general public. Having made a political issue out of it, though,
President Kennedy then felt committed to proceed with substantial

upgrading of our nuclear delivery capabilities . The resultant
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modernization of U.S. strategic forces in the early 1960's

was matched by a Soviet buildup in the latter part of the decade.

The emergence of Safeguard, Galosh,* and MIRV's presages another

round in this vicious cycle which saps both countries' resources

while giving no one a significant advantage. Two factors, however,
are contributing to the abilities of nations to make reasonable decisions
in the nuclear weapons sphere. One is increased understanding on both
sides of the meaning of mutual second strike destructive capabilities
and the futility of both anti-missile defensive systems and the
seeking of an overwhelming first-strike capability. The other is

the emergence of the Strategic Arms Limitation Talks (SALT) now

in process. Their potential is unlimited; even a freeze at current
levels of nuclear armaments and delivery technology would result in
drastically reduced future budgets for strategic weaponry because

such an agreement would eliminate the need for cyclical procurement

of new weapons -- something which accounts for about one-fourth of
current strategic forces costs.

Fourth, we have some new perspectives on Chinese capabilities.

China has developed nuclear capability and may,by the mid-1970's,
possess a limited, crude capability to deliver nuclear bombs to

the North American continent, but this development has been somewhat
slower than we figured a few years ago. Moreover, the.millions of
Chinese ground troops appear far less imposing than they once did.
Careful study has shown how, due to serious logistics constraints,
their capabilities for prosecuting a war beyond their own borders

are severely limited.

¥The Sovief anti-ballistic missile system now being developed around
Moscow.
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Taken together, these general observations strongly
suggest the appropriateness of a smaller U.S. baseline force
in the 1970's than we maintained in the 1960's. Current
defense forces are unnecessarily large in relation to the purposes
they serve. This conclusion is reinforced by several additional
factors: 1) the strategic and technological obsolescence of much
of the surface Navy in an age where ships are highly vulnerable to
sophisticated missiles; 2) capability of many of our allies to
shoulder a fuller portion of the burden of their own defense (combined
with a narrower, more sharply honed by experience,definition of where
in the world the United States has vital security and economic
interests); and 3) a tremendous backlog of high priority, competing
domestic claims on the national dollar.

With this general background, we need next to determine in
greater detail what force needs will exist in the next five years
and what they are likely to cost.

We can hope that the next five years will be marked by
heightened international cooperation in winding down the nuclear
arms race and settling of smaller scale conflicts through negotia-
tions rather than resort to arms. We can hope for broadened recog-~
nition of the role, and actual use, of the United Nations as a
peacekeeping agent. We can hope that significant arms limitation
agreements emerge from SALT and any successor talks. We can hope
for further agreements banning nuclear tests and forbidding all uses
of weapons on the floors of the oceans. We must work diligently,

through diplomatic processes, to advance all of these ends.
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But we cannot assume that any of these goals will
be attained between now and 1976. Where any are, we will have
then the opportunity to cut military spending further. Today,
we must develop defense policies without assuming any of these
improvements in international understanding.

This conclusion does not mean that U.S. military forces
must or should remain static. We already have cited several
changes in the international climate which do indicate the
appropriateness of a lower U.S. military profile in the 1970's.
Changes in U.S. military forces, though, must reflect technolo-
gical and political changes which have occurred in the world,

not those we wish would occur.

10
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III) The Core Requirement

In constructing a defense budget, it is important to
keep clear the distinction between what is minimally required
to defend the continental United States and what additional
increment we feel it prudent to bear in order to foster our
economic, security, and ideological interest in the world at
large.* Pure defense of the United States actually costs very
little in comparison to the total size of our so-called "national
defense" budget.

In fact, the term "national defense" is a highly misleading
description of the total purposes served by United States military
spending. We commonly refer to the whole by one of its parts. A
more accurate descriptive term for U.S. military spending might be
"national defense and military assistance," after the two central
purposes. The term "military assistance" here has a much broader
connotation ~-- representing all U.S. military forces exceeding those
'required to defend continental U.S. territory -- than in the

conventional reference to arms grants and sales to other nations.**

*We think this distinction is a useful one which ¢an add precision

to discussion of military force requirements. But beyond that purpose,
the distinction is admittedly artificial. Our military forces are pos-
tured to fight on the soil of our allies rather than on our own soil.
In addition, such a geographical definition of the continental United
States does not adequately consider places like Hawaii and the Panama
Canal Zone.

**The total spent by the federal government to arm foreign nations is
variously estimated between $4 and $7 billion a year. The wide variance
in estimates is due to different definitions about what should be in-
cluded from a mixture of cash gifts, sales for credit or cash, military
advisory missions, gifts from a stockpile of "excess" weapons, and use
of foreign currencies generated by other programs for weapons purchases.
The only such aid considered in this chapter is the "Military Assistance
Program" and "Support of Other Nations" (mostly special aid for

Southeast Asia). Outlays for these programs were $2.5 billion in 1971.

11
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We shall see in subsequent analyses that, as measured by
budget allocations, "military assistance" requires roughly equal
amounts as "national defense" in peacetime and more during a
situation like the current one where the U.S. is substantially
engaged in a war concerning the security of another nation. The
best way to comprehend how military spending should be allocated
between these categories is to examine what military forces are
really required to defend the continental United States.

The answer to this query is that surprisingly little is
needed, at least in the context of a so-called 1971 "national
defense" budget of more than $70 billion. The largest component in
the package of military forces required for defense of the
United States is strategic forces -- both offensive and defensive.
Together with required backup supporting components, these stra-
tegic forces cost $16.3 billion in 1971. No serious defense
analyst argues against the necessity of maintaining a strategic
nuclear deterrent; the threat to U.S. security posed by Russian --
and to a lesser extent in future years, Chinese -- nuclear weapons
is very real.

The surprise, though, is that not much more in U.S. military
forces are really required for defense of the United States. The
reason has to do with our geography and long standing excellent
political relations with immediate neighboring countries. No
country in the world has the combination of sufficient troop
strength, airlift and sealift capability, and amphibious landing
capability to execute successfully a major conventional attack

on the United States. We, of course, are dealing in the realm

12
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of the hypothetical since any country launching a conventional
attack on the U.S. would have to assume the likelihood that
U.S. nuclear weapons would be unleashed in return.

Even so, there is the slimmest of possibilities that
such a conventional attack on the U.S. -- or, slightly more
probably, a suicidal guerrila attack, unsanctioned by any other
nation, on some small piece of U.S. territory -- might happen.
Against the possibility of those events, however unlikely, it is
prudent that we maintain limited general purpose forces on active
duty to protect the United States.

Again, very few such forces are required to do the job.
Perhaps four active Army divisions and eight air wings would need
to be deployed around our Atlantic, Pacific, and Gulf Coasts
backed by six reserve divisions. The attack submarine and
land-based airplane parts of current anti-submarine warfare
forces would continue to be required for defense against enemy
submarines venturing near our coasts. Some mine sweeping forces
would also be helpful in the latter role. Virtually no military
airlift or sealift capacity would be required for defense of the U.S.
against the kind of conventional attack described; in an emergency,
civilian airliners could be pressed into service to move men and
light supplies around. About half of current general purpose baseline
communications expenses, one-third of administration costs, and a
proportionate share of other support costs would still be required.

Finally, vigilance would require continued funding of
intelligence and research at nearly current levels, effecting

reductions only where inefficiency and unnecessary duplication

13
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occurs. The nced for intelligence on enemy forces and intentions
speaks for itself; significant savings could be achieved from
current levels simply because of the contraction from a far-flung
force distribution all over the world. We also need to keep
seeking to achieve advances in technology on both strategic and
general purpose weaponry so as hot to be caught at a disadvantage.
But we need to learn better how to develop technology without
rushing new weapons into mass production before a need develops.
The total portion of 1971 U.S. military spending reguired

for the above forces would be roughly as follows:

Table 1

Core Requirement for Defense of the U.S.
(In billions of dollars; 1971)

1/
Strategic and related forces ~ 16.3

General purpose forces
4 active Army divisions (& support)
6 Reserve divisions (& support)
8 air wings (& support)
Anti-submarine warfare & mine sweeping
Intelligence and communications
Research and development

N W W
BNNO N

Total

1/A detailed composition and cost of current strategic forces,
“all of which are included here, is provided in the next section
of the analysis. This sub-total includes some funds for
research, intelligence, communications and general support.

14
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Three general points must be made about the above set of
military forces. First, their size and composition are roughly
appropriate for the pure national defense role, but requirements
would have to be more carefully defined if at some point in
history the U.S. chose to maintain purely such core requirement
forces. Second, the above forces represent those assigned the
national defense mission in 1971 rather than necessarily an
optimum mix. In fact, cutbacks in strategic forces we recommend
in the next section of this analysis would more than offset price
increases in the general purpose forces described above, so that
by 1976 we figure that sufficient pure national defense forces
could be procured and operated for approximately $26.3 billion.

Finally, some forces included above can and do serve more
than one role. The protection provided by our strategic nuclear
deterrent also is extended to many allied nations. Reserve forces
(or even active units) included above could be sent overseas in an
emergency as long as sufficient active forces were maintained
in the United States. In all these double mission cases, though, the
cost of the forces is properly regarded as a national defense
mission cost; any additional benefits must be considered a bonus.

The description of such a force aids in the comprehension
of the real purposes behind our "national defense" budget; we
can add precision to national debate by encouraging use of a

substitute term such as "national defense and military assistance."
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But such a concept of a national defense force has
limited value in suggesting realistic guidelines for a total
U.S. military posture. The United States does have a stake
in the rest of the world. We would be short-sighted to turn
our backs on the international p?litical climate, to forego
our leverage in reducing tensions. In a nuclear age, every
nation stands to lose from a conflagration unforestalled or
unchecked. We must develop then an appropriate total military

posture for the United States.

16
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IV) Strategic Forces

The place to begin the analysis is with strategic forces.
Today's ultimate weapon -- a single one of which can cripple an
entire large city -- is the nuclear warhead. Strategic forces are
primarily the weapons systems for delivering these warheads on target
from long range and the men who operate the systems. Alsc included
in this category are some systems designed to provide warning and/or
defense against strategic attacks by potentially hostile nations.
U.S. strategic forces provide security by posing a retaliatory
threat which deters strategic attacks by other nations. Sufficient
strategic forces to provide deterrence against nuclear attack

constitute the single highest priority U.S. defense need.

Current Forces

Strategic forces now in the U.S. arsenal are divisible
into six major groups. Three are offensive systems -- sea based
Polaris/Poseidon missile carrying submarines, land based Minuteman
and Titan ICBM's, and B-52/FB-111 bombers. The other three --
a bomber air defense system, a missile warning system, and the
fledgling Safeguard missile defense system -- are défensive in
nature. Additional strategic forces spending is required for
research on new strategic systems, mostly planned successors to
the above systems; intelligence activities to determine the
nature and location of enemy strategic forces; communications,
command and control systems to warn of enemy strategic attack and pro-
vide a means for executing a measured U.S. response; and general

support for men manning strategic weapons.
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Strategic Offensive Systems: The 41 nuclear submarines now

carrying Polaris or Poseidon missiles (16 missile launchers each for a
total of 656) provide probably the single best return among all our
military investments. By themselves they provide a sufficient
deterrent to forestall an enemy strategic attack on the United States.
Furthermore, Polaris reliability is high and the submarines carrying
it are almost invulnerable to enemy attack. Secretary of Defense
Melvin Laird made the following comments on the latter point:

According to our best current estimates, we believe

that our POLARIS and POSEIDON submarines at sea can

be considered virtually invulnerable today. With

a highly concentrated effort, the Soviet Navy today

might be able to localize and destroy at sea one or two

POLARIS submarines. But the massive and expensive

undertaking that would be required to extend such a

capability using any currently known ASW techniques

would take time and would certainly be evident.*
It is conceivable that the Soviet Unicn could develop over the
next decade improved attack submarines or other systems capable
of rendering Polaris submarines ineffective, but such a hypothetical
capability is at best several years off and one of which we would
have foreknowledge through our intelligence activities.

Currently, 31 of the 41 Polaris submarines are scheduled
for conversion to the Poseidon configuration (the other 10 sub-
marines cannot be so adapted). ‘Fourteen conversions have already

been funded through 1971, with the first just recently completed.

The Poseidon configuration will bring no increase in the number

*Melvin R. Laird, riscal Year 1971 Defense Program and Budget,
February 20, 1970, p. 40.
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of missiles, but will enable each missile to carry ten indepen-
dently targetable warheads (MIRV's) -- replacing the non-
independently targetable Polaris A-3 triplet payload.* The
Pogseidon payload will be about twice as accurate as the Polaris
A-3 payload.*

The land based missile force consists of 1,000 Minuteman
and 54 Titan II missiles. All are based in fixed location silos
in the United States. Minuteman has gone through two major
modifications to extend its capability. Currently underway is
the later of these -- a program to convert 500 missiles to the
Minuteman III triple warhead (MIRV) configuration. All 1,054
land-based missles will become increasingly vulnerable during
the next few years. The U.S.S.R. probably knows the location
of all the silos in which they are housed and, according to
Secretary Laird,

The accuracy of the (Soviet missile) Ss-9

with a single large warhead is sufficient to

destroy a Minuteman in its silo, and it is esti-

mated that the accuracy could be further improved. **

Laird went on to say that 400 S5-~9's with MIRV's could be

capable of destroying 95 per cent of the 1,000 Minuteman

force by 1974 or earlier if the current Soviet build-up continues.
All these projections assume, of course, that Minuteman missiles
would remain in their silos rather than being fired upon warning
of a possible enemy attack. (If instead they were precipitously

fired, nuclear holocaust certainly would result.)

*Military Spending Committee of Members oOF Congress for Peace
through Law, "Report on Military Spending,""July 15, 1970, MIRV, p.3.

**Laird, op.cit., p. 103.
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Bomber forces, as of the end of this fiscal year, are
scheduled to consist of 23 squadrons of B-52's (11 of the newer
G and H models) and 4 squadrons of FB-lll's. Stated another
way, we will have 581 bombers in the active aircraft inventory.
Three of the B-52 squadrons are scheduled to be deactivated
during 1972. Except for two B-52 squadrons temporarily detailed
to Southeast Asia, all the bombers are based in the United
States. The punch packed by the bombers comes, of course,
from the bombs they carry dropped or fired on enemy targets.
Chances of reaching these targets are enhanced by penetration aids
on the bombers. Advanced new weapons like the Short Range Attack
Missile (SCRAM), the Subsonic Cruise Armed Decoy (SCAD), and advanced
penetration aids are being developed to enhance B-52 and FB-111
effectiveness in future years. Like Minuteman silos, fixed
site bomber bases are highly vulnerable to enemy attack (even
more so because airplanes are housed on the ground rather than
in silos), but with even a few minutes warning the bombers and
their fuel-carrying tankers can be aloft and protected.

Strategic Defensive Systems: Strategic defensive systems are

less extensivz and in total less costly to maintain. This is so
because the fundamental purpose of our strategic arsenal is deterrence,
not damage limitation. The most important and least expensive of

our strategic defensive forces is an enemy missile warning system
consisting of radars, computers, and communications devices.

This network is designed to provide us with precious minutes

of warning and decision-making time between the spotting of enemy

missiles and when they would strike their U.S. targets.
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The oldest and most expensive strategic defensive force
to maintain is the SAGE -- Air Defense Command. Its sole
purpose is defense against Soviet bombers. At one time, this
was a critical purpose, but with a current Soviet intercontinental
bomber force of less than 150 planes -- and no signs of any
Soviet plans to enlarge that force or develop an advanced
bomber -- it is now of much less relative importance. Missiles
have clearly supplanted bombers as the major strategic threat.

The newest proposed strategic defensive force, and perhaps
the single most controversial item currently in the defense budget,
is Safeguard. Safeguard is an anti-ballistic missile system
consisting of long and short range radars and interceptor missiles
whose proposed function is to detect, track, and destroy incoming
enemy missiles before they can reach their targets. From its
inception, Safeguard has been surrounded by controversy -- over
its reliability, cost, vulnerability, and even what missions it
is intended to perform. The Administration currently calls for
Safeqguard to perform three missions:

—-- Protection of our land-based retaliatory forces
against a direct attack by the Soviet Union.

~- Defense of the American people against the kind of
nuclear attack which Communist China is likely to be
able to mount within the decade.

-~ Protection against the possibility of accidental
attacks from any source.

These are the same three roles cited last year by the Administra-
tion. Congress, however, acted to restrict the Safeguard role to

Minuteman protection. Administration plans call for protection

*Melvin R. Laird, Fiscal Year 1972-76 Defense Program and the 1972
Defense Budget, March 9, 1971, p. 70.
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of selected Minuteman sites of an unspecified number; so far
approval has been sought and gained for erection of the system

at three sites. The 1972 budget proposal requests funds to
prepare for deployment at a fourth site, either Warren Air Force .
Base or Washington, D. C.

The remaining costs reasonably assignable to strategic
programs (broadly defined) are all of a support nature. Allo-
cation of such support costs between the strategic and general
purpose categories is necessarily a somewhat arbitrary process
without access to highly detailed Defense Department accounting
records, but reasonably informed estimates are possible.

Research: We do know from descriptions of research activities
in Secretary Laird's posture statement and Congressional hearings
that approximately 45 per cent (or $2.4 billion) of the 1971
defense research and development budget* is oriented toward
strategic forces. Strategic R & D is concentrated in five areas:
safeguard, MIRV technology, the B-1 advanced manned stragegic
bomber, an undersea long-range missile system (ULMS), and a
new airborne warning and control system (AWACS). Other strategic
research activities include work on an advanced ICBM and alternative
basing schemes for land-based missiles. Among the major activities,
Safeguard and MIRV work constitute ongoing refinements and improve-
ments on systems we have already described.

The B-1 is an intercontinental bomber proposed by the
Air Force to succeed the B-52 and the FB-111. The B-1 is being

designed with emphasis on a high (but still subsonic) speed dash

*He use here the program definition of Research and Development rather
than the broader appropriation category Research, Development, Test
and Evaluation.
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capability. The B-1 is smaller and will have a smaller radar

profile than the B-52, while their ranges will be comparable. The

B-1 is designed to be able to carry a larger payload, but that

payload will consist mostly of the same kinds of weapons and

penetration aids now being developed for the B-52. The B-1 force

is being designed to be able to "scramble" (get aloft) slightly

faster than the current B-52 force, but its tankers won't be

faster and the net gain is likely to be meaningless in the context

of available reaction time. In the final anaylsis, these per-

formance edges claimed for the B-1 versus the B-52 must be weighed

against the fact that both planes require approximately four

hours to reach Soviet targets. (Missiles, by contrast, require

less than one-half hour.) The B-1 also promises to be considerably

more expensive than the alternatives of extending the life of

B-52's currently in the force through modifications, arranging for

a new B-52 production run, or even building a successor bomber

designed instead to have strictly a stand-off missile platform

capability. Although current year B-1 funding is limited to $75

million in research, a contract has been signed for production of

prototypes. Funding during 1972 is scheduled to rise to $370 million.
ULMS, planned as a successor to the Polaris/Poseidon fleet,

is an extremely promising concept. The program envisages the

development of a more efficient, highly survivable, sea based nuclear

deterrent capable of launching missiles with a range equivalent to

an ICBM (land based intercontinental ballistic missile) from quieter

submarines of improved hull design. The key is the increased
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range -- 6,000 - 7,000 miles as compared with only 2,000 - 3,000
for Polaris/Poseidon. ULMS submarines could, therefore, operate
out of U.S. bases and remain protected behind U.S. attack sub-
marines arrayed in barriers. Only $45 million is provided for
ULMS research this year.

AWACS is described in Secretary Laird's FY 1971 posture
statement as "an airborne surveillance, command, control and
communication system consisting of special avionics and a large
radar installed in a military version of a commercial jet aircraft
such as the DC-8 or 707."* Its main contribution would be the
radar's ability to see low-flying aircraft against the surface
clutter over land or sea. A balanced order of magnitude improvement
in air defense capability would also require development of an
over-the-horizon radar and an improved interceptor aircraft with
a good "look-down," "shoot-down" capability. The critical gquestion
here, is the wisdom of investing considerable sums of money (if
procured, eventual ten-year systems costs would likely exceed
$2 billion) for defense against a Soviet bomber threat which
has remained constant in terms of numbers and quality of aircraft
and assuredly has declined in strategic importance relative to
missiles. About $92 billion is provided this year for air defense
research and development.

Oother Support Activities: The second major support element

associated with strategic forces is intelligence and communications.
Because of data classification, it is extremely difficult to determine
how intelligence activities should be allocated between strategic and

general purpose forces. Information helpful in both areas is

¥Taird, Fiscal Year 1971 Defense Program and Budget, op.cit., p. 11B.
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garnered from all four basic intelligence sources: the open
press and technical magazines, satellite reconnaissance, radio
and radar reception, and human sources such as defectors. It
seems a reasonable hypothesis that strategic force programs
benefit relatively more from satellite reconnaissance information,
a source of growing relative importance. Communications outlays
are also somewhat difficult to allocate because the same communi-
cations channels are often used for many purposes. We do know
that special communications systems used to warn of enemy
missile or bomber attacks clearly relate to strategic programs.
We assume altogether that about 55-60 per cent of baseline
intelligence and communications expense is assignable to
strategic forces.

Residual general support activities include training,
medical care, other personnel activities, supply and maintenance,
and administration. 1In these areas, we do have a fairly decent
indicator of how support should be allocated between strategic
and general purpose forces in the form of military personnel
dollars.* This measure must be adjusted to reflect: 1) the
higher capital intensity of strategic programs; 2) the tendency
of strategic forces to be located in places which are more costly
to supply; and 3) the generally higher training costs associated
with strategic programs. After adjusting for these partially
offsetting factors, we find that about one-sixth of general

support costs are allocable to strategic forces.

*We use Total Obligational Authority for 1965, representing
the last "normal" defense forces budget year prior to the
Vietnam buildup.
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Altogether, the 1971 costs of strategic and related

programs are approximately as follows:

Table 2

Strategic and Related Forces Outlays
{in millions of dollars; 1971)

1/

Operating Investment Total

Stragegic Forces

Minuteman/Titan 140 785 925
Polaris/Poseidon 820 1,020 1,840
B-52/FB-111 1,300 400 1,700
SrRaM 2/ 0 155 155
Bomber defense 1,395 105 1,500
Missile surveillance 3/ 190 100 290
Safeguard 65 1,425 1,490
Subtotal, strategic forces 3,910 3,990 7,900
Intelligence and communications 1,245 1,725 2,970
Research and development 4/ 2,400 2,400
Central supply and maintenance 975 50 1,025

Training, medical and other personnel
activities 1,755 75 1,830

Administration and associated

activities 205 10 215
Total 8,090 8,250 16,340

Sources: Author's estimates of outlay patterns resulting from TOA
allocations described in the FY1971 Budget of the U.S. Government
and February 20, 1970 Statement by Melvin R. Laird on the FY1971
Defense Program and Budget, updated to reflect later Administration
estimates.

1/ Includes all procurement, construction, and research, development,
test and evaluation activities. .
2/Excludes approximately $110 million in R&D outlays covered in

R&D category. )

3/ Excludes approximately $110 million in R&D outlays covered in

RsD category.

4/ 1Including ULMS, B-1, Minuteman rebasing concepts, AWACS, SRAM,
ScaD, satellites, and other programs.
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Policy Recommendations

Several basic assumptions should guide our strategic
policies in the 1972-1976 period. These are all independent
of any agreements which might emerge from the SALT talks,*
although no effort must be stinted to seek meaningful arms

limitation agreements in that forum.

Deterrence of nuclear attack should continue to be the
fundamental purpose served by U.S. strategic forces. Our nuclear
deterrent should also continue to deter attack on our allies. 1In
order to deter a Soviet attack with high confidence, it will
be necessary to have the demonstrable capability to absorb a
massive Soviet strike, delivered with little or no warning,
and still strike back at the Soviet Union with devastating power.
Continued ample expenditures for intelligence surveillance, a
missile warning system, and research will clearly be warranted.

In planning ahead for the next five years, we must also
take cognizance of the emerging Chinese nuclear capabilities.
However, the Secretary of Defense has said:

the earliest possible date for deployment [of Chinese

intercontinental ballistic missiles) would be 1973,

but it is more likely that the Chinese ICBM will not

attain IOC [initial operational capability] until a

year or two later, and they probably could not have

significant numbers of ICBM's deployed until late in
the decade,**

*It could plausibly be argued that while the recommended actions
we suggest could be taken independently of SALT agreements, the
President might wish to postpone such actions until after the talks
so that he could uge them as bargaining chips. Regardless how the
talks turn out, though, we think all our recommendations should
sensibly be implemented sometime between 1972 and 1976.

**Laird, Fiscal Year 1972-1976 Defense Program and the 1972

Defense Budget, op.cit., p. 48.
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If the Chinese are really determined to kill several million
Americans, we cannot stop them. If they have 25 or more ICBM's,
they can target them all on one city and have extremely high con-
fidence of hitting their target -- whether or not we possess

a Safeguard area defense. So we must rely on deterrence to

protect us against a Chinese attack, just as we rely on it to
protect us against a Russian attack. Some suggest that the

Chinese government is irrational and that deterrence, therefore,
will not work against their missile threat. The burden of proof
must lie with these critics to persuade us that a third power

would allow its country to be completely destroyed for the sake

of killing several million Americans. The Chinese have traditionally
been cautious in foreign affairs; the evidence hardly suggests that
they would pursue such a suicidal policy.

We now possess more than sufficient forces to deter nuclear
attack on the United States. The long-standing official Defense
Department criterion for an effective deterrent, recently abandoned
by the current Administration, required an ability to detroy 20-25
per cent of a potential aggressor nation's population and half its
industrial capacity.

Current U.S. strategic offensive forces are more than sufficient
to ensure attainment of this objective. According to a former
Secretary of Defense, under the worst even reasonably likely assump-
tions of Soviet capabilities and intentions, "our [programmed]
strategic missile forces alone could... destroy more than two-fifths

of their total population (more than 100 million people) and over
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three quarters of their industrial capacity."* This means
that the forces programmed for the early 1970's could cause more
than twice as much damage on a second strike as is deemed
necessary for deterrence. A more recent assessment found that

The United States can now deliver over 4,200

strategic nuclear warheads against the Soviet

Union. Based on extremely conservative estimates,

400 warheads would destroy over 30 per cent of

the Soviet population and 70 per cent of its

industrial capacity -- thus more than adequately

meeting the requirements of assured destruction.

The Soviet Union has a similar overkill capability

with respect to the United States....

By MIRVing both our Minuteman and Polaris missile

forces, we would more than double the number of

nuclear warheads, from 4,200 to 9,600, to achieve

the same objective of delivering 400 warheads.**

We build these excessively large strategic arsenals
because of overly conservative interpretation of intelligence
reports, the building of extra "safety" margins, and the main-
tenance of a mixed offensive force of land-based missiles,
sea-based missiles, and bombers ~-- with each component large
enough to perform the mission of assured destruction on its own.

No one knows how to exploit for military or diplomatic profit
some numerical advantage in strategic forces, unless that advantage
is so large quantitatively and qualitatively that it permits the
launching of a first-strike, knockout blow -- an almost unimaginable
event with forces of the size and composition currently deployed.
Consequently, even without agreements at the SALT, we can safely

pare our strategic forces. Continuation of projected plans would

perpetuate a huge redundant surplus in the U.S. nuclear arsenal.

*Robert S. McNamara, The Fiscal Year 1969-1973 Defense Program and
the 1969 Defense Budget, p. 57.

. . . . i .1,
**Military Spending Committee, op.cit., Strategic Forces: Overview, p
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In structuring future U.S. strategic forces, it behooves
us also to remain cognizant of the interdependence of U.S. and
soviet actions. The judgments we make about Soviet threats and
the corresponding actions we take affect how the Soviet Union
is likely to behave. The actual nuclear threat to the U.S. may
increase as a result of our increasing our reaction to a perceived
threat. All too often, this has been the cycle in the past. As
then Secretary of the Air Force Harold Brown said:

The Soviets, 4 or 5 years after we did each of the

following things, also did them. They dispersed their

silos, they hardened them, they put in the eguivalent

of a BMEWS to warn their bombers. They built nuclear

submarines, with ballistic missile launch capability. *

The end result is that both the U.S. and the U.S5.S.R. are probably
less secure today than they were a decade ago. The single off-
setting optimistic factor is that both nations seem to have
acquired during that decade a fuller understanding of the mean-
ing of second strike deterrence, which, coupled with a fuller
comprehensibn of the disastrous consequences of nuclear war, has
created a greater reluctance to initiate a nuclear strike.

Under a new deterrence posture for the 1970's, duplication
and surplus nuclear capability can be curtailed without jeopardizing
U.S. security -- and perhaps, in fact, increasing it through a
gradual winding down of the arms race. This claim rests on the

assumption that recent trends in the size and composition of

*¥Status of U.5. Strategic Power, Hearings before the Preparedness
Investigating Subcommittee of the Committee on Armed Services,
United States Senate, 90th Congress, second Session, April 1968,
pp- 238-239.
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Soviet and Chinese strategic forces continue during the coming
five years.*

Pruning the Triple Deterrent: The place to start the

analysis is with the triple deterrent. Twenty years ago, strategic
bombers offered our sole means of long distance delivery of nuclear
weapons. Ten years ago, bombers were still important but no more so
than land-based missiles; sea-based missiles were only an existing
developmental concept.

The future picture is dramatically different. The strategic
advantage has shifted to sea-based deterrent systems; land-based
missiles and bombers are increasingly vulnerable to enemy missile
attack. This is a tgend likely to continue. The tremendous
nuclear might of our submarine based ballistic missiles, combined
with their invulnerability, offer "a credibility and a degree of
stability to wind down the arms race."**

This new environment creates doubts about the necessity
of continuing to maintain a mix of strategic forces. A credible
argument can be made for phasing out all bombers and land-based
missiles over the next 2-3 years -- thereby placing full reliance
on submarine-based deterrents. We understand the rationale behind
such a conclusion, but suggest the appropriateness of a more

prudent policy -- one moving in this direction but not so far.

*The Soviet Union has been vigorously improving the capabilities of
its strategic submarine fleet, but has slowed construction of sites
for additional large land-based SS-9 missiles. The Soviet inter-
continental bomber force consists of less than 150 planes and is
neither being enlarged or modernized. The Chinese strategic missile
force which is expected to materialize, but does not yet exist, was
described by Secretary Laird as follows: “for many years to come [it]
will be far too small and will lack the accuracy to pose a threat to
our strategic offensive capabilities."”

**Military Spending Committee, op. cit., p. 7.
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Maintenance of a multiple deterrent, even acknowledging
the resultant surplus of deliverable warheads, would provide us
with a hedge against the extremely remote possibility that the
U.S.S.R. could develop some device for crippling our Polaris/
Poseidon fleet. Short of totally defusing all our warning
systems, it is physically impossible for any enemy to strike
simultaneously without our knowing in advance against all three
components of our strategic forces -- even if a way of crippling
our nuclear submarines could be found.

There is a marginal case then for maintaining a mixed
strategic offensive force at least through 1976. But gaining
the benefit of a mixed strategic force does not require that
bombers or land-based missiles be significantly modernized or
even kept at current levels. All that is necessary is that
enough of each be maintained to serve the noted purposes.

With regard to missiles, scrapping the 54 Titans offers
sensible operating economies with minimal loss in capability.
At slightly over $100 million a year in total operating costs
and quite small annual replacement procurement costs, maintenance
of the entire Minuteman arsenal is a bargain. Conversion to the
MIRVED Minuteman III, however, should immediately cease; such
a program is unnecessary to the achievement of nuclear deterrence
and would at great expense (the total program cost is estimated
to be $5.4 billion ; current year spending is about $700 million),

serve only to lessen security by unbalancing the arms race.
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Programs aimed at developing systems to defend the
Minuteman -- whether through mobile basing, hardening of silos,
or ABM defense -- should be confined to low-level R & D status.
Funding for Safeguard should be ceased altogether. There are
serious technolégical doubts about whether Safeguard will
work. It is highly vulnerable to attack; another nation's
missiles could cripple Safeguard by striking its radars. And
Safeguard harbors potential dangers to the U.S. population through
accidents or fallout unleashed in the atmosphere if it ever has
to be used. Even if Safeguard does work perfectly, it would save
a Minuteman missile only at a cost that would have made it
possible to buy 3-12 more Minutemen (i.e. $25—100 million per
Minuteman saved).* To the extent the United States tries to
improve its damage-limiting capability, the U.S.S.R. is likely
to consider its capability for assured destruction threatened
and to add enough offensive forces to nullify our defensive
measures. Such a competition is expensive, fruitless, and
probably dangerous. The economics of this competition, moreover,
favor the offense. A recent deft and accurate comment on the
Administration proposal that Safeguard be procured to protect
Minuteman bases sums up the situation well: " a system of
diminishing utility has to be protected [at a cost of at least

$8 billion] by a system of doubtful effectiveness."** We can

* See testimony of Dr. George W. Rathjens before Senate Committee
on Foreign Relations, March 1969, Part I, Hearings on Strategic

and Foreign Policy Implications of ABM Systems, p. 364.

**Military Spending Committee, op. cit., Strategic Forces: Overview,
p. 13.
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obtain a much higher return for our modernization investment
dollar in sea-based strategic forces than on Minuteman or systems
designed to protect Minuteman.?*

Similarly with bomber force levels and modernization.
Discussion of the B-l already has indicated the marginality of
the case for this aircraft. "Marginality" is in fact perhaps
too kind a word; the B-1 makes no more sense than the ill-fated
B-70 designed during the 1960's as a successor to the B-52.%*
Technological trends raise doubt that we will ever have a need
for an advanced design strategic bomber; missiles simply have
the edge. If any future bomber role does emerge, it is likely
to call for a bomber with stand-off missile firing capability
(a role the B-52 can be adapted to serve) rather than the low-
altitude dash capability the B-1 is designed, at great incremental
expense, to have.

Meanwhile, we can retain the value of a bomber force with
significantly fewer planes than are now on ready status. We
recommend phasing out by the end of 1973 two-thirds of current
bomber squadrons. That would leave active 9 squadrons (approximately
200 planes), presumably 2 or 3 squadrons of them FB-111 with the
remainder consisting of G and H model B-52's. These measures
would enable base closures and other considerable operating savings,
plus a major reduction in procurement quantities of new bomber

weapons and penetration aids.

*During the 1960's, two B-70 prototypes and half of a third one
were built. The 2-1/2 planes cost the taxpayers $1-1/2 billion.
One crashed, one is in the Air Force Museum at Wright-Patterson
Field, and no one is guite sure where the pieces of the half are.
Most of the experts who supported the B-70 agree today that

we were wise not to procure it.
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The foundation of our strategic deterrent in the 1970's
should be the Polaris-Poseidon fleet. The only issues are
what size force and how much modernization. We have considered
several alternatives: a) halting Poseidon conversions, retaining
just 41 Polaris submarines; b) converting 14 submarines to the
Poseidon configuration (the number already funded), leaving 27
Polaris; c) converting all 31 submarines which can be adapted to
the Poseidon configuration and scuttling the remaining 10;

d) adapting 31 to Poseidon and retaining the other 10 Polaris
in the force -- the Administration recommendation; and e) con-
verting 31 submarines, retaining 10 Polaris, and constructing
and arming of 10-20 additional Poseidon configuration submarines.

Each of these five packages would be sufficient by itself
to provide a credible deterrent. The relatively least awesome
of the five is the current force, which we know is adequate to
this task. For this reason, it seems senseless to consider
further the option of procuring additional submarines.

The critical question then becomes whether and how far to
advance the conversion program to Poseidon - MIRV. Two years
ago we probably would have recommended a cessation to MIRV
testing and deployment plans in order not to destabilize
further the arms race. Now that seems a moot issue. The
U.S.S.R. and China know we possess MIRV technology and have
begun to deploy it, and so conservatively have to assume

that we will continue to deploy it. That being the case, there
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are marginal grounds for converting all 31 submarines possible
as a hedge against Soviet defense improvements and the increasing
vulnerability of land-based U.S. strategic deterrents.

We also recommend continuing to operate the 10 non-convertible
Polaris submarines until the end of 1975, by which time all 31
conversions would be complete. Since by that time all strategic
submarines will also have l3-year life nuclear reactors (rather
than the current 3-year life plants), substantial reductions in
overhaul turnaround time will be possible. This fact has signi-
ficance for force levels. Currently, about 8 of the 41 Polaris
submarines are being overhauled at any particular point in time.
The longer reactor life does not eliminate the need for other
kinds of maintenance, but it will likely mean that no more
than four submarines need be in overhaul at any one time. This
gain of four Poseidon submarines on station will represent
guadruple the number of targetable warheads contained on the
ten non-convertible Polaris and thereby provide ample justifica-
tion for retiring those ten submarines.

Since sea-based missiles seem to offer the most certain
future strategic deterrents, it is extremely important that we
keep exploring technological frontiers in this field. For the
most part, this means a high priority for ULMS research. ULMS
is not a system we ought now to rush toward production; that
step should be taken if and only if the Russians are discovered
to be successfully developing a radically advanced anti-sub-

marine warfare (ASW) concept which threatens Poseidon
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survivability. We do feel, though, that insufficient priority
is being given ULMS research efforts. Funding for ULMS research
and development should increase from the $45 million provided
this year to $120 million in 1972, then by phases up to $200
million in 1975. For 1976, we tentatively recommend $800
million to include the cost of constructing one prototype

vessel plus prototype missiles. Such prototype development
would serve the purpose of providing us with the ULMS option

for the 1980's. It must be clearly understood that prototype

development itself would not commit us to procurement of the

system; only an order of magnitude advance in Russian ASW

capability should trigger that response.

Finally, we have already shown the minimal current importance
of the air defense system. Unfortunately this minimal contribution
system still costs us about $1.5 billion a year, despite cutbacks
in recentSyears. Operating and maintaining interceptor squadrons
and SAMS weapons is expensive. We recommend phasing out a major
portion of the remaining bomber air defense system -- an $800
million cut to be absorbed equally by SAMS and other parts of
the system. What would primarily be retained is a surveillance
capability. Consistent with these actions, we would place AWACS
in a very low priority R&D status, moving ahead to deployment
if, but only if, the Soviets produce an advanced design bomber in
quantity. It is difficult, if not impossible, to justify AWACS
when the threat it is designed to counteract is an aging Soviet
intercontinental bomber force comprised solely of bombers designed

over a decade ago.
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These measures would leave us with an efficient early
warning system, a large but potentially vulnerable Minuteman
force (depending on the future of the Soviet S$S-9 program), a
modest sized but high performance characteristic bomber force,
and the virtually invulnerable Polaris-Poseidon fleet. Also
provided for would be priority research attention to ULMS, ABRES,
bomber weapons and penetration aids -- with lower priority
research support in some other areas. This reduced strategic
force would still be more than adequate in a retaliatory strike
to suffice as an effective deterrent by official Department of
Defense standards. The cost of this recommended strategic posture,
including required supporting backup, is shown in Table 3.* The
cost would decline from a current year level of $16.3 billion
including support costs, to about $11 billion during 1973-1976.

The elimination of Safegua;d, combined with a paring of
bomber defense forces, would virtually elimnate the Army's strategic
role. The strategic missions burden would be assumed almost entirely
by the Navy and the Air Force. Such a division of strategic respon-
sibilities is sensible given the relative expertise and capabilities
of the services; the skills of the Army and the Marine Corps lie

on the general purpose forces side.

*These cost projections (and similar summary cost projections in
subsequent sections) reflect assumptions about increases in prices
and retired pay and gains in productivity described fully in
Appendices A and B. We assume basically average annual price in-
creases of 3.3 per cent partially offset by 1.3 per cent annual
productivity gains.
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Table 3

Recommended Strategic and Related Forces Outlays

(In millions of current dollars)

Administration Urban Coalition Recommendations
Estimated Proposed
1971 1972 1972 1973 1974 1975 1976 -
Strategic forces
Minuteman/Titan 925 914 235 240 245 135 135
Polaris/Poseidon 1,840 1,757 2,235 2,275 2,315 2,350 865
B-52/FB-111 1,700 1,350 1,180 790 570 515 525
SRAM/SCAD 1/ 155 307 100 105 70 0 220
Bomber defense 1,500 1,408 1,225 830 740 805 820
Missile surveillance 290 382 305 350 360 395 405
Safeguard 1,490 1,382 1] 0 0 0 0
Subtotal, strategic -
forces 2/ 7,900 7,500 5,330 4,660 4,390 4,310 3,100
Intelligence and communications 2,970 3,025 2,755 2,800 2,850 2,900 2,950
Research and development 2,400 2,475 2,040 1,870 1,900 1,935 2,620
Central supply and maintenance 1,025 1,160 855 735 680 695 660
Training, medical and other
personnel activities 1,830 2,070 1,360 1,170 1,075 1,095 1,050
Administration and associated
activities 215 240 170 145 130 135 130
Total 3/ 16,340 16,470 12,510 11,380 11,025 11,070 10,510

Sources: Authors allocations and costing based on information contained in all documents previously
cited in this section.
1/ SCAD assumed to remain in R&D status until a 1976 decision to deploy.
2/ Totals do not add because of inclusion at subtotal level of allocated retirement costs above 1971
levels. The maximum amount of such retirement costs is $130 million in 1976.
3/ Allocations of totals between operating and investment outlays are about as follows:

1971 1972 1972 1973 1974 1975 1976
Operating outlays 8,195 8,510 6,985 5,880 5,475 5,590 5,475

Investment outlays 8,145 7,960 5,525 5,500 5,550 5,480 5,035

144!
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V) General Purpose Forces

The so-called general purpose (or conventional) forces
and their supporting backup components serve a very different
set of missions. Perhaps the most remarkable difference is
that "the overall requirement for General Purpose Forces is
related not so much to the defense of our own territory as
it is to the support of our commitments to other nations".*
We now have commitments, widely varying in specificity and
legal formality, to 45 countries -- 21 in the Western Henisphere,
13 in Western Europe, two in Central Asia, six in Southeast
Asia and the Pacific, and three in the Far East.

It is possible to imagine a mix of contingencies aris-
ing in such a way as to impose a simultaneous demand for U.S.
forces in all these araas. But this does not mean
that such an eventuality should constitute the basis for
planning the general purpose forces. Secretary McNamara pointed
out that

These commitments do not require us to execute
automatically any specific contingency plan in

response to a given situation, without regard to the

circumstances existing at the time. And, while we

cannot expect to meet all of the contingencies
simultaneously, neither can our opponents. **

For planning purposes then, what one does is to take a
prudent risk about how many contingencies might occur at once.
During the 1960's, general purpose forces (both active duty

and Reserve forces) were structured toward the goal of being able

to meet simultaneously 2-1/2 contingencies (two major, one minor)

*McNamara, op. cit., p. 78.
**Ibid.
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plus prosecute a partially related, partially independent

war at sea. Two caveats must be stressed here. Such capability
judgments are at best loose estimates. We do not know precisely
what number or mix of forces will be required to meet such con-
tingencies. Secondly, the baseline forces are only expected to
be able to handle the initial stages of a conflict. As proved
the case in Korea and Vietnam, they bear the initial brunt and
buy time during which reserve troops can be mobilized and/or

new recruits added. The purpose of buying time is to make
Russia or China -~ whichever might be an aggressor -- pause and
consider the nuclear catastrophe which might be unleashed as a
consequence of its continuing to press an attack against con-
ventional U.S. forces. These are sensible assumptions and
objectives; the prospect of a prolonged conflict between con-
ventional U.S. and Russian or Chinese land and/or sea forces

is remote given the full spectrum of military and diplomatic
options available to these nations.

Even acknowledging the imprecision involved, these rough
contingency guidelines provide a useful benchmark for planning
and reflecting fhe'international political and economic climate.
President Nixon has made a careful re-examination of these guide-
lines and announced that future planning will be based on an
ability to meet 1-1/2 {(one major, one minor) contingencies at
once.* That seems an eminently sound judgment in the light of

an easing of world tensions and the sharply improved economic

*On a more recent occasion, Secretary Laird was quoted as saying

he would prefer to see the concept of preparing for any specific
number of wars scrapped as a planning assumption. The particular
planning assumption really doesn't matter nearly as much as the fact
that the President and the Secretary of Defense both are

advocating smaller sized general purpose forces than those

which existed in the mid 1960's. - L
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strength of many of our allies. Our recommended posture for
general purpose forces is based on the same assumption plus

a sharp curtailment of the surface Navy on the grounds that
changing technology has greatly reduced- the number of roles
such forces can usefully perform.

By 1965, U.S. defense forces were postured according to a

structure designed to meet the initial requirements of 2-1/2
ground wars plus a war at sea. A listing of general purpose

forces available at that time is provided in table 4.
Table 4

Composition of the Armed Forces Active Major Units:

The Baseline Force as of June 30, 1965

Program Actual Amount
Total military personnel 2,655,389
General purpose forces:

Army divisions (combat ready) 16
Army armored cavalry regiments 4
Army special forces groups 7
Marine Corps divisions/aircraft wings 3/3
Warships:

Attack carriers 16

Antisubmarine warfare carriers 9

Nuclear attack submarines 21

Other vessels 331
Amphibious assault ships (in commission) 135
Carrier air groups (attack and antisubmarine

warfare) 28
Air Force tactical squadrons 117

Airlift and sealift forces:
Airlift squadrons:

c-130, C-133, C-135, C-141 38
c-118, €-119, C-123, C-124 19
Troopships, cargo ships, tankers 106

Active aircraft inventory {all programs)

Army 6,957
Navy (including Marine Corps) 8,056
Air Force 14,875
Commissioned ships in fleet (all programs) 880

Source: The U.S. Budget, FY 1967, House Document, 335, part 1, p. 76.
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There is no agreement on whether those forces were adequate
to the task, and whether they were remains a matter for con-
jecture since the maximum strain never arose. Yet it must
have at least been close since we were able to handle simul-
taneously the buildup in Vietnam and a small contingency in
the Dominican Republic without curtailing our NATO committed
forces. These total general purpose forces cost about $37
billion in 1965. Let us examine what forces will be required
during the 1970's to support U.S. interests and commitments
under the new curtailed planning assumptions.

Location and Nature of Commitments

What must be developed first is a more explicit statement
of where in the world, and of what scope, U.S. military forces
are required to honor our commitments and advance our national
interests. It is not enough to say boldly that our forces will
be structured to fight simultaneously one major war -- in either
Europe or Asia -- and one minor one. Different kinds of forces
and stockpiling plans make sense for major wars to be fought
in Europe or Asia.

The Administration has suggested that fewer men will be
needed to implement the new posture. They have also announced
that no treaty commitments to allies will be abrogated, although
some will be reinterpreted. But there remains a considerable
lack of clarity concerning areas of the world where U.S. interests
are considered vital, and what types and numbers of general

purpose forces are deemed necessary to protect those interests.
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The President did imply in his first State of the World Message

that our major foreign commitments lie in Europe rather than in 2sia.

Understandably, this Administration (just as any other would) has
great difficulty admitting this directly to SEATO allies. But
that reluctance in no way alters the reality of adjustments in
forces now appropriate to carry out the revised policy.

While the Administration has been less than fully revealing
about where in the world it senses that strong American interests
exist, an examination of key Administration statements offers some
instructive hints. We quote as follows from President Nixon's
initial State of the World message.

"Europe must be the cornerstone of the structure of a durable
{world]) peace"..., but "genuine partnership must increasingly
characterize our alliance [with our NATO allies}.... We must change
the pattern of American predominance, appropriate to the postwar
era.”

Our "special relationship" and "historical link" to other
nations in the Western Hemisphere is acknowledged, but it is
implied that the current modest allocation of U.S. general purpose
forces to potential contingencies in these nations is fully
sufficient. This is so because the risk of attack from some
country outside the hemisphere is minuscule.

In Asia and the Pacific, a substantial change is indicated.
"Nowhere [since World War II) has the failure to create peace
been more costly or led to greater sacrifice. America's Asian
policy for the 1970's must be based on the lessons of this

sacrifice.... We remain involved in Asia..., {[but] our Asian
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friends, especially Japan, are in a position to shoulder larger
responsibilities for the peaceful progress of the area." More
specifically with regard to defense, we will continue to provide
a protective nuclear shield and to "furnish military and econo
mic assistance when requested and as appropriate, but .2 shall
look to the nation directly threatened to assume the primary
responsibility of providing the manpower for its defense."

(Our involvement and obligations in Vietnam will be discussed

in a later section of this analysis.)

We continue to have a vital stake in a stable, peaceful
Middle East, "but the United States cannot be expected to
assume responsibility for developing the terms of peace or
for guaranteeing them." The stress is on cooperative efforts
with other great power nations and the Middle-East countries
themselves. We will continue to provide arms judiciously
to friendly states, but envision no direct application of
U.S. forces.

Finally, no American military role is envisaged in
Africa. "We will help our friends in Africa to help themselves
when they are threatened by outside forces attempting to
subvert their independent development. It is another lesson
of the 1960's, however, that African defense against sub-
version...must be borne most directly by Africans rather than
by outsiders."

The President's second annual State of the World message,
issued February 25, 1971, provided a great deal of new rhetoric

and terminology, but essentially reaffirmed the perceptions
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about U.S. rcsponsibilities in different parts of the world

quoted above from the first message. Perhaps the most significant
difference in the newer message was heightened concern about the
Middle East, reflecting increased tensions and the potential

for spawning a conflict between major powers. Even so, the
prescribed U.S. role in the Middle East remains essentially the
same as the one advanced a year earlier and described above.

A problem with both State of the World messages, and also
with Secretary Laird's initial two annual posture statements,
is that they reveal far too little thinking about the specific
numbers, kinds and costs of military forces dictated by this,
at least hinted-at, delineation of U.S. interests and by the
shift to the new doctrine of preparation for 1-1/2 wars.

In order to derive an estimate of forces required to
implement these broad policies, one must make some reasonable
assumptions about the major considerations which dictated
Administration development of a new doctrine. The experience
of the past decade seems to contain three paramount lessons
for the use of United States conventional military forces.

The likelihood is that all three had some shaping influence on
the new doctrine.

First, conventional U.S. military forces should be stationed

and/or committed only in parts of the world where vital U.S.

interests are affected. Treaty commitments should be invoked

only when a common threat is posed to the United States and an
ally -- the original purpose for which all our treaty commitments

were designed.
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Second, we must honestly recognize the highly limited

degree to which foreign policy objectives can be achieved by use of

conventional U.S. military forces. Our involvement in Vietnam has

proved, at a tragic price, how ineffective our forces can be, no
matter how well they perform, in a guerilla war in an uniéndus-
trialized nation.

Third, we must carefully evaluate the kinds and amounts

of military equipment which will be useful should our forces be

committed to some future war. Experience in Vietnam has illustrated

the limitations of some kinds of highly sophisticated equipment -~
sophistication sometimes results in a loss of reliability or
flexibility. In addition, continuing scrutiny is required to weed
out systems made obsolete by changing technology.

Consideration of these factors makes possible translation
of the Administration's announced broad planning assumptions into
a statement of future general purpose force requirement guidelines.
In general, they suggest: a) a restrictive interpretation of
U.S. military commitments, with U.S. forces to be sent into action
only where vital U.S. interests are threatened by China or the
Soviet Union; b) increased reliance on allies, particularly in
Asia, to provide troops; c) continued U.S. provision to allies
of land-based tactical aircraft squadrons; d) increases in the amount
of weaponry supp;ied to all allies for their ground and air forces;
e) small reductions in airlift-sealift (although we need a
modernized sealift component) and amphibious capabilities; f)
restructured and better equipped U.S. Reserve forces; and g) an

emphasis on simply designed, reliable aircraft, ships, tactical

a7



123

missiles, tanks, and other weapons.

Before moving on to a discussion of the detailed meaning
of these themes in terms of dollars and specific military force
units, we need to examine the composition of current U.S.

baseline general purpose forces.

Current Force Allocations

A useful way to examine current forces is by attempting
to determine how they are allocated among contingencies. The
Department of Defense has not customarily displayed general purpose
forces by region, so this can be done only approximately. However,
the assumptions that have governed the calculus of requirements
are on the record. With them, it becomes possible to arrive
at a rough approximation of how, at least for force planning
purposes, thé forces themselves are related to the main theatres
of potential conflict.

William W. Kaufmann, a consultant to the Department of
Defense and former Director of the Brookings Institution's
Defense Analysis staff, has performed such an analysis, drawing
upon a broad spectrum of books, articies, and officfal government
documents.* His conclusions as to the rough size and cost
allocations of current general purpose forces by regional con-~
tingency are presented in Tables 5 and 6. A different kind of
cost breakdown, with support costs segregated, is presented in

Table 7.

*Including Secretary of Defense posture statements for 1969 and
1970, the 1969 Statistical Abstract of the U,S5., articles in

the Wall Street Journal, an Institute for Strategic Studies
analysis titled "The Military Balance 1969-1970," an article by
Alain C. Enthoven, "Arms ana men: The Mjilitary Balance in Europe,"”
and Kaufmann's own book The McNamara Strategy.
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Table 5 -

Allocation of Baseline General Purpose Forces by Geographic
Contingency as of 1970

Western
: Hemi- Strategic
Type of force Europe Asia sphere reserve Total
Active Army divisions 7 6 1 2 1/3 16 1/3
Active Marine Division/wings 1 2 3
Guard and Reserve Forces 7 2 9
Navy air wings 4 6 1 4 15
Air Force air wings 16 7 23
ASW and AAW forces (%) 2/ 50 50 100
Amphibiouns and other forces (%) 50 50 100
Airlift and sealift forces (%) 50 50 100
Military assistance (%) 30 70 - 100

Source: .William W. Kaufmann, Statement before the Subcommittee on
Economy in Government of the Joint Economic Committee, June 5, 1970,
Amended by permission of the author.

1/All attack carriers on station (two in the Atlantic, three in

the Pacific) and their immediate backup carriers are allocated to
Europe and Asia.

2/Excluding escorts for the attack carriers.

4!
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Table 6 .

Allocation of Costs of Baseline General Purpose
Forces by Geographic Contingency, Fiscal Year 1971 1/ 2/

(In billions of 1971 dollars)

Unallo- Western Strategic
Type of Force cated Burope MAsia Hemisphere reserve Total

Active Army divisions 5.5 4.8 0.8 1.8 12.9
Active Marine division/wings i.2 2.4 3.6
Guard and Reserve forces 2.5 .7 3.2
Navy air wings 1.7 2.7 .5 1.8 6.2
Air Force air wings 5.4 2.6 8.0
ASW and AAW forces 1.8 1.8 3.6
Amphibious and other forces .5 .5 1.0
Airlift & sealift forces 1.0 1.0 2.0
Research and development 3.0 3.0

Total 3.0 19.6 15.8 1.3 3.3 44,0

gt

Source: William W. Kaufmann, Statement before the Subcommittee on Economy
in Government of the Joint Economic Committee, June 5, 1970. Partially
updated and amended by permission of the author.

1/Excluding the incremental costs of the war in Vietnam.
2/Some of both the totals and the allocations differ slightly from our

estimates referred to in the text due to rounding and the difference
between costs and outlays.
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Table 7

Allocation of Outlays for Baseline General Purpose Forces by
Major Military Program

(In millions of 1971 dollars)

General purpose forces 19,770
Intelligence and communications 2,130
Airlift and Sealift 1,200
Guard and Reserve Forces 2,600
Research and Development : 2,600
Central supply and maintenance 5,125
Training, medical and other

personnel activities 9,120
Administration _ 1,085
Support of other nations 400
Military Assistance Program 1,130

1/

Total 45,160

1/The more than $1 billion dollar difference in the totals appearing
in Tables 6 and 7 is accounted for by the difference in time when the
estimates were made. Table 7 is based upon the most current information,
including information contained in the President's 1972 Budget, and
reflects changes in pay rates, increased inflation in defense procurement,
and an expanded Military Assistance Program -- among other changes since
estimates in Table 6 were made. For purposes of future regional com-
parisons, we assume that a sensible set of revised subtotal estimates
would be (in billions): Unallocated $2.8; Europe $20.3; Asia $16.3;
Western Hemisphere $1.3; and Strategic Reserve $4.5.
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Determining the theatre to which a unit ought to be
assigned is a relatively straightforward procedure. Numerous
divisions and air wings are physically deployed in Europe or
Asia, and Department of Defense testimony before Congress has
suggested roughly how many of the units remaining in the United
States are earmarked for a particular regional theatre. The
direct costs are about the same whether a unit is stationed abroad
or in the U.S.,* except for the impact on the international balance
of payments. The division of Navy forces between the Atlantic
and Pacific Oceans is on the public record; these forces are
respectively assigned to the European and Asian theatres. (A
case could be made for separating all naval forces costs into
a distinct "conventional war at sea" category. We will discuss
naval force requirements separately, but here will retain
Kaufmann's approach of assigning these forces to the regional

theatres.)

Airlift, sealift, and amphibious assault capabilities --
each of which could be used completely in a single theatre if a
large requirement arose -- are sensibly allocated evenly between
the European and Asian theatres. Intelligence and communications

functions are allocated among theatres roughly in proportion

*AIthough some analysts argue persuasively that overseas units are
more expensive because existing manpower assignment policies
require the creation of a "rotation base" space in the United
States for every overseas space.
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to combat force allocations, but research and development

of general purpose weapons sensibly is kept in an unallocated
category since benefits from R & D do accrue to all forces.
Finally, the strategic reserve category includes some Army
division units, which just as their description implies are
saved as a safety margin against unexpected requirements,

and four Navy tactical air wings (attack carrier groups)
representing the number unassigned at any particular

point in time.

The costing of forces is only approximate, but reasonably
sound estimates have been made. Basically the technique is
to: 1) subtract Vietnam and strategic and related forces
costs from the total 1971 defense budget, thereby obtaining
baseline general purpose force costs; 2) separate these by
service (Army, Navy, Air Force, and Marine Corps); and
3) drawing upon data presented in the sources cited on the
previous pages, allocate the resultant costs among the
major force units identified in Table 5. Thus Air Force
baseline general purpose force costs, for example, are

divided among the airlift mission and the 23 tactical air

wings. In all cases, the costs corresponding with force
units include a proportionate allocation of such support

costs as logistics, supply, medical care, training,administration
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communications, and intelligence. Of the $45.2 billion total
cost, $30.9 billion are calculated to be operating costs, the
remaining $14.2 billion investment (procurement, R&D, or
construction) costs.

with this background as a context, we can now move ahead
to examine what specific changes are required to adjust these forces
to the new Administration doctrine. The shift in planning assump-
tions and delineation of U.S. interests clearly suggests that the
net result of changes should be a contraction of U.S. baseline
general purpose forces.

There remains wide latitude for judgement as to the prudent
pace and size of force reductions. Choices must be made against
the yardstick provided by competing national needs, as well as
the guidelines cited above. The analysis which follows suggests
that, altogether, baseline general purpose force outlays could
safely be cut to $38.8 billion in 1976, a drop of $6.4 billion
from present levels. This would include a decrease of approxi-
mately $1.4 billion in the cost of Europe-oriented forces and a
savings of nearly $5 billion in Asian-oriented forces. The
decrease in forces would be proportionately even greater than
the cost reductions because partially offsetting price increases

are allowed for in the cost estimates.
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European Force Requirements

The words of President Nixon about our relationship to
Europe, in conjunction with the growing economic strength
of allies there, suggest that it is appropriate for
these nations to assume an enlarged share of the dollar and
manpower burden of providing for their conventional war defense.
A conservative assessment suggests that the force needs there
remain fairly constant, once overdue improvements in operating
efficiency are effected; what is primarily at issue is who
ought to bear what shares of the cost. Currently the United
States allocates 7 per cent of its GNP for defense spending,
versus an average of 5 per cent for our NATO allies.

Roles and Current Deployments: The U.S. role in European

general purpose force defense is to contribute to a NATO deterrent
against a conventional attack by the Soviet Union or other Warsaw
Pact nations. Symbolically, the most important part of the
U.S. contribution has been the four Army divisions stationed
in West Germany. Actually the number of American military
personnel in Europe has fluctuated considerably during the last
decade, reaching over 400,000 during the 1962 Berlin crisis and
ebbing down to the current low of 315,000.

The aforementicned divisions stationed in Germany represent
only a small part of our NATO contribution, which also includes
three additional Army divisions, one Marine division and accompany-

ing air wing, and seven Reserve divisions -- all based in the. U.S. --
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plus 16 Air Force air wings, four attack aircraft carrier groups,
and a significant further complement of naval forces. All of
these forces, of course, also require backup support components;
the fluctuations in U.S. troop deployments in Europe, in fact,
have mostly resulted from a thinning or thickening of the
support component.

Controversy is growing over the appropriate size of the
U.S. contribution to NATO, with the debate focused almost
entirely on U.S. manpower levels in Europe itself. Few
people are suggesting larger U.S. troop commitments; the
envelope within which reasonable discussion revolves extends
from the current 315,000 men down to 50,000. To put the
American contribution in context, Table 8 compares total NATO

and Warsaw Pact forces.
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Table 8 1
conventional Forces in Europe: NATO & the Warsaw Pact NATO Countries 4
T naonAl SDJrces 1n turo
Country Total Military Army Forces on Reserves &
Forces Central Paramilitary
Front 2/3/ ’
West Germany 465,000 328,000 328,000 780,000
France 503,000 328,000 52,000 470,000
Britain 405,000 198,000 48,500 125,000
Italy 420,000 313,000 noneé 741,000
Portugal 182,000 148,000 none 515,000
Greece 159,000 110,000 none 223,000
Turkey 483,000 400,000 none 560,000
Netherlands 124,000 . 82,000 82,000 20,000
Belgium 102,400 78,000 78,000 13,000
Canada 98,300 37,300 5,400 26,000
Denmark 45,500 28,000 28,000 120,000
Luxembourg 560 560 560 350
Totals 2,987,360 2,050,860 622,460 3,593,350
U.s. 3,454,000 1,522,000 200,000 %/ 660,000
Totals 6,441,360 3,572,860 822,460 3 593 350
The Warsaw Pact Countries
Poland 275,000 185,000 185,000 45,000
Czech. 230,000 175,000 175,000 135,000
Rumania 193,000 170,000 none 110,000
Bulgaria 154,000 125,000 none 165,000
East Germany 137,000 90,000 90,000 427,000
Hungary 97,000 90,000 90,000 140,000
Totals 1,086,000 835,000 540,000 1,022,000
5/
U.S.S.R. 3,300,000 2,000,000 400,00071,750,000
Totals 4,386,000 2,835,000 940,000 2,772,000

Source: Military Spending Committe of Members of Congress for Peace through
Law, op. cit., Land Forces in Europe, pp. 4-5, based on data
taken from The Military Balance 1969-1970, of the Institute for
Strategic studies, London. -

1/ These include the total forces of the NATO countries, on the assumption
that an attack upon them would invoke a response from all forces and not
merely from those assigned formally to NATO. Likewise for the Warsaw Pact.
27 The Central Front is taken to include West Germany, Denmark and the
Benelux countries on the NATO side, and East Germany, Poland, Czechoslovakia
and Hungary on the Pact side.

3/ Airborne and airmobile forces are included with those on the central
Front, except for those based in the United States, This includes an
airmobile division and regiment based in France and part of the French
Strategic Reserve.

4/ There are an additional 100,000 or so American troops in Europe and
Surrounding areas.

5/ There are an additional 450,000 troops in the European U.S.S.R.
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Two major conclusions are evident from an examination
of this table. First, there is an approximate parity between
NATO and Pact forces -- both in aggregate and along the strate-
gically critical Central Front. Without even dwelling on such
significant considerations as relative training levels, firepower,
and support capability (in which NATO forces appear to have an
advantage, particularly in the critical area of tactical aircraft
where NATO forces enjoy a decisive advantage), there exists a
legitimate quéstion whether parity in manpower levels is required
to deter a Pact conventional attack. Normally, offensive forces
require a 3 or 4:1 advantage if they are to have any chance of
conquering new territory. Since NATO's mission is defensive,
the current 1:1 ratio of troops on active duty may be excessive.

The second conclusion is that the direct U.S. general
purpose force contribution to NATO forces marshalled along
the Central Front seems modest relative to the total. The
key thing again is the symbolism. By having American ground
troops in Germany, we make it impossible for Pact forces
to mount any sizeable attack without engaging U.S. forces.
Knowing that such an engagement almost certainly would trigger
broader American involvement -- and perhaps might set off the
use of tactical, or even strategic, nuclear weapons -- adds
a sobering dimension to any Pact temptation to attempt even a

temporary foray or seizure of a small piece of territory.
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Ground troops: The contribution to European defense made
by American troops stationed there needs to be viewed in a
psychological and political context as well as a military one.
Fewer U.S. troops than the current four divisions are required
purely to serve as a tripwire (ensuring that any major Pact
attack must engage U.S. forces). But because we do have four
divisions stationed in Europe now, and have for many years, any
unilateral decision to reduce that number would likely create
serious political reverberations in Western Europe.

We think the debate on U.S. European-oriented troop levels has
been misdirected. We agree that our NATO allies should absorb a
larger portion of troop costs in the European theatre, both because
of their improved economic ability to bear such a burden and because
the United States completely finances the strategic nuclear
deterrent which protects NATO countries as well as the United
States. We also agree the number of U.S. troops oriented toward
Europe can safely be reduced without lessening NATO security.

But we differ with the conclusion that the way to achieve
these ends is through a reduction in the four U.S. Army combat
divisions stationed in Germany. To the contrary, we feel these
divisions are among the highest priority items in our military
arsenal in contributing to international stability. Their
deterrent and symbolic values can hardly be overe§timated. If
these American forces were substantially reduced, the reaction
of our NATO allies would likely be either hasty attempts to
reach accommodation with the Soviet Union and other Warsaw

Pact nations, or panicked efforts to augment existing military
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capabilities, including acquisition of nuclear weapons. Neither
of these reactions would enhance European stability or U.S.
security.

Instead we recommend that further reductions be made in
the number of U.S. support troops in Europe and that some U.S.-
stationed but Europe-oriented Army troops be deactivated. The
first of these objectives can be achieved without significant
sacrifice of combat capability; the range of potential reductions
is generally considered to be 50,600-100,000 men. Wishing to
stay on the conservative side, we suggest that 50,000 men ke
cut out of the Europe support pipeline by the end of 1972.
We also recommend that one of the four U.S.-based, Europe
oriented divisions be eliminated from the force by the same
date, thereby leaving seven active and seven Reserve* U.S.
divisions oriented toward the European theatre. Savings would
exceed $900 million a year.

Pactical Aircraft: Examination also is required of Europe-

oriented U.S. tactical aircraft units, first from the perspective
of force requirements in Europe, and then from the different angle
of the kinds of aircraft which make the most sense to deploy. These
two considerations, of course, are both dependent upon the threat
the U.S. faces and the type of missions it therefore must plan to
fly. The major kinds of missions flown by tactical aircraft include

close air support of ground combat operations, interdiction of

*X general discussion of needed changes in the organization of
Reserve forces appears after the examination of regional force
requirements.
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enemy supply and communications lines*, air to air combat

where the goal is air superiority, and air base defense including
carrier defense.

1) Force Levels and Modernization Needs: Of a total of 41
air wings** in our baseline force structure, Kaufmann's allocation
suggests that 22 effectively are allocated to European defense --
16 Air Force, four Navy carrier based, and one double Marine wing.
NATO aircraft provide a large offensive payload advantage over
Pact forces, an advantage which will grow with the introduction
of new generation U.S. attack aircraft like the A-6, A-7, and
F-111. A large (really too large given the low payoff and
expected high attrition) portion of NATO tactical air forces
is equipped for the deep interdiction mission, one that does
not offer promising prospects because many enemy aircraft are
protected by shelters, and because the highly developed infrastruc—
ture (e.g. roads, bridges, railroads) in Eastern European
countries offers many alternative routes while those temporarily
shut down by bombing are repaired. We possess fully sufficient
numbers of Elose air support aircraft, but need a more modern

aircraft model.

*The primary assignment on deep interdiction missions 1s destruc-
tion of supply and communications networks (e.g. bridges, railroads,
power plants). Pilots on such missions are also sometimes able to
take advantage of targets of opportunity should they spot enemy
tanks or airplanes caught on the ground.

**Although our analysis adheres to this officially recognized
number, there actually are 44 wings. Marine divisions in theory
are matched by a single wing of tactical aircraft; in reality
these are each the equivalent of two wings.
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The area in which we most need to improve our capabilities
is air-to-air combat. NATO's advantage over Pact capability
in this area is highly uncertain, especially in light of our
experiences in Vietnam combatting Soviet built aircraft. The
F-4 is the only airplane currently in the U.S. Air Force
arsenal suitable for air-to-air combat with the MIG-21, the
top Soviet fighter aircraft. But we need now to develop a
highly maneuverable successor aircraft, focused solely on
performing the air-to-air combat role, to match future modified
versions of the MIG-21 and possible production of expected
new Russian fighter aircraft such as the Foxbat.

Overall, the U.S. has excess Europe-oriented tactical
aircraft capability. The present surplus is among units assigned
the deep interdiction role. We recommend that one Navy and four
Air Force wings be eliminated (at an average annual savings
approaching $300 million per wing). In choosing which Air Force
wings to cut, it would be wise to select U.S. based, Europe-
oriented wings in order to maximize the number of remaining
wings which could be quickly flown to the Mideast and temporarily
rebased there in case such a requirement evolved. We would
not anticipate that U.S. forces would become directly involved
in defending Israel (although the U.S. should contiﬁue to assist
Israeli purchases of required military equipment), but it is

prudent to retain the capability to do so effectively.
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2) Close Air Support Aircraft: As for types of aircraft,
the most pressing needs are for a new close air support aircraft
and an uncluttered, highly maneuverable new air superiority
fighter. Three of the services are now pressing their own
candidates to fill the former need. The Marine Corps is
already buying the Harrier, a swivel-engine jet that requires
only a very short area for take-off and landing. The Army wants
to buy, at a cost of about $4 million each, at least 375 Cheyenne
helicoptors, a helicopter gunship packed with electronic gadgetry
and more heavy armament than any helicopter ever built before.
The Air Force proposes buying, at a cost of $1.6 million per plane,
500 AX's ~- a rugged, simply designed, heavily armed airplane that
is claimed to be the first Air Force plane designed solely
for the close air support role.

Whether or not the Harrier is an ideal plane for close
air support and ought to be procured now seems a moot issue.

The system seems fairly promising and procurement already has
proceeded so far that it seems sensible to complete buying the
scheduled 114 planes.

The major controversy lies in the choice between the
Cheyenne and the AX, both proposed to support U.S. Army ground
troops. More precisely, since even many Army advocates agree
the AX should be procured, the issue is whether the Cheyenne also
should be bought. Because heli copter and fixed wing aircraft
each offer some unique advantages in the role of knocking out
enemy troops, tanks, and guns, it is possible that the optimum

arrangement would be a combination of the two types of vehicles.
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Having such a combination would not necessarily require that both
new systems -- the Cheyenne and 'the AX -- be procured; an improved
fixed wing aircraft could reduce the need for an improved helicopter,
and vice versa.

Wwhat does,unfortunately,seem clear is that the Department
of Defense has not been tough-minded enough in analyzing the
alternative combinations and choosing the best. Instead, the easy
road has been taken -- allowing each service to pursue its own
pet project.

The key issues in such a choice seem to be survivability
and cost. The Cheyenne, Or any other helicopter, promises to be
an extremely vulnerable target to the massive anti-aircraft fi;e
which can be mounted by Warsaw Pact nations in the European
battleground where potential close air support needs are the
greatest. Cheyenne also is projected to cost three times as
much as the AX. Given these circumstances, what seems to make
sense is to scrap the Cheyenne program and proceed ahead with
the AX. To the extent that supplementation with helicopters
makes sense in roles they are better suited to perform, this
mission can be performed slightly less well -- but at considerably
less expense -- by the Cobra helicopter, which has provided devastating
firepower in Vietnam.

3) Air to Air Combat Aircraft: While we have in the AX a
plane being developed which is well suited to close air support
requirements, we are not so fortunate with regard to models being
proposed for the air to air combat role. The F-15, which is being
touted as a new all-purpose fighter replacement for the F-4, is not

responsive to current requirements. Its configuration is
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being developed to accommodate complex avionics and a stand-off

missile capability at .the sacrifice of desirable maneuverability.

In Vietnam, the tactical advantage of stand-off missiles has not

proved to be worthwhile, and missiles (and their fire control

systems) have proved far less reliable than expected. In addition,the

F-15 promises to cost 4-5 times as much per aircraft as the $3 million

F-4. Since it will offer nowhere near 4-5 times the F-4'sg capa-

bility in air to air combat, and given overall scarcity of budget funds,

proceeding with development and procurement of the F-15 would likely

mean an unacceptable reduction in total tactical aircraft forces

and capabilities. We propose that F-15 development cease. The

F-15 should be replaced by a 1ightér, avionically simpler fighter

aircraft not designed for long-range missile engagements. It is

anticipated that such a simpler aircraft, with air to air combat

performance characteristics superior to those of both the F-4 and the

F-15, could be built for no more than twice the cost of the F-4.
Europe Summary: Along with a proportionate share of net

savings from recommended changes in anti-submarine warfare, anti-

aircraft warfare, attack carriers, amphibious warfare, and airlift-

sealift forces ~-- all described in detail later on ~- the above

changes would,by 1976,reduce the cost of U.S. forces oriented

to Europe from $20.3 billion to $19.0 billion. (Exluding the

growth in prices and productivity,the 1976 cost would be $17.4

billion.) About half of this reduction would represent simply

improved efficiency and elimination of outmoded forces.
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To the extent that U.S. allies feel uncomfortable with
the real U.S. force reductions recommended, they could exercise
the option of providing active duty replacement forces themselves
thereby effectively assuming a larger share of the NATO defense
burden. The United States also should encourage further dollar
payments to the U.S. by European allies ~- whichever, among a
great variety of payment mechanisms, is employed -- as partial

offsets for the costs of maintaining U.S. troops in Europe.

Asian Force Requirements

Roles and Current Deployments: United States objectives and

commitments in Asia are far less clearly delineated than those in

Europe. Our military involvement has changed in emphasis as a reflection
of shifting political currents. Major U.S. military intervention since
World War II has come in two bursts -- Korea and Vietnam. The deployment
pattern of our Asia-oriented forces as we move into 1972 reflects
primarily lingering involvement with those two nations, a large
complement of naval general purpose forces, and a sizeable group of
backup ground troops spread over Pacific Ocean islands and the

Western United States.

Major adjustments in these forces are required to con-
form with the Administration's announced planning assumptions and
the guidelines described earlier. U.S. involvement in new Southeast
Asia land wars such as Vietnam can only serve to defeat further our
real national purposes. We should extricate U.S. ground forces
from South Korea and Thailand as expeditiously as possible,
as our involvement in Vietnam is reduced. Vital U.S. interests

currently exist only in Japan and Taiwan, excluding nations such
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as Australia and New Zealand which provide quite adequately for
their own defense. And even the threats to Japan and Taiwan are
severely limited by restricted Chinese air and amphibious capabilities.

As the President has suggested, the future U.S. general
purpose force contribution to Asian allies should consist heavily
of tactical air wings. Allies will have to supply their own
ground troops. U.S. military assistance funds should contribute
to the cost of their weaponry.

No one knows precisely what portion of U.S. Asia-oriented
forces should be eliminated as part of the implementation of this
new doctrine. A strict interpretation of the shift to a one-and-
a-half war planning assumption might suggest elimination of our
eight divisions and fifteen air wings now oriented to the Asian
war contingency. Such a move would be highly imprudent in con-
sideration of vital U.S. Asian interests which remain.

Ground Troops: A logical place to begin the analysis of specific
U.S. Asian-oriented force requirements is with ground troops.
Currently we have six Army and two Marine baseline divisions oriented
toward Asia. Setting aside temporary realignments due to Vietnam,
the normal distribution pattern has been two divisions in Korea
with the rest spread as contingency forces over several islands
and the continental United States.

The question before us is how many divisions should be eliminated
in implementation of the President's new guidelines? As a first step,
it makes sense to withdraw both U.S. divisions from Korea along with
all tactical nuclear weapons emplaced there under our control.

Such a withdrawal is possible without compromising South Korean

security, because of the development of the South Korean army into
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a superb fighting force, just recently illustrated by their
superior performance in Vietnam. The President has already announced
U.S. intentions to withdraw one of those U.S. Korean-based
divisions, and, during a recent visit to Korea, the Vice-President
suggested we should follow suit soon with the other one.

The issue then narrows down to how many of the remaining
six divisions are to be eliminated. The Administration has made
no indication of the extent of further planned excisions, if any.
We think a prudent solution would be the elimination of two
of these six divisions. We must stress that this particular
recommendation is highly judgmental, rather than one closely tied
to specific force requirements. Firm adherence to such requirements
would probably suggest further division reductions.

Tactical Aircraft: In Asia, the U.S. plans a tactical

aircraft capability to fight against the Communist Chinese and the
North Koreans, both of whom possess air forces similar in composition
to those of the Soviet Union but slightly less modern. Furthermore,
given the cool nature of current Sino~-Soviet relations, it is unlikely
that the Soviets will be providing China or North Korea with

more advanced tactical aircraft in the near future. The U.S.

has a large payload advantage over the combined Chinese/North

Korean tactical air forces. However, the same uncertainty

surrounds the U.S. air-to-air combat advantage in Asia as in

Europe. We simply have no way of predicting with much certainty

the success of either side in air-to-air combat. It is also

clear that, given the highly limited tactical air capabilities
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of our SEATO allies, U.S. tactical air will continue to be
required for close air support of ground operations against
external nation agressor forces.

This brief analysis suggests that the kinds of U.S. tactical
air capabilities, including new model requirements, in Asia
are very similar to those arising in Europe. Accordingly, the
tactical aircraft procurement priorities developed as part of
the European theatre analysis could indeed sensibly govern our world-
wide requirements.

The number of air wings can be pruned, despite their relatively
increased importance under the new doctrine, because of the net
reduction in the number of allied ground divisions requiring air
support and because of recognition that we operate superfluous
numbers of attack aircraft carriers (a section to follow develops
this latter premise in some detail). From the current set of 15
wings, we recommend the elimination of three carrier wings (four
carriers would remain on Pacific assignment, but since one would
always be in overhaul only three wings would be required) and one

Air Force wing -- leaving a total of 11.

Asia Summary: These recommended changes in ground troops and
tactical air wings -- combined with a proportionate allocation of

later recommended changes in airlift-sealift, anti-submarine warfare,
anti-aircraft warfare, and amphibious forces -- would, by 1976, reduce
the cost of baseline U.S. forces assigned to Asia from $16.3 billion to
§11.5 billion (Excluding the growth in prices and productivity, the
1976 cost would be $10.5 billion.)

69



145

Naval Force Requirements

In the foregoing parts of this discussion, oblique
references have been made to conventional naval forces without
addressing directly the scope and shape of our needs for them.
Naval forces require singling out because, while assignable
to regional contingencies, they also serve a somewhat independent
requirement for control of sea lanes.

In all three of the Navy's primary and independent con-
ventional warfare missions -- tactical air, amphibious operations,
and shipping protection (anti-submarine and anti-aircraft warfare)
-- the forces now provided are either outmoded, overequipped or
excessive in relation to the reguirements cited in the President's
State of the World message. This is true centrally because U.S.
naval forces remain structureion the now outdated assumption that
an extended conventional war at sea between major powers is a
plausible scenario. Such a war at sea took place during World War II;
it no longer makes sense in an age in which surface ships are
extremely vulnerable to missiles and in which both sides possess
powerful alternative weapons.

Tactical Air/Attack Carriers: The Navy has never gotten to-

gether with the Air Force to eliminate overlapping sea-based and
land-based tactical air coverage. The relative merits and demerits
of land versus sea basing form one of the oldest internal arguments
within the Department of Defense. The Department has never satis-
factorily resolved the argument, and the result is an extended
stalemate at a relatively constant mix of land and sea based tactical
air forces -- even in the face of changing technological capabilities

of potential aggressor nations.
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Some mix of land-and sea-based forces continues to make
sense for the 1970's. Carriers remain useful for initial surge
capacity in conflicts against minor powers and for
"showing the flag" (although the latter role often could be
performed equally well, and at a great deal less expense, by
smaller ships). Land based wings are both cheaper (measured
by cost per offensive sortie) and relatively less vulnerable.
Increases in carrier vulnerability during the past decade
and projections of more of the same ahead* indeed suggest the
appropriateness of a future mix of tactical air forces which
places greater emphasis on land-based forces. A considerable
portion of carrier sorties (perhaps one-fourth) must be assigned
to defense of the carrier, versus less than five per cent defense
missions for land-based tactical air. Even so, the carrier remains
highly vulnerable to cruise missiles fired from enemy submarines,
ships or even land sites. And missile technology is advancing quite
rapidly, enough so that -- in addition to the Soviet Union -- many
small potentially hostile nations are likely to acquire such missile
capabilities during the 1970's. This development will further
reduce the number of missions which attack carriers can perfomm
and the number of targets they can perform them against. The number

of attack carriers we operate ought therefore to be reduced.

*In his March 9, 1971, statement on the fiscal year 1972-1976 Defense
Program, Secretary Laird says "Whereas in 1970, missile-equipped
surface combatants accounted for 23 per cent of the [Soviet] major
surface combatant fleet, by 1975, we project that some 40-50 per cent
of the fleet will be missile-armed."™ A 90 ton Soviet Komar boat is
fully capable of sinking a 60,000 ton U.S. carrier. ’
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Exactly how many tactical aircraft carriers should be retained
is a difficult judgmental question. The Department of Defense
recently announced plans to reduce the number from 15 to 12 plus
one carrier which will experimentally serve a dual purpose attack/ASW
role. (We label this experimental carrier an ASW carrier in our force
tables.) Some critics have gone so far as to suggest that no carriers
make sense in the 1970's; indeed, no other nation has built
carriers during the past decade. We think a zero carrier posture
stretches a basically valid case too far. W recommend that seven
tactical aircraft carriers be retained -- three for the Atlantic
and four assigned to the Pacific. The argument for maintaining
any more carriers than the seven we recommend rests on the claimed
loss of overseas land bases. However, the contingency that we
will be called upon to defend a nation while being denied the
use of its bases must be considered unlikely.

We assume the newest carriers would be retained, meaning
that with the introduction of the USS Eisenhower in 1974, all
carriers in the fleet would have been introduced since 1960.

Partly because these newer carriers would require less extensive
modernization and overhaul during the 1970's than older ships,
partly through improvements in crew rotation and other operating
practices, the United States should be able to keep at least three
and more usually four carriers on station -- almost as many as are

available now (five on station) with a 15 carrier fleet.* It

¥By temporarily converting an ASW carrier (the Shangri-La) to the
carrier role for use in Vietnam, the Navy was able to keep six attack
carriers on station during 1970 out of the resultant 16 attack carrier
fleet. Announced 1972 plans to maintain only 12 active attack carriers
plus one dual purpose attack/ASW carrier, though, suggest that only
four carriers will be kept on station at most times.
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should be remembered also that individual carrier capabilities are
growing -- the two carriers now under construction can support nearly
twice the tactical air capability as the carriers they are
scheduled to replace.

Such a decision to reduce the attack carrier force has
broad ramifications for other Naval ship and tactical aircraft
requirements. The need for replacement of aged escort vessels
with new destroyers and frigates, both nuclear and conven-
tionally powered, would sharply diminish if the number of attack
carriers were reduced to seven. This would be the case even
acknowledging the other roles destroyers perform -- protection
of commercial shipping, escorting amphibious forces, and
hunting and attempting to destroy enemy submarines . Similar
reductions would also occur in requirements for underway
replenishment ships, tankers, and various other support ships
which round out carrier flotillas.

This refocusing of carrier force requirements also
suggests the need to rethink the mix of airplanes needed
for carrier basing. Much toohigh a priority is now being
assigned the fleet defense role in the design of Navy fighter
aircraft, most conspicuously in the case of the F-14 now
slated for procurement. Despite Navy claims that the F-14 will
be a "multi-mission fighter" designed to provide air superiority,
fleet air defense, and air-to-ground capability, the fleet air
defense mission seems to dominate the design characteristics.

We must assume the indefensibility of carriers in the face
of a concerted Soviet attack (involving intensive bombing
and cruise missile attacks) and therefore not squander resources

on fleet defense purposes. On the other hand, for operations
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against lesser powers where the carrier still can perform
a useful role, the complex avionics and defensive missile
carrying capabilities planned for the F-14 are excessive
in terms of the kinds of air threats these nations
could mount. Carrier defense against these threats can
more efficiently be provided through other means such as
electronic countermeasures and surface to air missiles.

As we learned from our analysis of European and Asian
theatre tactical air requirements, the area in which the
U.S. most needs to improve its capabilities is air-to-air
combat. The F-14A may now actually prove less capable than the
latest models of the F-4 (the airplane it is supposed to replace) in

this role. Worse, the F-14 is several times as expensive as the F-4

(about $12 million versus $3 million per plane), meaning that so
many fewer new planes could be afforded that overall carrier-based
tactical air capability (for a given number of carriers) would
decline. A more sensible solution is one analogous to that
recommended for the similar Air Force dilemma -- substitute for
the complex craft, in this instance the F-14, a simpler design,
substantially less expensive airplane focused on air to air combat
skills. Finally, the A-7 should remain an important part of the
carrier aircraft complement, serving particularly the close air
support role, but fewer A-7's (as well as A-6's and other carrier
based aircraft) would be needed for a carrier force which is reduced

by about one-half.
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The overall financial impact of the above recommendations
on carrier force levels and accompanying ships and tactical
aircraft would be a reduction in outlays from $6.7 billion
in 1971 to $3.4 billion in 1976.

Shipping Protection/Anti-Submarine Warfare: Attack

carrier task forces also perform a secondary role in the execu-
tion of the second primary Navy mission , shipping protection

but the main responsibility is borne by other anti- submarine
warfare (ASW) and anti-aircraft warfare (AAW) forces.* Comments
have already been made on AAW forces in connection with the carrier
analysis. Additional AAW requirements exist for convoying shipping
in wartime. To the highly limited extent a protracted war at

sea retains any plausibility (the Soviet Union is the only
potential aggressor with large enough a Navy to pose such

a threat, and with all the other possible forms of retaliation
available in the U.S. and U.S.S.R. arsenals, a World War II

type extended battle between these powers seems most unlikely),

we need to keep some additional destroyers and other escort

ships in the force.

The primary threat to shipping comes from enemy submarines.
We require considerable ASW forces for shipping protection and two

other purposes -- defense against Soviet submarines seeking

* Our force and cost allocations in Tables 5 and 6 assign

those destroyers and vessels with AAW capability which accompany
and provide protection for attack carriers to the tactical air
mission. This results in a 1971 cost allocation of $6.7 billion
to tactical air versus $3,6 billion for ASW and AAW. In recent
Congressional testimony, Admiral Moorer has chosen a different
allocation pattern, pulling together all the ASW and AAW forces
regardless of the mission to which they are assigned. His allo-
cation pattern for 1969 (the latest year data are provided for) is

$5.0 billion for tactical air, $5.1 billion for -ASW and AAW.
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to penetrate close to the U.S. coastline, and, in wartime,

the hunting and killing of enemy submarines. For these

purposes, the U.S. currently relies on a mix of forces including
destroyers, attack submarines arrayed in protective barriers off

the U.S. coasts, land-based P-3C airplanes, and four ASW carriers
equipped with both airplanes and helicopters. All of these systems
depend heavily on detection devices needed to locate enemy submarines
including such things as radar and sonocbuoys.

ASW force issues include size, mix, and modernization
requirements. With less than half as many attack carriers in the
force, less ASW capability would be required in the future than is
now provided. Pushing in the opposite direction on U.S. requirements
is the fact that the Soviet submarine force is being substantially
modernized. To the extent that Soviet submarines are used for their
own barrier reef defenses or operate in areas like the Baltic Sea
not directly vital to U.S. interests, then growing Soviet submarine
capabilities are of no great concern to us. But recent expanded
Soviet submarine operations in the Atlantic, the Pacific and the
Mediterranean pose a warning of potentially threatening uses.

The net result of these opposing forces -— fewer U.S. ocean operations,
an expanded Soviet submarine threat faced by remaining operations --
suggests an ASW force of about current aggregate capabilities, perhaps
slightly smaller.

With regard to mix, the growing emphasis on land based P-3C

planes and attack submarines, supplemented by destroyers, should be
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accelerated. Some Navy analyéts suggest that we need to expand

the number of attack submarines in our inventory. Such a step
might be necessary at some future date, but current recommendations
to that effect tend to ignore the diminishing returns from adding
barrier defense layers and the contribution of allied nation attack
submarines.

Navy actions in recent years reducing the number of ASW
carriers in the active inventory from nine to four (actions
successively participated in and approved by both Presidents
Johnson and Nixon), are a tacit admission that these carriers
and their aircraft are no longer essential to counter the
growing Soviet submarine threat. Land based aircraft can
cover 80 per cent of the oceans' surface, and cargoes and
naval forces in need of protection by such aircraft can
be routed to areas where such coverage is available.

Furthermore, land based planes are considerably more cost
effective, an edge which would increase if plans are carried
out to procure the very expensive S-3A airplane (formerly
called the VSX) as a replacement for those now stationed on
ASW carriers. Finally, despite all their protection, the

ASW carriers remain highly vulnerable to enemy submarine

and air attack, much more vulnerable than attack submarines or
land based P-3C planes. We recommend scrapping the remaining

four ASW carriers* (thereby saving more than $400 million in

*Technically three ASW carriers and one combined attack/ASW carrier.
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annual operating costs, including backup support costs ) énd
discontinuing procurement of the S-3A.

The increasing Soviet submarine presence requires diligent
continuing attention to the modernization of United States ASW
forces. The land based P-3C airplanes are new and will serve
us in excellent stead during the coming five years. We have
already discussed destroyer modernization requirements, with
the conclusion that some modernization will be required but
considerably less than would be in the absence of a major
reduction of attack carrier forces. The additional retirement
of four ASW carriers would further reinforce this conclusion.

The capability advantages of building nuclear powered escort ships
instead of conventionally powered ships generally are negligible
and don't begin to balance out the significant added costs. This
fact should weigh heavily in the shaping of destroyer modernization
plans.

Finally, the U.S. will need to continue making sufficient improve-
ments in the performance of its attack submarines to maintain a relative
combat advantage. The SSN-688 and ssN-685, "super-fast, super-quiet"”
nuclear-powered attack submarines now being developed, are logical
responses to this requirement but only in conjunction with the
availability for incorporation in them of vastly improved
detection and weapons systems. The latter criteria cannot yet
be met, and there is reasonable doubt whether the Mark 48 torpedo
now being heavily counted on will ever satisfy the weapons requirements.
A higher priority Defense Department effort than is currently being

given is required on these subsystem problems.
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Altogether, ASW and AAW force costs sheuld be reduced
about $500 million. This estimate reflects significantly larger
savings from elimination of the ASW carriers and the accompanying
aircraft, substantially offset by growing submarine unit costs.
This recommended reduction is partially reflected in our ASW-AAW
category, partly in forces allocated to Navy tactical air wings.

Amphibious Operations: Force requirements for the final primary

Navy mission -- amphibious operations -- would be substantially
affected by the shift in planned ground troop deployment capabilities
in Europe and particularly Asia. We now have the amphibious
capability to land four brigades simultaneously -~ two each

on the Atlantic and Pacific sides. In emergencies, amphibious
forces can be interchanged fairly quickly between theatres by
moving men and equipment through the Panama Canal. It could

be argued that if the U.S. is not going to supply ground troops

in Asia, then it does not require the capability to land them

on Pacific beaches. Some need for amphibious landing craft

may still exist, though, as assistance to Asian allies if an
emergency arose requiring one such ally to go to the assistance of
another nation. We recommend that the Pacific amphibious capa-
bility be reduced immediately from two to one brigade, thereby

saving $250 million annually.
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Airlift-Sealift Forces

while we have evenly divided the costs of airlift-sealift
forces between European and Asian contingencies,as a practical
matter most of these forces are likely to be employed to
move troops and supplies from the U.S. to wherever a crisis
arises. Decisions on the size and composition of airlift-sealift
forces have to be made,then,in a worldwide requirements context.
Wwe foresee some inadequacies in forces planned for the 1970's.
The current airlift target of four squadrons of C-SA's and 14
of C-141's appears fully adequate and appropriate. Due primarily
to continued rebuffs by Congress,though, existing and already
approved sealift forces will be inadequate to meet requirements.
Our transportation forces, in other words, will be imbalanced.
To a limited extent, tradeoffs between airlift and sealift are
possible, but sealift still offers a sizeable cost advantage on
other than highly urgent transportation requirements. We suggest
that sealift should enjoy the highest single priority among
competing Navy general purpose force procurement needs during
the next few years. For this purpose we recommend $500 million
be provided annually from 1973 through 1976.

Other General Purpose Force Requirements

Latin America: Currently, one division and one carrier task
force are earmarked for a possible "minor contingency” in Latin America
(like, for example, the 1965 U.S. intervention in the Dominican

Republic). In retrospect, many of the 20th century instances
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of U.S. intervention in Latin America have been ill advised.

We recommend maintaining the division assigned to this theatre,

but eliminating the carrier. Should a situation arise requiring

a show of U.S. naval force off the shores of some Latin American
nation, then smaller ships could be employed or a carrier task

force primarily assigned to Europe or Asia could be temporarily
detailed to meet this requirement. Finally, major reductions should
be effected in the size of U.S. military missions, military assis-
tance groups, and attache staffs assigned to Latin American nations.
Excessive numbers of personnel, relative to actual training needs,
are now so assigned. This change would not permit substantial budget
reductions, but it would constitute a significant statement enhancing
the integrity of our foreign policy posture.

Strategic Reserves: The strategic reserve forces constitute

a safety margin. These are active duty, as opposed to Reserve,

forces which are likely to be sent into a war like that in Vietnam only
after forces regularly assigned to the relevant theatre are used

to meet initial surge requirements. While good questions can be

raised about some of the purposes served by these units, particularly
units currently deployed in Panama and Alaska, no force cuts are

herein recommended except that the four attack carriers and their
escorts and air wings should be mothballed for annual savings

of $1.8 billion.
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Regearch and Develooment: Continuina research and develooment of

improved weapons systems is one of our most critical general purpose
force requirements. We already have drawn attention to Air Force
requirements for development of a new air superiority fighter and
the AX close air support aircraft. In addition, research and
development support is required for electronic sensor devices and
a variety of other Army battlefield equipment. The Navy needs a new
air superiority fighter aircraft and, most critically, development
of a radically new class of surface ships -- extremely fast (perhaps
using hydrofoil propulsion), mobile, heavily gunned and smaller than
conventional attack ships. Developing all these systems will be
expensive, but even added together (spread over a five year
period) the costs need not exceed current aggregate general purpose
R & D outlays.

In fact, about $300 million of the $2.8 billion currently budgeted
for research should be cut purely on improved efficiency grounds. A
fair share of the excessive procurement costs which have become public
knowledge during the past two years actually have been on systems
still funded in the research appropriation category (usually systems
in the expensive development stages). We are not referring to the
costs of projects which do not pan out; no research program produces
100 per cent successes. Rather we refer to poor cost control and
hasty movement forward into advanced development before significant
performance problems are overcome. Most of this wasted research money
has been on general purpose projects, particularly tactical aircraft

and airlift.
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Impact on Reserves and Arms Transfers

The above general purpose force recommendations, taken together,

would entail a significant reduction in U.S. active duty forces.

Such a program can only be sensible if two compensating measures

are taken -- an increase in the readiness of the National Guard and
Reserves, and expanded arms grants and credit sales to some lesser
developed allied nations assuming a larger share of the free world
defense burden. Both of these actions are being advocated by the
current Administration as an integral part of their recommended general
purpose forces realignment.

Reserves: It makes little sense to spend $3 billion a year on
Reserve and Guard forces unless those forces are well led, well
equipped, well organized and trained at a level which would make
it possible for them to move into combat during an emergency and per-
form virtually as well as regqular active duty units. Most observers,
both inside and outside the Defense Department, agree that few
Reserve units today measure up to these criteria.

It is important to our defense posture that we maintain a capable
Reserve force which could quickly supplement active duty forces if
an all-out mobilization should be required in the future. Maintenance
of Reserve forces for this purpose also is an economical proposition
compared to the alternative of maintaining additional active duty
forces. An important start toward raising Reserve readiness up to
required levels should be made by outfitting Reserve units much more

reqularly with the type and amount of equipment issued to active duty

units,
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But current Reserve inadequacies also stem from deeper
organization and personnel causes. Limited available leadership
talent is spread too thinly over current size Reserve forces
(980,000 paid Reservists and Guardsmen). Reserve forces are
organized into units which are too large to utilize available
training facilities effectively.

We envisage a restructured Reserve and Guard component of
slightly reduced size (about 850,000 paid strength), with the
battalion rather than the division as the basic building block.
In wartime, Reserve battalions could sometimes be melded with
battalions from active duty units to provide balanced, rapid
enlargement. A key additional part of upgrading must be improved
training for Reserve units.

A key part of the restructuring should be a fundamental
redefinition of the roles assigned the National Guard, whose
menmbers now comprise 40 per cent of total Reserve and Guard
strength. It now seems clear that, short of a World War II type
all-out mobilization, political leaders are not about to call
the National Guard to active duty to fight in a war. We should
recognize this reality and quit pretending that the Guard's
primary mission is federal. The Guard should be structured and
trained for the state missions (e.g. rescue and relief efforts
during floods and other natural disasters, restoring order when
riots occur) it can handle and actually is called upon to perform.
Sharpening the definition of National Guard roles would make

possible savings in equipment and training expense.
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The federal government spends about $1 billion

a year on the Guard. Less than half that sum

could buy 50 state forces adequate in size and

fully prepared to cope with state emergencies,

none of which requires tanks, bombers, artillery,

rockets, or other major and expensive weapons of

war. ¥
We recommend that the resultant savings be applied toward the
costs of improved training and equipment needed for Reserve units.

Arms Transfers: Net outlays for arms grants and credit sales to
allied nations are expected to be $1,130 million in 1971.** This
total reflects a short-term special increased requirement mostly due
to tensions in Asia and the Mideast. The original 1971 request was
only for $600 million. An enhanced program of military assistance
and training above that initially planned level will be required
during the next five years, particularly in Asia. As Secretary Laird
said, "Unless we help provide [our allies] further assistance, the
basic policy of decreasing direct U.S. military involvement... cannot
be successful." We must be careful to interpret this policy correctly.
It does not imply fueling an arms race in Latin America or Africa, for
example. It does not imply full U.S. financing of the costs of NATO
ally support troops in Europe. What it does mean is increased U.S.

contributions for the training and equipping of allied forces in places

like Turkey and South Korea. Secretary Laird has suggested the need

*Alfred B. Fitt, "The National Guard and Civil Disturbance," City,
August/September, 1970, p. 43.

**This $1,130 million solely represents the "Military Assistance Program"
(MAP). The only aid-related activities covered by this report are MAP
and "Support of Other Nations" (mostly special aid for Southeast Asia).
Outlays for these programs combined were $2.5 billion in 1971.
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for an additional $300 million annually for these purposes above the
$600 million level originally forecast for 1971. We concur in this

judgment and recommend that funding reach the $900 million level by

1974.

Aggregate General Purpose Force Recommendations

A summary of recommended baseline general purpose forces distri-
buted by contingency is presented in Table 9. Table 10 shows what
these forces would cost in 1976. The costs reflect the price, pro-
ductivity, and retired pay increases described in detail in Appendix A.
This mix of general purpose forces should be viewed as a goal toward
which we should move as expeditiously as possible. It does not
correspond, however, with current U.S. forces. Accordingly, we need

to provide for an orderly transfer to this new force mix.

Transition: Most of the recommended shifts in force size and
composition can be effected relatively quickly because they
are in the direction of eliminating men and mothballing
equipment already in the force. Only where new procure-
ment requirements are set forth, such as calling for a new
tactical aircraft for the Air Force and the Navy, will
substantial lead time be required. In general, we have
assumed that actions based purely on eliminating inefficiencies
can be achieved during 1972. Recommended force level

adjustments (e.g. elimination of divisions and air wings,

retirement of ships) except where specifically otherwise

noted, are assumed to be phased over an 18-month period



Table 9

Recommended Baseline General Purpose

L8

1/
Forces Distributed by Geographic Contingency
Western
Hemi- Strategic
Type of Force Unallocated Europe Asia sphere Reserve Total
Active Army divisions 6 2 1 21/3 11 1/3
Active Marine division/wings 1 2 3
Guard and Reserve forces 2/ 7 2 9
Navy air wings 3 3 6
Air Force air wings 12 6 18
ASW and AAW forces (%) 50 50 100
Amphibious and other forces (%) 67 33 100
Airlift and sealift forces (%) 50 50 100
Research and development (%) 100 100

1/ As of 1976. This force distribution would actually be completely achieved beginning in
1974.

2/ Represent Reserve and Guard divisions: Navy and Air Force Reserve units are assumed to

be proportionately distributed.

3/ Four attack carrier task forces actually will operate in the Pacific theatre, but only

three wings will be required since one carrier will always be in overhaul status.
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Table 10

Allocation of Costs of Recommended Baseline General

Purpose Forces by Geographic Contingency

(In millions of dollars; 1976)

Western Strategic

Type of Force Unallocated Europe Asia Hemisphere Reserve Total
Active Army divisions 4,800 1,710 855 1,990 9,355
Active Marine division/wings 1,310 2,620 3,930
Guard and Reserve forces 3,305 945 4,250
Navy air wings 1,575 1,850 3,425
Air Force air wings 4,810 2,415 7,225
ASW and AAW forces 1,625 1,625 3,250
Amphibious and other forces 545 275 820
Airlift and sealift forces 985 985 1,970
Research and development 1/ 2,820 2,820
Incremental retirement costs 1,770 - 1,770
Total 4,590 18,955 11,480 855 2,935 38,815

Source: AuUthor's estimates, based on techniques described in the text.

1/ Incremental over 1971 levels.
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encompassing 1972 and the first half of 1973. That exception is

the cut in active divisions oriented toward Asia; cutbacks there

are slipped six months to allow for matters to settle after our with-

drawal from Vietnam. The overall baseline general purpose force out-

lay patter reflecting this transition pace is shown in Table 1l.
Three general assumptions bear heavily on this pattern of

projected costs. First,the variable portion of support costs

{e.g. training, supply, medical, and even parts of communications

and intelligence) are assumed to decline in proportion to the

reduction of combat units. Some "fixed" support costs will

always be incurred so long as the U.S. has any military establish-

ment (above some minimum threshold size). But most support costs

do vary with the size of combat forces kept under arms.
Modernization: Second, the costs of general purpose forces can

vary tremendously depending on the degree of investment in new weapons

systems. Our projections for weapons procurement and modernization

assume continuation of recent proportions between operating and in-

vestment costs. This means that considerable dollars would be avail-

able to modernize forces in the ways we have discussed, but that

funds would not be used to pursue refinements of large systems to

achieve small increments in effectiveness. This critical distinction

is responsible for the difference of several billion dollars in the

1972 general purpose force outlays recommended by the Administration

and by this report. Compelling needs for modernization do exist.

Notable expmples include sea-1ift, close air support aircraft, and
air combat fighters for both the Navy and the Air Force. No sound

rationale exists though for procuring wastefully expensive, over-

sophisticated systems like the F-14 and F-15 fighter aircraft, the
MBT-70 tank, nuclear destroyers and support ships, or the 8-3A
carrier-based anti-submarine airplane. In far too many such cases,

the extra costs above those for more simply designed and more reliable
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Table 11
Recommended Baseline General Purpose and Related Forces Outlays

(In millions of current dollars)

Administration
Estimated Proposed
1971 1972 1972 1973 1974 1975 1976
General purpose forces 19,770 22,905 18,780 16,200 15,595 16,210 16,600
Intelligence and
communications 2,130 2,475 2,330 2,220 2,260 2,250 2,315
Airlift and Sealift 1,200 930 1,310 1,400 1,315 1,415 1,445
Guard and Reserve
forces 2,600 3,000 2,475 2,655 2,800 2,900 2,960
Research and develop-
ment 2,600 3,025 2,545 2,615 2,700 2,770 2,820
Central supply and
maintenance 5,125 7,240 4,690 3,855 3,685 3,875 3,970
Training, medical and other
personnel activities 9,120 11,370 7,440 5,930 5,750 5,940 6,115
Administration 1,085 1,260 1,050 1,050 960 1,070 1,095
Support of other nations 400 400 510 530 560 585 595
Military Assistance
Program 1,130 1,025 700 800 900 900 900
i/
Total 45,160 53,630 41,830 37,255 36,525 37,915 38,815
Sources: Author's allocations and costing.
1/ Allocations of totals between operating and investment outlays are roughly as follows:
1971 1972 1972 1973 1974 1975 1976
Operating outlays 30,945 36,200 27,880 247,305 23,935 24,890 25,490
Investment outlays 14,215 17,430 13,956 12,850 12,590 13,025 13,325

Outlays for "Support of other nations" and the "Military Assistance Program" are assumeddto be
100 per cent operating costs since these outlays do not serve to develop, procure, or mo ernize
U.S. armed forces facilities or equipment.
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alternative systems promise to yield little or no return in
useful capability. In some instances, no new system of any
type is needed.

A relatively high proportion of our projected investment costs
in the early years reflects Navy ship procurement programs already
underway. In later years, the emphasis is more on new tactical
aircraft for both the Air Force and the Navy. Relatively few
funds are provided for military construction; the general
contraction in forces means a smaller need for base installations.
Only modest amounts are included for Army equipment procurement;

a smaller Army will emerge well-equipped from the modernization
which has ocurred when weapons and equipment were chewed up in
Vietnam.

Pay: The third critical assumption concerns military pay
levels. These have risen rapidly in recent years in order that
pay for military careerists could first catch up and then remain
even with pay received by civilian counterparts. We provide in
our 1972-1976 cost estimates for future percentage pay increases
for all military personnel equal to the percentage increases in
the Consumer Price Index. No provigion is made, however, for any
special additional pay boost for non-careerists at the bottom
grades of the enlisted ranks.

We favor movement toward an all-volunteer armed force, and
share Secretary Laird's view that it can be achieved within 2-1/2
years -- without requiring any legislative changes. The Departmen£
of Defense sees a gero draft requirement, though, in the overall
context of a 2.3-2.5 million man armed force; operating under this

assumption, they correctly suggest that significant pay increases
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would be necessary to induce sufficient numbers of enlistments.
The general consensus of defense manpower experts seems to
be that a 2.0 million man force is about the breakeven point;
for force sizes below that level, no extra pay would be required
to create an all volunteer force. As we shall see later in the
summary section, our program recommendations would require only
a 2,015,000 man force, just about the breakeven size. Nearly
sufficient numbers of enlistments would be forthcoming to preempt
the need for pay supplement inducements. Complex questions
concerning social equity and the racial, ethnic, and regional
composition of the armed forces are involved in the issue of
retaining the draft versus placing full reliance on an all-
volunteer force. The determining factor, in our judgment, is
that the $3-4 billion required annually to attract sufficient
volunteers if the draft were eliminated could more equitably be
invested toward further raising the level of guaranteed income
support for the general population -- just to cite one among several
desirable social goals directed toward needs of the general population.
Another important reason for retaining the draft is to
ensure that adequate numbers of persons will be induced to join
the Reserves and National Guard. Most manpower analysts are
dubious that 850,000 Reservists and Guardsmen, the level called
for by our recommendations, can be kept in the force without the

pressure provided by the existence of the draft.
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VI) Vietnam

Continued U.S. involvement in a war in Vietnam has tragic
consequences for many facets of national will, energies, and
resources. The rapid withdrawal of remaining American forces
should have the highest national priority. As a pragmatic
matter, though, Administration statements suggest that we will
begin figscal vear 1972 with about 250,000 American troops in Vietnam
plus a commitment of continuing technical and financial aid to the
government of South Vietnam. Accordingly, near future U.S.
defense budgets will have to include funds for some incremental
costs in this theater above those for baseline military forces.

Two questions of key importance for defense budgeting are
posed by our Vietnam involvement. First, what have been and
will be the incremental costs of the war -- that is, the costs
incurred over and above the costs of the peacetime U.S.
military establishment? Second, to what extent, if any, has the
United States paid for the war by withholding needed programs
from the baseline force, borrowing equipment and men from units
not in Vietnam, reducing outlays for maintenance, and drawing
on reserve stocks -~ thereby creating a deferred demand which
must be met as disengagement from Vietnam proceeds? The two
questions are closely related because at issue in varying war
cost estimates are how much the war detracted from or aided base-

line force modernization.
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According to Charles Schultze, former Director of the
Bureau of the Budget, the peak incremental cost of the Vietnam
War to the United States in any full year was about $23 billion.
This figure was based upon estimates of personnel added to
the Armed Forces since 1965 (the last year prior to substantial
U.S. involvement in the conflict), ordnance expended, aircraft
lost, etc. The estimated distribution of outlays among categories
is as follows:

Table 12

peak Incremental Outlay for the
War In Vietnam

Type of expenditure: Billions of current $
800,000 military personnel at $12,000
Per Man PEr YEeAY.....cescoossannnasotanscncs 9.6
250,000 civilian personnel at $10,000
per man Per YEAT....eeesossscccnononssocens 2.5
Ground, air, and naval ordnance .............. 5.2

500 aircraft at $3 million per aircraft
(AVerage) . ccoeeevsssoaansanens eereesaeanees Lod
Replacement of land force equipment

and supplies (U.S. and ARVN) ......oevvneenne 1.3
Other procurement...........voovne eneeaeseses 1.0
CONSErUCEION. e evt vt aesnesecvonasonsssnnns 1.0
Transportation and petrol, oil,and

LUDTLCANES . ev eevnroeenrnoresasssoansaassssss 1.0

TOTAL. e v eocestsssossssssonssassssssscsncscecs 23.0

Source: Charles L. Schultze with Edward K. Hamilton and Allen
Schick, Setting National Prigritiess The 1971 Budget, The Brookings
Institution, 1970, Table 2-13, p. 49.

A reasonable history and future projection of incremental
war costs, shaped around that maximum amount, can quite readily
be developed from budget records and Administration testimony.
Since over half the costs are personnel costs, a logical first
index to consider is the number of U.S. military personnel
deployed to the Vietnam conflict zone, and -- even more relevant --
the increase in U.S. forces worldwide.

4~



170

Table 13

U.S. Active Duty Military Personnel
(In thousands, as of June 30)

1964 1965 1966 1967 1968 1969 1970 1971 1972 1973

Vietnam 17 60 268 449 535 539 415 250 84 0
Worldwide 2,685 2,653 3,092 3,387 3,464 3,460 3,066 2,699
Worldwide increase

from 1965 0 437 734 811 807 413 46

Sources: United States Budgets for 1971 and 1972 and Department of Defense
manpower reports for 1964-1970 data; staff projections for future years,
based on the assumption that current Vietnam withdrawal rates continue.

The differences between worldwide manpower increases and increases
within Vietnam alone, at least through June 30, 1969, are attributable
to the war-related buildup of training and support facilities, mostly
in the United States. The Defense Department assumes in its cost
estimates that prior to June 30, 1965 the relatively small number of U.S.
troops in Vietnam were part of the regular baseline force. This assump-
tion seems quite reasonable , particularly upon consideration of the
fact that total worldwide U.S. military manpower actually declined

between 1964 and 1965.

Military manpower levels are, of course, far from the sole deter-
minant of costs of the war. Civilian manpower employed by the
Defense Department increased by about 250,000 at the peak due to war
requirements. Even more important factors are combat activity levels
in Vietnam as measured by such indicators as ordnance fired, airplanes
and helicopter missions flown, and supplies consumed. These activity

levels have varied greatly depending on U.S. policies and enemy
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actions. In recent months (with the exceptions of U.S. and
South Vietnamese incursions into Cambodia and Laos), combat
activity -- and therefore expense -- has lessened at a faster
rate than the pace of U.S. troop withdrawals.

Based upon all these considerations, the following seems
a reasonable assessment of the pattern of U.S. incremental
Vietnam War outlays. Projections of future year costs assume
the troop withdrawal rates described in Table 13; all U.S.

troops would be out of Vietnam by December 1972.

Table 14

u.s. Incremental Outlays for Vietnam War
(In billions of current dollars)

1965 1966 1967 1968 1969 1970 1971 1972 1973

0 5.1 16.2 2.4 23.0 18.8 13.0 5.9 1.7

Source: Author's estimates.

Presented in terms of major military program categories, the

outlays for current and future years are estimated as follows:
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Table 15

U.S. Incremental Program Outlays for Vietnam Whr

(In millions of current dollars)

General purpose forces

Intelligence & communi-
cations

Airlift & sealift

Guard & Reserve forces

Research & Development

Central supply & main-
tenance

Training, medical &
other personnel
activities

Administration

Support of other nations

ToraL L/

Administration

Estimated Proposed
1971 1972
4,600 1,670
300 100
200 170
100
200
2,300 800
3,000 1,060
300 100
2,000 2,000
13,000 5,900

Urban Coalition Recommendations

1972 1973 1974 1975 1976

1,670

100
170

800

1,060
100

2,000 1,700 1,000 1,040 1,100

5,900 1,700 1,000 1,040 1,100

Sources:

Author's allocations and costin

cost components during U.S. buildup in Vietnam.

g based on official Defense Department estimates oFf

1/ Allocations of totals between operating and investment outlays are roughly as follows:

Operating outlays
Investment outlays

1971 1972
7,800 3,600
5,200 2,300

1972 1973 1974 1975 1976
3,600 1,700 1,000 1,040 1,100
2,300 0 0 0

(=]
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some Pentagon spokesmen have suggested that one result of
Vietnam spending has been a deferral of necessary modernization
of baseline forces -- that there exists a backlog of unmet
needs which remains to be met once Vietnam operations are cut
back if we are to restore baseline forces to combat readiness.
This hypothesis can readily be tested in the aggregate by subtracting
Vietnam and strategic forces outlays from total defense outlays
in recent years and comparing the result against 1965 general
purpose force outlays adjusted for price changes. The year 1965
provides a fair basis for comparison, representing a year in
which U.S. conventional forces attained their highest levels of
readiness and equipage since the Korean War. If funds available
for baseline troop support and modernization in subsequent years
did not keep pace with funds available for these purposes ip 1965,
then a modernization backlog could fairly be judged to exist.
(We assume that baseline general purpose force requirements
remained constant from 1965-1970; what is at issue here is force
modernization, not force levels). Schultze makes the comparison

as follows:
Table 16

Required Versus Actual Sums Available
To Maintain U.S. conventional Forces in Modern
Combat Ready Status
{Based on added Vietnam costs; 1in billions of dollarsl

Fiscal Years--

1966 1967 1968 1969 1970

Budget for conventional
FOTCES. v eeennnaneennsesnsss 52.2 59.6 60.3 59.6 58.3
Less added costs of Vietnam... 6.0 18.0 23.0 22.0 17.0
Available for maintenance... 36.2 41.4 37.3 37.¢ 113
Required for maintenance.... 38.7 39.1 39.4 38.9 42.1
Deficit or surpluS.......... ¥7.5 +2.3 2.1 -1.3 - .8

Source: Adapted from Charles L. Schultze with pgiward K. Hamilton
and Allen Schick, "Setting National Priorities: The 1971 Budget”
(Brookings Institution, 1970), tfable 2-14, P.50.
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His phasing of Vietnam war gosts is slightly different

from ours, but our total of such costs -- $84.3 billion

for the 1966-1970 period -- is onfy $1.5 billion less than

his. Accordingly, the aggregate modernization surplus

Schultze finds, amounting to several billion dollars, applies

as well to our calculation. This relationship continues to apply during
the current fiscal year, with a substantial portion of the savings

from Vietnam reductions being applied to other defense programs.

Schultze concludes that

It is clear that there has not been a deficit of
funds -~ Vietnam has not in any overall sense
'robbed' the remainder of the forces. A backlog of
unmet needs does not appear to have been built up
justifying a large diversion of the savings from a
cessation of the war into other military channels.*

Furthermore, the results in the above table do not take into considera-

tion the modernization that normally occurs as old equipment is chewed up

and old ammunition is expended in combat. The evidence suggests

that through replacement of old equipment (primarily guns and airplanes)
consumed in Vietnam with modern equipment, we emerge overall

with a more modernly equipped baseline force than we would

have had we not been involved in a war. Finally, we will

inherit from Vietnam not only a great deal of equipment in the

field, but also material that is on order and in the pipeline.

"% Charles L. Schultze, Testimony before the Committee on
Foreign Relations, U.S. Senate, April 29, 1970.
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In most areas, to the extent there is deferred demand for
specific items, we can meet it from these inventories.

Two central conclusions should be drawn from the analysis
in this section. First, a war which has consumed nearly $100
billion in federal funds during the past six years, will require
based on our projections only 10% of that amount during the next
five years -- and only about $1 billion annually after
1972. This change in circumstance could by itself contribute

strongly toward a restoration of fiscal stability

as well as free considerable resources for productive purposes.
second, there is no special need for force modernization funds
beyond those already indicated in our analysis of baseline

forces in the preceding two sections. These conclusions, of
course, rest on our assumption that all U.S. military personnel
will have left Vietnam by December 1972, and that subsequent

U.S. expenditures in Southeast Asia will be for other than direct

aid by U.S. forces.
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VII) Summary of Recommended Program

Major changes in the size and composition of U.S. military
forces are demanded between 1971 and 1976. In several
instances -- notably research on a new sea-based strategic
deterrent system (ULMS), sealift capacity, and modernization
of Reserve forces -- significant spending increases are recommended.

These increases are more than matched by recommended major

decreases in spending stemming primarily from five factors:

-- improved management and operating efficiencies;

-- elimination without replacement of systems rendered
obsolete by changing technology, combined with careful
scrutiny and pruning of new weapons system modernization;

-- elimination of wastefully duplicative strategic deterrent
forces and a cessation of attempts to build and operate

strategic defensive systems such as Safequard;

-- an enlarged defense manpower and dollar burden assumed
by U.S. &llies in both Europe and Asia; and

-- an end to U.S. military involvement in Vietnam (except
for a residual $1 billion annual military assistance
contribution).
Altogether, we recommend that U.S. military spending decrease
from $74.5 billion in 1971 to roughly $60 billion in 1972 and $50
billion during the following four years. Excluding Vietnam spending,
the five-year decline would be only from $61 to $43 billion. (In real
terms, that amounts to a 28% reduction in non-Vietnam military spending.)

Of the sums above, spending that is directly related to the

national security of the United States would shift only from
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$30.5 billion in 1971 to $26.3 billion in 1976, primarily as a
result of recommended reductions in strategic forces. The
residual, which constitutes U.S. military assistance (broadly
defined) to the defense of allied nations, would decline from
$44 billion to $24 billion.

These recommendations do not assume any SALT agreements
or reductions in U.S. treaty obligations with other nations
(now numbering about 45). They do, however, assume implementa-
tion of announced U.S. plans to structure future conventional
military forces based on a capability to meet simultaneously
only 1 1/2 war contingencies rather than the 2 1/2 war guide-
line which prevailed during the 1960s.

while encouragement is voiced for international peacekeeping
and arms limitation agreements as ways of reducing world
tension, no changes are assumed to take place in the manner by
which serious conflict is deterred. The Soviet Union and the
People's Republic of China are assumed to remain potentially
hostile to U.S. interests. The day when an international peace-keeping
force under United Nations auspices would replace separate national
armies is assumed to be beyond the 1971-1976 period.

A summary description of the U.S. defense forces which
would exist during 1976 if our recommendations were implemented
is provided in Table 17. A few comments about the capabilities
of those forces are in order.

We can never be certain about military force plans and
intentions of other nations. But we can make some comparisons based

on current foreign nation force levels reasonably projected ahead.
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Table 17
Summary Military Force Table

Admini Urban Coalition
stration Recommendations
Actual Actual Proposed
3/ 1964 1970 1972 1972 1976 ~
Military Personnel” ({in thousands)

Army 972 1,322 942 800 702
Navy 667 792 704 540 502
Marine Corps 190 260 206 190 190
Air Force 856 791 753 670 621
Total 2,685 3,068 2,505 7,700 J018

Strategic Forces
Mlinuteman {missiles) 600 1,000 1,000 1,000 1,000
5 0 o

Titan IT (missiles) 54 54 4
Polaris (submarines/missiles) 21/336 41/656 34/544 &/ 34/544 0
Poseidon (submarines/missiles) 0 0 /112 4/ 7/112 31/496
Strategic bombers 5/ 1,277 516 510 © 380 190
Manned fighter interceptor
squadrons 40 14 11 7 S
Army air defense firing batteries 107 40 21 12 8
General Purpose Forces
Land forces:
Army divisions 16 1/3 17 1/3 13 1/3 12 1/3 11 1/3
Marine Corps divisions 3 k} 3 3 3
Tactical air forces:
Air Force wings 22 23 21 19 18
Navy attack wings 15 13 11 8 6
Marine Corps wings 3 3 3 3 3
Naval forces:
Attack carriers 15 15 12 9 7
Antisubmarine carriers 9 4 4 /] 0
Nuclear attack submarines 19 46 56 56 60
Escort ships 265 231 227 150 130
Amphibious assault ships 139 99 76 80 80

Airlift and Sealift Forces

C-5A [ 1 4 4 4
C-141 and other 32 17 13 14 14
Troopships, cargoships, and tankers 100 113 98 90 90

Source: The Fiscal Year 1972 Budget of the United States Government, p. 88 for
historic

al data and Administration proposals; author's estimates for military
personnel projections.
1/A11 figures are as of June 30 of the cited year. i
z/with only very minor exceptions, these are the recommended force levels for the entire
period from the end of 1973 through 1976.
3/Active duty military personnel, as of the end of the fiscal year.
4/Staff estimate of allocation between Polaris and Poseidon.
E/B-SZ, B-58, and FB-111 bombers in the active aircraft inventory.
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Such comparisons show first and foremost that U.S. military forces
which would exist during 1976 if our recommendations were imple-
mented would be fully adequate to deter any concerted strategic
or conventional attack on the United States itself. The
devastating second-strike destructive capability of the virtuaily
invulnerable Poseidon fleet, supplemented by bombers and
Minuteman missiles, would deter any strategic attack. Even
if some other nation had the transportation and logistics
capability to launch a major conventional assault on the U.S.
(which none does), our modest conventional forces would guickly
fend them off.

Beyond these core pure "national defense" forces, the
United States would also possess the strongest and largest set
of military forces in the world earmarked for defense of other
nations. The Soviet Union and the People's Republic of China both
would have more men under arms, but such a large portion of them would
be tied down defending their own borders that our claim would
hold. Even with the programmed withdrawals of U. S. forces from
Europe and Asia, the United States would continue to have roughly
as many troops stationed abroad as any other nation now does (the
Soviet Union has about 400,000 soldiers and airmen stationed
outside Russia; China has none outside its borders except for
a few military attaches and trainers).

Total manpower requirements of two million men could be filled
without significant use of the draft or major new pay supplements.

In other words, total manpower needs would be down sufficiently
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from present levels that enlistments would fill virtually all the
vacancies. Such an "all volunteer" force would itself represent an
important social benefit as well as contributing éreatly to service
morale.

Tables 18 and 19 describe the cost by program of our total
package of recommendations for national defense and military
assistance for 1972-1976. The recommended budget would be fully
adequate to provide for the forces listed in Table 17. Included in the
total would be about $18 billion annually for investment purposes,

$12 billion of it for procurement covering replacement and moderniza-

tion needs.

In closing, a few comments are in order about the strength
and limitations of our recommendations. They have been tendered
with an apparent degree of precision which belies the uncertainties and
number of judgmental issues inherent in matters of defense policy.
We make no apologies for our recommendations -- in every instance,
they reflect our best judgment and estimate of the costs of
recommended forces. We simply acknowledge the existence of a range
of opinion and possible error around our recommended funding levels.

This acknowledgment provides no rationale for building in
additional forces as insurance padding. There are as likely to be
errors of excess as errors of insufficiency. And a policy of always

opting for larger forces or more sophisticated weapons may increase
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Table 18

National Defense and Military Assistance:

Major Purposes

(Outlays, in millions of current dollars)

Y

2/
Administration ~ Urban Coalition Recommendations
Estimated Proposed
1971 1972 1972 1973 1974 1975 1976
Strategic & Related Forces 16,340 16,470 12,51b 11,380 11,025 11,070 10,510
Baseline General Purpose & Related
Forces 45,160 53,630 41,830 37,255 36,525 37,915 38,815
Vietnam 13,000 5,900 5,900 1,700 1,000 1,040 1,100
3/
TOTAL™ 74,500 76,000 60,240 50,335 48,5500 50,025 50,425
3
Total, excluding Vietnam 61,500 70,100 54,340 48,635 47,550 48,985 49,325
I/ Includes only Department of Defense and MIllitary Assistance Program functions. Excludes
Atomic Energy Commission and other minor defense-related activities.
2/ Only the totals have been made available by the Administration. Allocations are based on
staff estimates. '
3 Totals in real terms (excluding, that is, price and productivity gains) expressed in 1971
dollars are as follows:
1971 1972 1972 1973 1974 1875 1976
Total 74,500 74,510 59,060 48,490 45,975 46,580 46,175
Total excluding Vietnam 61,500 68,725 53,275 46,855 45,030 45,610 45,170

[£:1



201

Table 19
bV
National Defense and Military Assistance:
Budget Program Categories

(Outlays, in millions of current dollars)

Administrationg/ Urban Coalition Recommendations
Estimated Proposed
1971 1972 1972 1973 1974 1975 1976
Strategic Forces 7,900 7,500 5,330 4,660 4,390 4,310 3,100
General Purpose Forces 24,370 24,575 20,450 16,200 15,595 16,210 16,600
Intelligence & Communications 5,400 5,600 5,185 5,020 5,110 5,150 5,265
Airlift and Sealift 1,400 1,100 1,480 1,400 1,315 1,415 1,445
Guard and Reserve Forces 2,700 3,000 2,475 2,655 2,800 2,900 2,960
Research & Development 5,200 5,500 4,585 4,485 4,600 4,705 5,440
Central Supply & Maintenance 8,450 9,200 6,345 4,590 4,365 4,570 4,630
Training, Medical & Other
Personnel Activities 13,950 14,500 9,860 7,100 6,825 7,035 7,165
Administration & Associated
Activities 1,600 1,600 1,320 1,195 1,090 1,205 1,225
Support of Other Nations 2,400 2,400 2,510 2,230 1,560 1,625 1,695
Military Assistance Program 1,130 1,025 700 800 900 300 900
TOTAL ¥ 74,500 76,000 60,240 50,335 48,550 50,025 50,425

1/ Includes only Department of Defense and Military Assistance Program functions.

Excludes Atomic Energy Commission and other minor defense-related activities.

Z/ Only the totals have been made available by the Administration. Allocations are based on minor
staff adjustments to translate Administration-supplied Total Obligational Authority to Outlays.

3/ Allocations of totals between operating and investment costs are as follows:

1971 1972 1972 1973 1974 1975 1976
Operating outlays 46,940 48,310 38,465 31,985 30,410 31,520 32,065

Investment outlays 27,560 27,690 21,775 18,350 18,140 18,505 18,360
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risks and lessen security rather than provide a margin of safety.
Too many troops or missiles can be destabilizing. Weapons which
are overly sophisticated often work unreliably or limit policy
flexibility.

Finally, we must reiterate the uncertainties about military
plans and intentions of other nations. Our recommendations
for U.S. military forces are dependent upon the international
political and military assumptions set forth in the text. No
five-year plan should ever constitute a rigid operating guide-
line; the United States must constantly and diligently reexamine
the military threats facing it. To the extent that future
projections of the behavior of other nations differ from those
we have assumed, U.S. forces should be adjusted appropriately
from the levels and composition we have recommended. Based on
current knowledge, we consider our recommendations an

appropriate set of defense policies for the 1972-1976 period.
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APPENDIX A: Prices, Productivity, and Retired Pay

Price Inflation: Whenever anyone suggests alternative defense
force policies and their prospective costs, the Department of
Defense quite properly points out that pPrice increases
must be factored into future cost estimates if they are
to be meaningful. The prices of military goods and services
are subject to inflation just as are other goods and
services. During the past few years, due to special circum-
stances, price inflation on military goods and services
has been particularly rapid.

Analysis performed by the Department of Defense on
prices of goods and services they have purchased can be
compared to general price indices for the U.S. economy
to provide a basis for reasonable predictions of future
price behavior. The Defense Department essentially
develops two measures--one for pay and one for purchases
of other goods and services--which are then combined into
one overall index. In recent years, the pay index (which
now covers approximately 50% of total defense expenditures) has
moved slightly faster than the Consumer Price Index (CPI)
for the private economy. The index for defense purchases
of other goods and services has been closely parallel to
the Wholesale Price Index (WPI). During the early 1960's,
defense pay rates lagged relatively behind general pay
rates in the economy, so that the overall defense price

index fell between the CPI and the WPI. Since 1965, there
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has been a catchup in defense pay, with the result that the overall

defense price index has approximated the same pattern as the CPI.
since it was assumed earlier in this analysis that

military pay would increase in step with the CPI from

1972-1976, it seems reasonable to estimate that overall

defense prices during that period would rise roughly midway

between the pace of the CPI and the WPI. The following table,

based on economic projections made in Counterbudget,* shows the

patterns we expect to emerge. Defense prices are assumed to

increase at the same average rate as prices for all other federal

government activities combined.

Table 20
Defense Price Index

1971 1972 1973 1974 1975 1976

Consumer
price Index 100.0{ 104.1 108.2 112.3 116.6 121.0

Wholesale
Price Index 100.0{ 102.3 104.3 106.2 108.1 110.1

Department of
bDefense
Price Index 100.0f 103.3 106.5 109.7 113.0 116.4

Productivity Gains: Publicly, the Department of Defense

almost always rests its case with such a corrective price adjust-
ment. To stop the adjustment there, though, would constitute
shoddy analysis. It is reasonable to expect, even in govern-
ment, that at least some of the price increases should be off-
set by gains in productivity. During the 1960's, average annual

productivity gains in the private sector approached 3.5 per cent.

* The National Urban Coalition, Counterbudget, op. cit., pp. 333-334.
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No good figures are available for the public sector,

although productivity gains there are generally considered

to have been less. Throughout the 1960's, Defense Department
budget officials assumed annual productivity gains of 1 1/4
per cent, and subtracted that from estimated price inflation
during review of budget submissions.

If average annual productivity gains of 3.3 per cent
could be achieved in defense management during 1972-1976,
then defense price increases could be fully balanced out.
With all the potential savings from improved efficiency in
procurement, manpower, and logistics management documented
during the past two years, it would seem possible to expect
that this goal be achieved. (See Appendix B for citation
of numerous areas in which defense dollars could be saved
through improved organization and management.) More realis-
tically, perhaps, our calculations assume productivity
increases of only 1.3 per cent * annually, roughly the
rate officially used during the 1960's. This means an
average gap of 2.0 per cent annually by which net defense
prices will rise (actually slightly higher in 1972, slightly
lower in the later years.)

Retired Pay: Included in all our aggregate program cost figures
so far, distributed over the defense programs in proportion to
the manpower they contain, have been military retired ray
disbursements (since most military manpower is in general
purpose and supporting backup categories, most retired

pay is allocated to these categories.) This year, these

* The 1.3 per cent productivity gain assumption is an average for

the entire Department of Defense budget. Higher productivity gains
will be possible in numerous areas, offset by some other )
functions in which more limited or even zero productivity gains
may be achievable.
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payments amount to $3.2 billion. The current administration
has no control over this year's retired pay costs and limited
control over them during the next several years. By 1976,
these steadily growing payments will be up to about $5.1 billion
a year. 1In 30 years they will annually exceed $20 billion
if we keep the same size baseline force as existed just prior
to Vietnam. These costs are uncontrollable in the
short-run because they represent legal obligations to persons
who have completed at least 20 years of military service.
This is the largest hidden cost to society of maintaining
a large professional baseline military force during peace-
time. These costs can be held down over the long-term,
but only by reducing the size of the baseline force or
by changing either personnel practices or retirement
eligibility criteria to lower the number of men going on
the retirement rolls.

These price, productivity, and retired pay assumptions
are reflected in the cost projections at the end of each
major section (i.e. Strategic Forces, General Purpose

Forces, Vietnam) of the analysis.
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APPENDIX B: Potential Savings through Improved DefenseManagement

Virtyally all the foregoing analysis has concentrated on
force level requirements. What dollar savings have been
listed would be achieved as the result of decisions that
fewer Army divisions, Navy ships, or other forces will be required
in the near future. Wherever such force units are cut, appropriate
reductions have also been made in the variable portion of logistics,

training, medical, and other support programs.

Hardly any attention has been paid to efficiency
issues -- how defense gpending could be reduced through
improved organization, mangement, and resource utilization,
The claim is made in Appendix A that productivity increases
(synonymous here with improved organization, management and
efficiency of performance -- including the introduction of
labor saving equipment) averaging 1.3 per cent annually -- about
$650 million per year in savings -- should be achievable.

The purpose of this appendix is to illustrate some
potentially fruitful areas for achieving such savings.

Areas for Savings

By far the most comprehensive and current official
citation of potential ways to save defense dollars is
provided in thf July 1, 1970 report by the Blue Ribbon
Defense Panel, At the outset, it must be made clear
that the Panel's charter was not specifically to hunt

potential waysAto cut defense spending. In the words

*/Blue Ribbon Defense Panel, "Report to the President and the
~ Secretary of Defense," July 1, 1970.
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of their report:

The objective of the study was not to devise

ways and means to save money, per se; it was

rather an attempt to discover the cause of shortcomings
and to devise and recommend changes in organization

and procedures which appear to have potential for
increasing the efficiency of the Department of Defense.
Should our recommendations be implemented and should
they prove as sound as we conceive them to be, sub-
stantial savings should result. *

One important by-product of their analysis was the identifica-
tion of numerous areas where current defense operating costs

were excessive. 1In all cases, their analysis was accompanied

by recommendations as to how the noted management deficiencies

could be rectified. The following is a partial list of ineffi-
ciencies the Panel delineated (organized and numbered for con-

venience into categories of our design, with page references

to the Panel's report following each citation).

Organization

1. There are too many layers of both military and civilian
staffs, and staffs are too large in the Office of the Secretary
of Defense, the Military Departments extending down through
the field commands, the Joint Chiefs of Staff and the Unified
and Component Commands. The results are excessive paper work
and coordination, delay, duplication and unnecessary expense. (1)

2. In addition to the deficiencies previously mentioned, many
of the individual elements of the Office of the Secretary of
Defense have become so overstaffed as to reduce their capabi-
lity. Even with the new functions suggested for 0OSD, the
staff should not total more than 2,000 people. (31)

3. All evidence indicates that the sizes of Headquarters'
staffs in the Military Departments are excessive to what is

*Ibid., p. 19.
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required for efficient performance of assigned functions.
Functional analysis of these staffs reveals an astonishing
lack of organizational focus and a highly excessive degree
of "coordination" a substantial portion of which entails the
writing of memoranda back and forth between lower echelons
of parallel organizational elements and which serves no
apparent useful or productive purpose. (37-38)

rhe Secretariats and Service Military Staffs should Le
integrated to the extent necessary to eliminate duplication;
the functions related to military operations and intelligence
should be eliminated; line type functions, e.g., personnel
operations, should be transferred to command organizations;
and the remaining elements should be reduced by at least

thirty percent. (A study of the present staffs indicates that
the Secretariats and Service staffs combined should total no
more than 2,000 people for each Department). (6)

4. The Organization of the Joint Chiefs of Staff provides no
significant mechanism for corporate memory, and possesses in-
adequate technical and professional analytical capability.

The absence of corporate memory can be minimized by changes

in the rotation and promotion policies of the Military Ser-
vices to permit the retention of people in the organizational
structure for substantially more than two, three or four years.
There is, of course, no prerequisite for corporate memory
capability that the persons so retained be military officers;
they could just as well be civilians. (36)

5. There is another area of duplication which arises from
activities throughout the Washington Headquarters' elements

of the Department of Defense, and particularly in connection
with those activities physically located in the Pentagon. To

a major extent, each Headquarters so collocated has its own
support organization to handle furnishings, supplies, mail
distribution, correspondence control, etc. In some of these
activities - such as mail distribution and correspondence
control =~ this duplication causes hopeless inefficiencies. (41)

€. There exist, and existed prior to the creation of the first
Defense Agency, innumerable non-combatant functions common to
more than one Service. Among such functions for which Defense
Agencies have not been created, but where significant economies
might result from consolidation, are: (1) Automatic Data Pro-
cessing Services; (2) Medical, dental and hospital services;

(3) Transportation of materials, movement of household goods;
(4) Personnel security investigations; (5) Aircraft and air-
craft engine depot services; (6) Recruiting; (7) Test and
evaluation; and (8) Mapping, Charting and Geodesy.
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An alternative to the Defense Agency for consolidation
of common non-combatant functions is the designation of one
Military Department as "Executive Agent" to perform such
functions for all military services. (42)

7. The scope of the two unigque functional capabilities of
DASA no longer justifies the continuation of the adminis-
trative overhead load inherent in a Defense Agency. (44)

Procurement

8. The policies of the Department on development and acquisi-
tion of weapons and other hardware have contributed to serious
cost overruns, schedule slippages and performance deficiencies.
The difficulties do not appear amenable to a few simple cure-
alls, but require many interrelated changes in organization
and procedures. (2)

9. The Armed Services Procurement Act is at variance with
the realities of Defense procurement and adds considerably
to the overhead costs of the Department of Defense. (92)

10. The mandatory requirement for a formal Contract Definition
has a serious impact on the entire development process. While
there are cases where the Contract Definition process is use-
ful, there are others in which there is no logical need for
the exercise. Contract Definition is both time consuming and
costly. Twelve-to-eighteen months can be devoted to paper
preparation and review with little, if any, actual develop-
ment work going on, and the cost to the Department for a
Contract Definition exercise can exceed one hundred million
dollars. Such a procedure should be required only on a case-
by-case basis, rather than on a mandatory basis presently
prescribed in Department of Defense Directive 3200.9. (72)

11. A new development policy for weapons systems and other
hardware should be formulated and promugated {to] ... provide
for (among other goals] ...

- More use of competitive prototypes and less reliance
on paper studies;

- A general rule against concurrent development and pro-
duction efforts, with the production decision deferred
until successful demonstration of developmental proto-
types. (7-8)

12. A reduction in management control systems would both
reduce the reporting load imposed on industry by that portion
which is duplicative or serves no useful purpose, reduce the
cost to the Department, and improve the effectiveness of man-
agement control. (82)
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Supply and Logistics

13. The term "logistics" has a variety of meanings. Here it
is interpreted as encompassing the management of all classes
of U. S, military consumable supplies and secondary items
worldwide, depot maintenance and overhaul of military equip-
ment, plus transportation and traffic management. These
logistics functions inevitably account for a significant
fraction of the Defense dollar. The sum of their costs in
Fiscal Year 1969 was over $20 billion. ...

It is clear that significant military logistics improve-
ment can be achieved through efficient, coordinated exploita-
tion of new technologies in the areas of transportation, com-
munications, automatic data processing (ADP), and Integrated
Procurement Management. To date, however, the full potential
of these new technologies has not been realized, nor will they
be realized in long-range logistics programs that are presently
proposed by most of the Military Services. (97)

14, The current inventory management, distribution, maintenance
and transportation systems are needlessly inefficient and waste-
ful, and even more important, fall far short of the potential
for effectiveness of support of combatant commanders. Integra-
tion of supply, maintenance and transportation functions for

the support of Unified Commands can substantially improve the
effectiveness of logistics support, while at the same time
achieving greater efficiency and econcmy. (52)

15. A distinguishing mark of the decentralized and fragmented
supply system in the Defense Department is the proliferation

of Automatic Data Processing (ADP) systems and programs which
are largely incompatible, both intra-Service and inter-Service.
This results not only in weaknesses in inventory management
and distribution imbalances, but in high and increasing costs
of ADP software for a variety of ADP programs to accomplish

the same types of functions. The aggregate costs - and con-
fusion - resulting from the development and periodic upgrading,
as advanced computers are required and acquired, of ADP pro-
grams for each class of supplies by the DSA, the four Military
Services and the theater logistics commands, with minimal com-
patibility, critically impact on the Department's effective-
ness, efficiency and economy. The long-range logistics programs
under consideration by most of the Military Services will not
remedy this problem. (100)

16. The benefits of standardized and integrated logistics have

not been extended overseas to any appreciable extent. Defense-
Supply Agency responsibilities do not extend overseas. (98)
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Manpower

17. Officers and enlisted men are rotated among assignments
at much too frequent intervals.

It is clear from the evidence that the rotation practices
which have been followed result in (a) excessive and wasteful
cost, (b) inefficiencies in management, and (c) difficulty in
fixing responsibility.

This system of rotation of officers leads inevitably to
deficiencies in management. Officers assigned for such limited
periods simply cannot acquire a knowledge of the work, become
familiar with the qualifications of the people, make plans, set
goals and push the work ahead.

This system of rotation not only fails to provide manage-
ment and leadership needed on the job, but also has deficiencies
in accomplishing its stated purpose - the development of the
officer himself. Men are not developed by being observers;
they must have responsibility to assure growth.

From the point of view of the position to be filled, as
well as in the best interests of the officer himself, his job
assignments should be of sufficient duration so that he can
become thoroughly involved in the work and be fully responsible
for results. (137-138)

Intelligence, Telecommunications and Information Processing

18. While the DIA was established primarily to consolidate
the intelligence activities at the Washington level, each
Military Department currently has a larger intelligence staff
than it had before the creation of DIA. Each departmental
staff is still engaged in activities clearly assigned to DIA.
(45-46)

19. Wwhile MC&G [Mapping, Charting, and Geodesy] activities
make use of intelligence information, they are not intelli-
gence activities. Savings can be accomplished in personnel
and equipment by consolidating the three Service MC&G agen-
cies in a single agency reporting to the Secretary of Defense. (46)

20. The telecommunications systems of the Department of De-
fense, using every presently conceivable type of signal,
carry nearly every type of information. Current annual ex-
penditures are in the two-to-four billion dollar range. More
than 100,000 people on the Department's payroll spend full
time in telecommunications activities in locations around
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the world. These locations are of necessity often remote
and costly to support.

The telecommunications requirements of the Department
are largely being met, although at a greater cost than neces~
sary. Many fine systems and operations exist. These reflect
the efforts of able technicians, engineers, researchers, man-
agers, and executives in the telecommunications field in the
Department and of contractors. However, duplication and
inadequate inter-operability, Military Department parochialism,
and divided and weak central management from the Office of the
Secretary of Defense have reduced the efficiency and effective-
ness of the procurement and utilization of telecommunications
resources. (145)

21. The lack of an in-house capability for hardware systems
design deprives the Department of the potential for improved
efficiency and lower costs to be obtained from selection
among separately priced elements of a computer system avail-
able from commercial suppliers, including independent perip-
heral manufacturers. (153)

22. The Department of Defense directive and guidance system
results in an avalanche of paper instructions which are
duplicative, overlapping and sometimes contradictory. There
is no evidence of a concentrated attempt to reduce the number
and scope of the directives and guidance, or to make these
documents consistent and harmonious. The need for assessment
and review is conspicuous. (94)

Facilities

23. With the announced projections for reductions in the size
of the military establishment, fewer facilities will be required,
even when allowances are made for future expansions to meet
emergencies. Consolidation of military activities at fewer
installations would produce substantial savings, and would often
contribute to more efficient operations. (177)

24. As of 30 June 1969, contractors held government-owned
equipment with an original investment cost of about $4 billion.

The Department has not been able to maintain control of
its inventory of plant equipment. ... Even for these items
where records are maintained, the Department unnecessarily pro-
cures ‘some new equipment through failure to consult the inven-
tory records or through incomplete or incorrect records. ...

Adequate information is not available to determine the
full costs to the Department of maintaining ownership of
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industrial plant equipment; to procure, provide to a con-
tractor for a specific contract, reclaim and store at the
end of the contract, and maintain inventory records to
permit its reuse when needed. Howéver, it is apparent that
the Department is not doing an effective or economical job
under the present concept. (96)

This list of Defense Blue Ribbon Panel suggested areas
for improvement in defense management does not begin to ex-
haust potential targets. While the Panel generally performed
excellent analyses, their recommendations in some areas like
procurement management were timid in the face of existing
problems; and, by their own frank admission, some other areas
were covered barely or not at all.

This core list can be supplemented by recommendations
from many other sources =-- among them Defense Department study
groups, Congressional review bodies, and private sector defense
analysts. The following small sampling (listed in no particular
categorical order) is taken from several fairly recent studies
and analyses.

25. "Service statements of their balanced force structure
profiles show a need for substantial numbers of mid-length
careers, defined as service for more than 4 years but less
than 20 years. These mid-length careers must be made attrac-
tive to potential career personnel...Each service should
develop a program of force management -- both for enlisted
and officer personnel -- under which potential excessive
retention up to the 20-year point will be curtailed and
desirable retention of individuals heyond the 20-year point
will be sought. ... Selective preretirement release of
personnel from the career force in substantial numbers will
be facilitated by the vested retirement contribution and
separation pay recommendations [contained in this] study. ...
Significant savings in prospective retirement costs ... [can
result] from a conscious application of separation pay pro-
visions to tailor the force to optimum requirements and from
a restructuring of retirement provisions, to include both
numbers of people retiring and retirement annuities." *

* First Quadrennial Review of Military Compensation, "Modern-
izing Military Pay," Vol. I, November 1, 1967, pp. 115, 123,
149, 150.
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26. "Exchanges and commissaries [should) ... be operated
at no net cost to the government except where government
support is merited by special conditions ... such as: (1)
balance of payments considerations ...; {(2) additional

expenses incurred in conjunction with combat, field exer-
cise, and other operational activities; and (3) recognized
isoiated and hardship posts." *

27. "Traditionally, the Army, Navy, Air Force, and Marine
Corps have functioned independently in their food service
operation, with limited awareness of the operations of

their counterparts. ... A typical military base by tradition
maintains a myriad of small kitchens and dining halls (mess-
halls) for enlisted men; thus duplicating functions including
manpower, building space, and equipment. ...

"Overall, if DOD directed standardization of specifica-
tions of foods, methods, equipment, facilities and systems
for preparation and service of foods for the military, Govern-
ment agencies, and commercial operations, it could save mil-
lions of dollars per year. As an observation, there appears
to be no overall plan, with a tendency for research and
development to develop specialized glamorous projects rather
than the solving of highest priority pragmatic problems with
available standard offerings of the industry's private sector." **

28. More careful management is needed in Department of
Defense automatic data processing activities, described
recently by the House Appropriations Committee as "an area
of importance to the defense effort but yet in an area that
has expanded at an astronomical rate in recent years result-
ing in inefficiency and duplication of effort." #*=*x

29, "Consideration should be given to the elimination of
duplicate training programs. A case in point is schools
operated for the training of young legal officers. Each
Service operates its own Judge Advocate General School.

The similarity of basic legal training would indicate that
one school managed by one of the Services would be sufficient
for the training of all legal officers. ... Another area where
operating costs may well be reduced is in the training of
women officers and enlistees for the Services. A consolida-
tion of basic military training for these women would seem

to be feasible. ... Intelligence schools now being operated
separately by each Service could also be consolidated into

~*1bid., p. 109.
** White House Conference on Food, Nutrition and Health,
Final Report, December 24, 1969, pp. 227-229.
*** House of Representatives Report No. 91-698, "Department
of Defense Appropriation Bill, 1970," p. 20.
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one school for training in basic intelligence operations." *

30, *"whether it is termed cost overrun, or cost growth, or
cost increase, fiscal year 1969 can well be characterized as
the 'year of the Cost Overrun.' ... the Secretary of Defense
testified that cost increases for certain specified weapon
systems have totaled $16,200,000,000 over a period of several
years. ... Changes made in weapon system programs are a major
contributor to cost increases. Engineering changes, system
performance changes, and schedule changes during both the
development and production phases have accounted for 39.4
percent of the cost increases cited ... this practice points
up to the need for better definition of requirements. ...
There have been too many instances uncovered this year of
cost overruns resulting from such laxities as improperly
defined specifications, delays in delivering Government-fur-
nished equipment, and too much concurrency between research
and development and production. ... the Committee is con-
vinced also that contracting procedures must be improved and
contract terms enforced. ... No longer should the contractor
be rewarded for poor workmanship or failure to meet contract
specifications." **

31. "The specifications for new weapons too often call for

the scientifically possible rather than the militarily practi-
cal. Excessive 'goldplating' has too often been the practice
under which the last five percent of the performance specified
for a new weapon accounts for fifty percent of the complexity
and cost of the weapon. Capabilities have been called for
that, while desirable on a low percentage of missions or under
unusual weather conditions, impose a heavy and continuous main-
tenance and logistic burden on all missions performed."” ***

32. “"The Committee is concerned over the programmed parallel
development of navigation and communication satellites. Both
the Navy and the Air Force are developing navigation satel-
lites. ... the Army is also interested in using navigation
satellites. Not only should one communications satellite be
used for both strategic and tactical purposes, thus elimina-
ting duplicating and costly air, ground, and shipboard
terminals, but it is technologically feasible to have a
single satellite for both communications and navigation pur-
poses." *kxx%

33. "All enlisted men entering the service receive basic
training, which in the Army takes eight weeks and costs

about $1,000 per head. ... Some basic training is needed for
everyone, and combat infantrymen certainly need the full eight
weeks. But not all of the Army's ... new soldiers ... will
serve in combat, and four weeks would suffice for the others.

¥ °'7bid., p. 30.

** [bid., pp. 47-48.
*=x* jbid., p. 69.
Axk% 1hid., pp. 71-72.
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The Navy and Air Force have already abbreviated their basic
training." *

Achievability Issues

This is a long and impressive list of areas for potential

savings. Whether by implementing some of these suggestions
improvements can be achieved amounting to roughly $650 million
of new productivity gains annually depends On answers to three
questions:

- Can such organizational and management improvements
be achieved by mortal managers (or is the Department of Defense
simply too complex to be manageable)?

- How many dollars could be saved by correcting the deficien-

cies noted above?

- How guickly could these improvements be instituted?

Management Skills: Any answer to the first question is highly judg-

mental and hardly susceptible to proof. Certainly everyone would agree

that the management of the Department of Defense -- the world's largest

organization both in terms of budget and manpower -- is a
tremendously difficult task. Mr. Gilbert Fitzhugh, Chairman of
the Blue Ribbon Defense Panel, found it a wonder that the
Department ran at all. It is significant though that his wonder-
ment had nothing at all to do with inherent unmanageability, but

rather stemmed from observation of archaic management practices

* Robert S. Benson, "How the Pentagon Can Save $9,000,000,000,™
The Washington Monthly, Volume I, Number 2, March 1969, p. 35.
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and unreasonable divisions of responsibility which placed crushing
burdens on a few men at the top of the organization.

The Panel did not throw up its hands over these problems.
Rather it made a broad series of organizational and procedural
recommendations which it felt would greatly streamline direc-
tion of the Department's activities and thereby produce opera-
ting savings. The Panel was quite confident of the feasibility of
its recommendations, particularly those regarding realignment
of responsiblities assigned to the top managers of the Department.
This implicit acknowledgment of the fundamental manageability of
the Department is generally in accord with the views of other
individuals who have closely examined this problem. It also
fits with some recent experience of the Department. Even given
some questionable definitional rulings on what could be included,
the Department's Cost Reduction program during the 1960s did
produce substantial operating savings of the general type described
above.

Certainly the Panel's views offer as informed and objective
an assessment as can currently be obtained. This positive judgment
clearly assumes Presidential selection from among the best in

American management talent in choosing top defense managers.

Size of Potential Dollar Savings: Assigning an accurate

dollar savings estimate to each of the suggested effi-

ciency measures is a virtually impossible task.
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Even allowing for some overlapping and duplicative suggestions,
though, it is safe to say that successful complete implementation
of all the suggestions would result in many billions of dollars
saved annually. "Annually" is an important word here because
almost every efficiency gain described would be ongoing rather than
one-time. Thus, the task would be to achieve $650 million in new
productivity savings each year, rather than requiring an increas-
ing amount of new gains in succeeding years.

Even though it is difficult to determine cost savings from
making many of the improvements, some perspective on the achievability
of the total task can be provided by a few examples. Many critics of
defense procurement policies maintain that improved management in this
area alone could literally save billions of dollars annually (conservative
estimates range from $1-3 billion). Improvements in manpower rotation
policy can save $200-400 million annually just in reduced moving
expenses, to say nothing of manpower reductions made possible by

lowered number of transients and improved job performance. The
recommendations offered on exchanges and commissaries, if adopted,
would produce savings in excess of $100 million a year. The
Presidential Panel on Large Scale Meal Delivery Systems estimated
that elimination of duplicating food service management functions

would save approximately $200-400 million.* Annual savings

* White House Conference on Food, Nutrition and Health, op.cit.
p. 225.
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in Army basic training costs would be at least $50 million if
the recommended policy changes were implemented.

All of the above savings estimates for specific items are based
on current force and activity levels. To the extent that force reduc-
tions recommended elsewhere in this report are effected, the gains
from efficiency improvements would be proportionately reduced.

Timing: Finally, there is the question of timing. Because the
Defense Department is so large and cumbersome, implementation of
operating improvements often requires a considerable period of time.
The Blue Ribbon Defense Panel qualified their recommendations this way:

We emphasize that such savings as result from

increased efficiency will be realized principally

in the long term, rather than the short term.

Current expenditures yield little to improvements

in efficiency, particularly in the Department of

Defense where most funds, whether for people or

material, require advance obligation. The recom-

mendations of the Panel are not and could not be

designed to support immediate budget reductions.

The potential savings are in the long term. *
But this reality in no way constrains the ability of the
Department to achieve the $650 million required annual minimum
savings. The five-year period we are concerned with is the
long-term -- well within the time horizon during which all of
these improvements should be achievable. Furthermore, the
Department will have had a full year to begin making the changes
necessary to implement the Panel's recommendations before the
FY 1972-1976 period begins. And some savings will be immediately

achievable. The Panel's statement said that savings would be

* Blue Ribbon Defense Panel, op. cit., p. 19,
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"principally,"” not totally, in the long run. Some of the
suggestions from other sources also could be realized quickly.
Altogether, sufficient savings could be developed to meet the
first year target; the task would be even more easily achieved

in succeeding years.

In conclusion, all the tests for achieving $650 million
in ‘new annual productivity gains during each of the next five
years can be met by the Department of Defense. We reasonably
can expect managers of that Department to effect management and

organizational improvements of at least this magnitude.
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An examination is also made of incremental requirements posed by
our current involvement in Vietnam. Continued U.S. involvement in
the Vietnam war has tragic consequences for many facets of national
will, energies, and resources. The rapid withdrawal of remaining
American forces should enjoy the highest national priority. Even so,
we will begin fiscal year 1972 with about 250,000 U.S. troops in Viet-
nam. Our cost projections conservatively assume that those troops will
not be completely withdrawn until December 1972. The resulting pro-
jected pattern of incremental Vietnam costs is presented in table 4.

The overall impact of our recommendations would be a reduction in
the U.S. defense program from $74.5 billion in the current fiscal year
to $60.2 billion in 1972, and about $50 billion in each of the following 4
years. The compositions of these costs is displayed in tables 5 and 6.
We believe reductions of this magnitude can be achieved without en-
dangering the security of the United States.

While there is insufficient time now to talk about all the specific
changes we believe should be included as part of a reduction of current
forces, most of those recommended changes fit under one of the six
following themes. These are in addition to the savings from U.S. dis-
engagement in Vietnam. :

First, the United States should concentrate near-future strategic
offensive forces outlays on sea-based deterrents. There is no need to
modernize the other two components by MIRV’ing Minuteman or buy-
ing the B-1 bomber. In fact, the size of the existing bomber fleet could
safely be cut by two-thirds.

Second, we should cease squandering resources on strategic defensive
systems. Protection of the United States from nuclear attack rests on
deterrence provided by the presence of our offensive forces, not from
defensive systems. We must maintain adequate surveillance and com-
mand and control systems. But we do not need the expensive and tech-
nologically dubious “protection” of a Safeguard, further cutbacks
should be made in the SAFE-Air Defense Command system, and
money should not be invested in the AWACS system proposed to serve
against an aging, shrinking Soviet bomber threat.

Third, the United States really should shift from preparation for
914 to 114 wars as our basic general purpose forces planning assump-
tion. In addition to providing this new rhetoric, we should actually
eliminate from the active rolls a corresponding set of force units.

Fourth, we should eliminate from the force or at least sharply cut
back on these kinds of forces which have become technologically
obsolete. The most glaring example is the attack aircraft carrier. which
you already mentioned in your questioning of General Gavin; the
United States now is scheduled to operate 12 of these ships next year,
even though they are extremely vulnerable to cruise missile attack.
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Fifth, the management and operating efficiency of our military

forces can be improved each year, appendix B of “The Cost of Secu-
rity” lists 33 specific ways of improving defense productivity. Most of
these are quoted from the report of the Blue Ribbon Defense Panel
and a recent report of the House Appropriations Committee.
. Sixth, we need a new set of equipment purchase guidelines emphasiz-
Ing procurement of simple, reliable systems, which provide plenty of
firepower per dollar invested. By contrast, current policies as reflected
in decisions to buy the F-14 and F-15 tactical aircraft, the Cheyenne
helicopter, nuclear power for surface ships, and other systems give
witness to a continuing fascination with complex avionics and other
fancy technological gear at the expense of reliable, combat-serviceable
equipment. Current Department of Defense procurement policies are
driving taxpayers bankrupt and also are not giving us optimum
military firepower for our defense investment dollar.

These then are six general kinds of changes which together explain
why and how sizable reductions could be made in military spending
during the next several years, beginning in fiscal year 1972 with a $14
billion cut.

In closing, we must reiterate the uncertainties about military plans
and intentions of other nations. Our recommendations for U.S. mili-
tary forces are dependent upon the international political and military
assumptions set forth in “The Cost of Security.” No 5-year plan should
ever constitute a rigid operating guideline; the United States must
constantly and diligently reexamine the military threats facing it. To
the extent that future projections of the behavior of other nations
differ from those we have assumed, U.S. forces should be adjusted
appropriately from the levels and composition we have recommended.
Based on current knowledge, we consider our recommendations an ap-
propriate set of defense policies for the 197276 period.

Furthermore, we must keep firmly in mind that military forces can
only constitute one part of a successful, comprehensive set of policies
designed to foster national security. Because the committee expressed
a desire to concentrate today on military force requirements, my state-
ment has focused on that issue. But, effective consideration of the
contribution of military forces to national security can only be made
in the context of an examination of total societal needs and priorities.
Such an examination made in Counterbudget led to the conclusion
that the total strength and security of American society would be
increased by reallocating $24 billion in military funds to domestic
public needs where the American taxpayer will receive more for his
money.

Thank you.

(The tables referred to in Mr. Benson’s statement follow :)
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’ TABLE 1,—SUMMARY MILITARY FORCE TABLE?
Adminis- Urban coalition
tration recommendations
Actual, Actval, proposed, —m8MM ———
1964 1970 1972 1972 1976 2

Mullt:w personnel 3 (in thousands):

11} PR 972 1,322 942 800 702
Navy..__. . 667 792 704 540 502
Marine Corps.. . 190 260 206 190 190
ANrFOICO. oot ceieeaacaaeaeeae 856 791 753 670 621

Total. oo 2,685 3,066 2,505 2,200 2,015

Strategic Forces:

Minuteman (missifes).. 600 1,000 1,000 1, 000 1, 000
Titan Il (missiles)...... 54 54 54 0 0
Polaris (submarines/missiles; 21/336 41/656 434/544 34/54 0
Poseid bmarines/missil 0 0 4 7112 7/112 31/496
Strategic bomberss_________.___. 1,277 516 510 380 190
Manned fighter interceptor squadrons. . 40 14 11 7 5
Army air defense firing batteries. _............ 107 40 21 12 8
General Purposes Forces:
LandAforcezz 6 . 12 "
rmy divisions_ ... ..ooooos 1634 1 13
Marine Corps divisions..___._..._........ 3 }g }g }§ }g
Tactical air forces:
Air Force wings ... .. .oceioicacoooan 22 23 21 19 18
Navy attack wings.........oocooooeoons 15 13 11 8 6
Marine COrps Wings. . ......cccoeeoonn- 3 3 3 3 3
Naval forces:
Attack carriers.........._......ooooooo. 15 15 12 9 7
Antisubmarine carriers. ... .. ..._....... 9 4 4 0 0
Nuclear attack submarines._...._..._..._. 19 46 56 56 60
Escort Ships. ... .. .coiioioioioo. 265 231 227 150 130
Amphibious assault ships__...._....._... 139 99 76 80 80
Airlift and Sealift Forces:
Aircraft squadrons:
(o7 0 1 4 4 4
C-141 and other 32 17 13 14 14
Troopships, cargoships, and tankers___________ 100 113 98 90 90

1 All figures are as of June 30 of the cited year.
thz Wntr? 109n7|‘6, very minor exceptions, these are the recommended force levels for the entire period from the end of 1973
roug
3 Active duty military personnel, as of the end of the fiscal year.
¢ Staff estimate of allocation between Polaris and Poseidon,
§ B-52, B-58, and FB-111 bombers in the active aircraft inventory.

Source: The Fiscal Year 1972 Budget of the United States Government, p, 88 for historical data and administration
proposals; author's estimates for military personnei projections.

TABLE 2.—RECOMMENDED STRATEGIC AND RELATED FORCES OUTLAYS

[In miltions of current dollars]

Administration Urban coalition recommendations
,  Esti- Pro-
mated, posed,
1971 1972 1972 1973 1974 1975 1976
Strategic forces:
Minuteman/Titan____.___... ..____ 925 914 235 240 245 135 135
Polaris/Poseidon_ . 1,840 1,757 2,235 2,275 2,315 2,350 865
B-52/FB-111___ 1,700 1,350 1,180 790 570 515 525
SRAM/SCAD 1__ 155 307 100 105 70 0 220
Bomber defense. _ 1,500 1,408 1,225 830 740 805 820
Missite surveillance 290 382 305 350 360 395 405
Safeguard. . ... oo oeeieaes 1,490 1,382 0 0 ] 0 ]
Subtotal, strategic forces2.__.____ 7,900 7,500 5,330 4,660 4,390 4,310 3,100
| ntelligence and communications. 2,970 3,025 , 755 2,890 2,850 2,900 2,950
Research and devetopment_____. 2,400 2,475 2,040 1,870 1,900 , 2,620
Centrat supply and maintenance___.___. 1,025 1,160 855 735 680 675
Training, medical and other personnel
activities ... ... 1,830 2,070 1,360 1,170 1,075 1,095 1,050
Administration an associated activities_ 215 240 170 145 130 135 130
Total 3 eeiieaaoa. 16,340 16,470 12,510 11,380 11,025 11,070 10, 510

1 SCAD assumed to remam in R. & D. status until a 1976 decision to denloy.

2 Totals do not add b of i at level of allocated retirement costs above 1971 levels. The maximum
amount of such retirement costs is $130,000,000 in 1976.

3 Allocations of totals between operating and investment outlays are about as follows:

68-504 0—71—pt. 1 14
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1971 1972 1972 1973 1974 1975 1976

Operating outlays. . _____________ 8,195 8,510 6,985 5, 880 5,475 5,590 5,475
Investment outlays._____________ 8,145 7,960 5,525 5, 500 5,550 5,480 5,035
Sources: Authors allocations and costing based on information tained in all d ts previously cited in this

section.

TABLE 3.—RECOMMENDED BASELINE GENERAL PURPOSE AND RELATED FORCES OUTLAYS

{In millions of current dollars}

Administration
Estimated, Proposed,
1971 1972 1972 1973 1974 1975 1976

19,770 22,905 18,780 16,200 15,595 16,210 16, 600
2,130 2,475 2,330 2,220 2, 260 2,250 2,315
Airliftand sealift______________________ 1, 200 930 1,310 1, 400 1,315 1,415 1,445
2,600 3,000 2,475 2,655 2, 800 2,900 2, 960
2, 600 3,025 2, 545 2,615 2,700 2,770 2,820
5,125 7, 240 4, 690 3,855 3,685 3,875 3,970

8,120 11,370 7,440 5,930 5,750 5,940 6,115

General purpose forces.
Intelligence and commun

Administration_ 1,085 1, 260 1,050 1,050 960 1,070 1,095
Support of other .- 400 400 510 53) 560 585 595
Military Assistance Program.._.________ 1,13 1,025 700 830 900 900 900
Total ... ... 45,160 53,630 41,830 37,255 36,525 37,915 38, 815
Allocations of totals between operating
and investment outlays (roughly): .
Operating outlays._ . _.____ . ______ 30,945 36,200 27,880 24,405 23,935 24,890 25,490
Investment outfays..____._________ 14,215 17,430 13,950 12,850 12,590 13,025 13, 325

Note.—Outlays for ‘‘Support of other nations’” and the ‘Military Assistance Program’’ are assumed to be 100 percent
operating costs since these outlays do not serve to develop, procure, or modernize U.S. armed forces facilities of
equipment.

Sources: Author's allocations and costing.

TABLE 4.—U.S. INCREMENTAL PROGRAM OUTLAYS FOR VIETNAM WAR

[In millions of current doliars]

Administration Urban Coalition recommendations

Estimated, Proposed,
1971 1972 1972 1973 1974 1975 1976

General purpose forces________________
intelligence and communications________
Airlift and sealift__.___________.________

Research and development_____________ 200
Central supply and maintenance._______ 2,300 800 800 e
Training, medical and other personnel
activities___________________________ 3,000 1,060 1,060 |l
Administration________________________ 300 100 100 . ...
Support of other nations_______________ 2,000 2,000 2,000 1,700 1,000 1,040 1,100
Totalt__ ... 13,000 5,90C 5,900 1,700 1,000 1,040 1,100

t Allocations of totals between operating and investment outlays are roughly as follows:

1971 1972 1972 1973 1974 1975 1976
Operating outlays. _.____________ 7,800 3,600 3,600 1,700 1,000 1,040 1,100
Investment outlays..____________ 5,200 2,300 2,300 0 0 0 0

Sources: Author’s allocations and costing based on official Defense Department estimates of cost components during
U.S. buildup in Vietnam,
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TABLE 5.—NATIONAL DEFENSE AND MILITARY ASSISTANCE:! MAJOR PURPOSES

[Outlays, in millions of current dollars]

Administration 2 Urban Coalition recommendations

Esti- Pro-

mated, posed,
1971 1972 1972 1973 1974 1975 1976
Strategic and related forces. ..__....... 16,340 16,470 12,510 11,380 11,025 11,070 10,510

Baseline generai purpose and related

[ T, 45,160 53,630 41,830 37,255 36,525 37,915 38,815
Vietnam. ..o 13, 000 5,900 5,900 1,700 1,000 1,040 1,100
Totald . iiiiiiaas 74,500 76,000 60,240 50,335 48,550 50,025 50, 425
Total, excluding Vietnam3.____._. 61,500 70,100 54,340 48,635 47,550 48,985 49,325

1 Includes only Department of Defense and military assistance program functions. Excludes Atomic Energy Commission
and other minor defense-related activities.

2 Only the totals have been made available by the administration, Allocations are based on staff estimates.

s Totals in real terms (excluding, that is, price and productivity gains) expressed in 1971 dollars are as follows:

1971 1972 1972 1973 1974 1975 1976
Total oo 74,500 74,510 59,080 48,490 45,975 46,580 46, 175
Total, excluding Vietnam_._.___.. 61,500 68,725 53,275 46,855 45,030 45,610 45,170

TABLE 6.—NATIONAL DEFENSE AND MILITARY ASSISTANCE:! BUDGET PROGRAM CATEGORIES

[Outlays, in millions of current dollars]

Administration? Urban Coalition recommendations

Estimated, Proposed,
1971 1972 1972 1973 1974 1975 1976

Strategic forces

00 4, 660 4,390 4,310 3,100
General purpose forces. _ 24,370 24,575 20, 450 16, 260 15, 595 16, 210 16, 600
Intelligence and communications. 5, 400 5, 600 5,185 5, 020 5110 5,150

Airlift and sealift__________.. - 1,400 1,100 1, 480 1, 400 1,315 1,415 1,445
Guard and Reserve forces_. - 2,700 3,000 2,475 2,655 2, 800 2,900 2,960
Research and development___ - 5,200 5, 500 4, 585 4,485 4, 600 4,705 5, 440

Central supply and maintenance__...... 8,450 9,200 6, 345 4,590 4,365 4,570 4,630
Training, medical and other personnel
activities. . ..o .o ..o 13,950 14,500 9, 860 7,100 6, 825 7,035 7,165
Administratiod and associated activities.. 1, 600 1,600 1, 320 1,195 1,090 1,205 1,225
Support of other nations. _....._.__.... 2,400 2,400 2,510 2,230 1, 560 1,625 1,695
Military assistance program. ... 1,130 1,025 700 800 900 900 900
Totald o iiiieaea 74,500 76,000 60,240 50,335 48,550 50,025 50, 425

1 Includes only Department of Defense and military assistance program functi Excludes Atomic Energy Commission
and other minor defense-related activities.

2 Only the totals have been made available by the administration. All tions are based on minor staff adjustments to
translate administration-supplied total obligational authority to outlays.

3 Allocations of totals between operating and investment costs are as follows:

1971 1972 1972 1973 1974 1975 1976

Operating outlays_ ... ......... 46,940 48,310 38,465 31,985 30,410 31,520 32, 065
Investment outlays._............ 27,560 27,690 21,775 18,350 18,140 18,505 18, 360
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Chairman Proxmire. Thank you, Mr. Benson. As I say, this is an
unusual statement, and it is a very, very fine one. I think Counter-
budget—you say it is unprecedented. It is time, too, somebody did
this kind of thing, and I think you say very well you cannot really
change our priorities unless you change them in the framework of the
budget. That is what it is all about; it is a priority document, and the
Counterbudget overall represents, I think, the most significant con-
tribution to more efficient government than I have seen in the years
I have been in the Congress.

So, I want to commend you, and the part you played here is most
helpful. :

Mr. Benson. I appreciate your kind comments, Senator. One of the
most desirable things we felt happen as a result of the publication of
Counterbudget was that several organizations might adopt a similar
approach in future years, stating how they would slice up the pie and
how they would divide resources between the public and private sec-
tors. I think that would be the most useful contribution I could think
of to healthy dialog and debate on priorities, such as you have at-
tempted to foster with these hearings you have conducted the past 2
years and continued this year.

Chairman Proxmire. I would hope we could get that. I would hope
some of the foundations would recognize that would be a tremendous.
- ly important and vital contribution they could make to our Nation.
We have such a difficult time determining our priorities and we were
reminded yesterday by Mr. Schultze, who as we know, was a former
Budget Director, one of the most brilliant, I think we had, and repre-
senting the Brookings Institute with others, they pointed out we could
expect no fiscal dividend. That means, on the basis of projections over
the next 4 or 5 years, there just isn’t any money until 1975 and then
very little; I think something less than 1 percent of the gross na-
tional product available for all of the new programs.

This means no big new health programs, no big new welfare pro-
grams. It means no programs in many of these areas that people have
called for which, in terms of human needs, the case is so strong. Then
there is nothing really substantially for rebuilding the cities.

You come along with a dramatic proposal for providing part of
this, a substantial part of it, by cutbacks in the military area. T think
there is an interesting contrast, however, between your recommenda-
tion and that of Mr. Fried, who was the expert from Brookings yes-
terday. Mr. Fried said there were roughly three alternatives and he
did not say the case could not be made for a lower or higher budget,
but he suggested the middle alternative was an $88 billion of defense
spending in the next 5 years, say 5 years from now the budget would
be $88 billion ; a lower which would be $76 billion and a higher which
would be $96 billion. You come and tell us it should be $50 billion.
By 1976, you can cut it back to $50 billion.

That is good to hear from the standpoint of all of us. We would
like to see more of our resources devoted to the private sector without
inflation and without an overwhelming burdensome tax imposition.
But, it is very, very hard to sell that, it seems to me. to the Congress.
It is most helpful, I think, to have your budget to sell them something
in between that.
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_ Senator Mathias and I are offering, as I pointed out, a $68 billion
limitation on military spending for fiscal 1972. That is about halfway
between the present $75 billion and your $60 billion. It is going to be
very, very difficult to get to the $60 billion.

In this connection, let me just ask you one question with respect to
that particular point: One of the great fears that you run into and
one of the great objections has nothing to do with military strategy
or economics. People say, “Well, the SST, stopping the SST caused
havoc in Seattle, eliminated 13,000 jobs in the country, 5,000 or 6,000
in Seattle.”

But, the kind of program you are suggesting would mean that there
would be hundreds and hundreds of thousands of jobs, in fact, includ-
ing the demobilization of personnel from the Army and cutting off of
contracts. How do you meet that? What is the best way, do you think,
we could meet that kind of objection ?

Mr. Benson. We were very concerned about this most legitimate
question because we were advocating a substantial shift in our priori-
ties, particularly within the public sector. As a result, we took the step
of asking two highly esteemed professionals in the cconomics field—
Mr. Otto Eckstein of Harvard University, a former member of the
Council of Economic Advisers; and Mr. James Scoville, professor in
industrial relations and labor economics at the University of Illinois—
to look at this problem.

They took the counterbudget proposals as a whole and put them
through some econometric models in an attempt to establish what kind
of problems would be created ; whether a shift of the magnitude we
proposed was feasible, where we should be on the lookout for problems,
where we might have to modify our programs to accommodate the

oals that we sought to reach. They gave us a basically clean bill of
realth. We printed their studies as chapters of the counterbudget.

I think one important reason why they gave us a clean bill of health
was that we recommended as one part of the program a series of
economic conversion measures with an emphasis on programs to aid
employees who would be displaced. Altogether, we recommended
spending in fiscal year 1972 approximately nine times the level that
was actually contained in the President’s budget recommendations for
economic conversion. We have tremendous conversion problems on our
hands already.

Chairman Proxmire. How much would that be ?

Mr. Bexson. Just slightly under $2 billion in fiscal year 1972.

Chairman Proxmire. So you would cut the defense budget by about
$16 billion and you would use about $2 billion of that on conversion
expenditures?

Mzr. Bexsox. That is correct.

Chairman Proxmire. Conversion was a piece of cake after World
War IL. As we all know, we cut back $66 billion, demobilized 10 mil-
lion people and we had practically no unemployment for several years.
In 1948. after years of pellmell demobilization we had 3.5-percent un-
employment but now vou feel that conversion proposal of $2 billion
wonld rather smoothly answer the difficultv of the frictional adiust-
ment. the mobility of moving peonle out of defense industries and into
the other areas where you would, of course, increase allocation of
resources.
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Mr. Benson. I do not underestimate the stickiness of the problem at
all. Our recommended economic conversion expenditures by them-
selves, of course, would not solve the problem. You have already re-
ferred to the other part of the answer, which is: Other programs would
be substituted. There are other pressing needs for which we would
prefer to see these funds allocated. It 1s not simply a question of $2
billion in conversion expenditures taking the place of $15 or $16
billion in defense spending that we recommend be cut,” Rather, that
$2 billion represents the funds to ease dislocation through retraining
z_mgi temporary compensation measures while people are looking for
jobs.

Chairman Proxmire. What does your counterbudget assume for
troops in Europe 5 years from now ? :

Mr. Bexson. The counterbudget assumptions on the number: of
American troops physically in place in Europe are really quite con-
servative, I think. We have concluded, as General Gavin suggested,
that there is fat in the logistics operations and the rest of the support
pipeline in Europe, and accordingly recommended a reduction of
50,000 troops from that support pipeline. We have not, however, rec-
ommended a reduction in the number of American divisions in place
in Europe.

Chairman Proxmire. You still have 4.5 divisions,

Mr. Benson. The four and a third that are there now. We strongly
encourage a U.S. response to the indicated Soviet willingness to discuss
mutual troop reductions. If those negotiations did not work out. then
we would be willing to consider seriously that a first step in the reduc-
tion process be taken anyway by the U.S. Government.

But, basically, we thought that discussion about Oour manpower com-
mitment to NATO was really misdirected. Instead we ought to look at
the total manpower now being allocated to that contingency, a large
portion of which is actually physically based in the United States. We
did recommend force reductions, both in Air Force wings and Army
divisions, among troops based in the Unijted States but clearly ear-
marked for the NATO contingency.

Chairman Proxmire. You apparently made no assumptions at all
that the Europeans who are doing so well economically, have more
people, and an economic productivity greater than the Soviet Union—
that they would be able to pick up more of the burden. We would still
have to carry what I think is a disproportionate, at least very heavy
share of the overall burden. T hoped we would, following the Mansfield
proposal, just cut our commitment there in half and still provide the
nuclear umbrella to provide the air support.

General Gavin indicated he would cut it back to one division.

Mr. Benson. We did, indeed, recommend that European nations
assume a larger share of the financial burden on the United States
created by the presence of American troops in Europe. There have
been offset agreements and other arrangements in the past. We felt
the financial contribution of our NATO allies ought to be substantial-
ly increased. From a tactical standpoint, wé do feel just as General
Gavin testified, that sharply fewer than the four U.S. divisions now
stationed in Europe are needed to insure that American troops will
become involved should the Soviet Union or its allies start a push
through Western Europe.
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However, we felt there were compelling reasons at this time for not
proceeding with unilateral reduction of American troops in Europe
aside from the support troops I mentioned. These reasons have to do
with the political and psychological impact such an action would have
on our European allies. This was a close decision. Many former high-
ranking defense officials advised us in the development of our defense
recommendations. General Gavin was among them, and as you saw,
he disagreed with the viewpoint on European troop levels that was
expressed in our defense proposals, feeling that fewer American troops
were needed than we recommended. There was some disagreement over
this issue, but we were not trying to put together a defense budget
that simply cut anywhere anyone suggested reductions ought to be
made. We wanted to have a moderate proposal, one that made sense,
one that would enhance vital U.S. interests where those interests could
be aided by the presence of military forces. But, at the same time we
wanted to be sure those forces were equipped with the kinds of weap-
ons that were sensible in terms of tactical fire power and we wanted
to be sure we were not maintaining forces to be employed against no
longer existent threats.

Chairman Proxmire. It is considerably deeper than the Benson
recommendation of a couple of years ago; $9.5 billion cuts, as I recall.

Mr. Bexnson. Yes, you refer to an article I wrote. It was almost 214
years ago, I believe. It was not an attempt to look at the entire defense
budget and to suggest an alternative. It was really much more a shop-
ping list suggesting some areas requiring scrutiny, with the feeling
that inspection would lead to the conclusion that we could get along
without some of the systems and activities singled out for attention.

In fact, I think about half of the specific systems that were referred
to in that article either have been eliminated or curtailed to some de-
gree in accordance with the recommendations made in the article.

Chairman Proxmire. We were proposing to spend $80 billion next
year in defense. If you adjust your figure, recognizing the inflation
aspect of it, what would the $50 billion buy in constant dollars? That
(lineans_ about $40 billion or $35 billion of the budget in terms of 1971

ollars.

Mr. Benson. I imagine the Department of Defense might suggest
that that is what it would translate to. But I find very intriguing their
approach to calculating inflation. It is very proper to make an adjust-
ment for changes in prices. We have made a set of assumptions on
price movement in the Counterbudget and we use the same assump-
tions in “The Cost of Security.”

The Defense Department never turns to another aspect of the prob-
lems, however, which is productivity increases one can reasonably ex-
pect to achieve. These productivity increases ought to offset some of
the price inflation that occurs. We have estimated that defense prices
. will actually increase approximately 16 percent during the next 5
years, but have felt by the same token that productivity savings
amounting to slightly over 1 percent per year ought to be achieved
just as they were during the early and middle years of the 1960’s.
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1f you take both of those factors into account, the net increase in
prices amounts to slightly over 10 percent; indeed, that would suggest
n terms of 1971 dollars, our $50 billion recommended defense budget
for 1976 is somewhere closer to $45 billion in real terms.

" CR&;’ rman Proxaire. You are talking about your analyses in appen-
1X H

Mr. Bensox. Yes, sir.

Chairman Proxaire. You discuss the impact of inflation on the
defense budget because the Secretary of Defense has said within the
last 5 years we had a cost growth due to inflation of almost 50 percent.
You say, No. 1, that that does not allow enough productivity in-
creases, perhaps, although you refer to the early part of the 1960’s
fora 1 percent productivity increase.

No. 2, T do not know whether you would question this, but others
have argued they just cannot find any index that suggests anything
like that kind of an increase of 10-percent inflation factor a year. The
wholesale price index is about a third of that or less. And most pro-
curements would fall in that category. There has been a rather sharp
increase in pay, at least in some categories, not so much for recruits,
but other people in it.

Mr. Bensown. I find myself in an interesting position to comment
on that. While I served in the Department of Defense in 1968, I put
together an official price index for defense goods and services. I, too,
find that those figures you cite are rather incredible. I think you are
referring to a press conference Secretary Laird held where he men-
tioned a 10-percent increase in prices for each of the last 5 years on
the average.

Indeed, defense price inflation has been much more rapid during
the past 5 years because of the pay factors you pointed out, and also
because of the fact that our involvement in Vietnam has greatly ac-
celerated the demand for defense goods and services, thereby also
stimulating inflation in the economy as a whole.

But I do not think you could find a representative panel of inde-
pendent economists in this country who would begin to assert, if
they dug into the evidence, that defense inflation approached any-
thing like 50 percent during the past 5 years. Indeed, the prices
of goods and services other than pay that the Defense bepa-rbment
procures tend to move fairly closely with the price movement of
the wholesale price index. The price increase measured by that index
has been substantially less than 50 percent during the past 5 years.

Chairman Proxmire. One of the most significant findings in the
studies has been the baseline of defense expenditures can be reduced
below the pre-Vietnam figures. The pre-Vietnam figures are the “rock-
bottom™ figures that the Defense Department always refers to after
the adjustment in inflation. They say they are close to that now.

In other words, once the costs of Vietnam are behind us, we can
have a defense budget smaller in size than the one we had before the
war without endangering national security.

You state in_your fine study—as I said, T am putting it in the rec-
ord *—the baseline force in the early 1960’s was very much a product of

t See study on p. 69.
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the cold war. How can you arrive at the conclusion we can safely
reduce our level below the level of the 1960’s ?

Mr. Bexsow. I tried to suggest in my statement, Mr. Chairman, that
. there are a number of factors which have changed in the international

climate since the early 1960’s when some decisions were made about
the kind of baseline force that was appropriate for that time. I have
spoken to the decline in the belief that there is a monolithic Commu-
nist conspiracy directed against U.S. interests and have pointed out
that, in fact, there is a great deal of squabbling within the Communist
bloc about their own interests. I have pointed to changes in tech-
nology which have rendered quite ineffective some of our naval forces.
I have pointed to another fact that you also have mentioned, the in-
creased capability of our allies, particularly in Europe, but also to
some extent in Southeast Asia and South Korea, to shoulder a larger
portion of the burden of their own defense.

These are significant changes. There is an increasing movement to-
ward detente and discussion as evidence by the Soviet willingness
to talk about troop levels in Europe. Although the slow progress of
the SALT talks is frustrating to those of us who strongly hope for
an agreement from that arena, it is still an encouraging sign these talks
are going on. These are important factors.

They have led President Nixon to suggest the basic planning as-
sumption for structuring our general purpose forces ought to be
changed from 214 wars to 114 wars.

That decision has significant import for the number of forces we
have to provide and the amounts of cost that must be incurred in the
defense budget.

We considered those changes and tried to adapt our force recom-
mendations to this revised picture of where U.S. interests exist in the
world, where those interests can indeed be fruitfully advanced by the
use of military forces. We came to the conclusion that a sharply smaller
defense budget is justified and is prudent. That is the reasoning process
we have gone through.

Chairman Prox»ire. In appendix B you list more than 30 areas of
potential savings through improved defense management. In effect,
you are saying what this committee has learned over the past several
vears; namely, that there is an awful lot of inefliciency and waste in
the management, of the Department of Defense. How do you arrive at
your conclusions, and can you give us a few examples of how manage-
ment can be improved ?

Mr. Bexsox. Let me try to pick a few examples. We arrived at the
conclusions, not from some intuitive feel or insight, but rather by go-
ing to highly respected sources for information. I refer particularly to
the Blue Ribbon Defense Panel report, the Panel chaired by Mr.
Fitzhugh, directed to report to the Secretary of Defense and the
President. This was the Defense Department’s own panel essentially,
and yet their report recommended: .

Chairman Proxmire. I criticized that panel because it did seem to
have such a powerful Defense Department affiliation and such a con-
flict of interest in terms of the holdings of the members. I think they
averaged something like $100 million apiece, their companies that they
represented, $100 million apiece, as I recall, committed pretty much to
defense work.
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Mr. Benson. Yes; I remember your criticism.

Chairman Proxaigre. This was not a panel that would be soft on
defense. In fact, they would have an interest the other way.

_ Mr. Bexson. I pointed out that even though their recommendations
In some areas were not very bold in the face of the magnitude of the
problems they considered, they made a number of very strong sugges-
tions as to how efficiency in defense management should be improved.

One in particular that comes to mind is what a member of this com-
mittee, Senator Percy, of Illinois, fought very hard for on the Senate
floor last year, the idea of reducing the amount of manpower rotation
that goes on. We have a system today where the typical military
officer is forced to move on to a new job every year to a year and a
half, on the average. During his 20-year career, he may have a dozen
to 15 assignments. This does not enhance job performance efficiency.
It also costs a great deal just to move him and his family and house-
hold goods. We spend a billion dollars moving people around to new
assignments, so-called permanent change of stations.

Senator Percy, very effectively, I thought, advanced the argument
that the number of moves should be reduced and secured Senate ap-
proval by a vote of 69 to 0 last year to make that change. Yet,
somehow, it got eliminated in conference. His amendment was opposed
by the Defense Department. The problem was also identified, however,
by the Fitzhugh Panel.

Another distinguished source of recommendations was recent re-
ports of the House Appropriations Committee, claimed by a man for
whom T have a great deal of admiration, Representative George
Mahon. He has done a zealous job of seeking out areas of inefficiency
and waste in defense management, and we have quoted many ideas
from his committee reports.

I might mention one specific efficiency improvement not included
in the list of 33 recommendations contained in our report. I have been
concerned that we might not be receiving the full story from the De-
fense Department when they have talked about their budget being
forced up by rapidly increasing personnel costs. It is clear that mili-
tary pay rates have increased considerably during the past few years,
accounting for a large portion of the increase in personnel costs.

Chairman ProxMIre. As T understand, the total manpower costs
range as high as 60 percent of the defense budget.

Mr. Benson. I believe that is correct, Mr. Chairman. T think the
direct pay cost is something like 52 percent, and moving expenses and
other personnel-related costs raise the total to about 60 percent. It is
a very serious problem. Anyone advocating substantial reductions in
defense spending has to address himself to manpower levels and to
the ways in which we manage our personnel affairs.

I have been concerned because I suspected another phenomenon
might be goino on besides simply increases in pay rates. When one in-
spects the evidence, one finds that other phenomena are going on. We
really have a substantial cost overrun problem of a different sort from
the ones you had so skillfully shown to exist in recent years in the pro-
curement area.
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What has happened is we have fattened up the rank distribution
within the Department of Defense. We have proportionately more
officers scheduled to be in the force at the end of fiscal year 1972 than
at any time during the past 8 years. We have proportionately more
high-ranking enlisted men than we had before the war. We have pro-
portionately more middle-level enlisted men. What we have fewer of
1s lower ranking enlisted men.

Chairman Proxarre. How can you reconcile it? Supposing we move
to a volunteer Army, which I happen to favor, that costs more in terms
of money to pay, to induce people to enlist. It would seem also you
would have to provide some kind of promise to maintain the morale
of advancement and promotion. I realize we do not want a Mexican
army with everybody a general. You cannot have that. You might
want that but you cannot have it.

But, how do you reconcile this program, or do you think a volunteer
Army would not be consistent with efficient operation ¢

Mr. Bexson. Without getting into the merits or demerits of a volun-
teer Army, I think that is not essentially at issue in terms of ratios of
officers to enlisted men.

Chairman Prox»ire. The reason I raised it, one way you maintain
some morale on the part of the people who stay in the service for 20
or 30 years is they get promoted and they get command and the people
they command will serve 2 or 3 years and are out. If you were a draftee,
you are probably a private, PFC, corporal. If you eliminate all of the
draftees, you have no draftees, and the people, overwhelming career
people who stay in for 20 or 30 years, won’t you have a problem with
this? Won’t you continue to have this kind of exodus, promoting
people to noncombat ranks and getting people for them to command?

Mr. Bensox. It certainly is a problem. However, I think even the
Department of Defense proposal advocating a volunteer force has
never seriously contemplated a force structured in a way which would
do away with basic infantry soldiers. They are suggesting that a
soldier ought to be paid more during his first 2 years of service as
he works his way up the rank ladder. But they still have in mind, even
under their volunteer Army plans, that a large number of personnel
would come into the force and stay only for a couple of years. I think
their proposals really are directed to the fact that by raising the pay
of lower ranking personnel we would attract more volunteers—many
only for 2 years of service, in addition to those who might stay on for
a full career.

T am not suggesting that there should not be a steady flow of pro-
motions to reward the man who performs well and wants to stay in
for a career. What I am suggesting is that if we return to the relative
distribution of ranks that existed before the war—a proportionate
blending of officers and enlisted men and senior and junior enlisted
men—we could save, as it turns out, about $1.3 billion annually. That
calculation is based on the force size planned by the Department of
Defense for the end of fiscal vear 1972, and also on the number of people
in the different ranks that they plan to have at that time.
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That force is going to cost a certain amount. Then I am saying that
if we had the same number of people, but instead of the distribution
of ranks they are recommending, we returned to the proportions that
existed prior to the war—fiscal year 1964—we would be saving $1.3
billion a year. That is a kind of cost over-run problem, but it is not one
that has gotten any attention at all. It is one that arose because, for
very valid reasons, the Defense Department increased the pace of
promotions during the Vietnam war. They needed a larger officer
base because the total size of the Armed Forces was increasing. They
also wanted to be sure that men who served in Vietnam had at least
an E—4 rank. That is fine, but it provides no rationale for the Depart-
ment of Defense not to return to a normal distribution pattern once
the war is over.

Chairman Proxmire. This is most helpful. I think we will write
DOD immediately and ask them for a description of exactly what the
situation is now, what it has been over the past 8 or 10 years, and see
what we can do about reconciling this, because I think you can make a
strong case that there is a great deal of excessive and unnecessary
expenditure involved.

Mr. BEnsoN. Again, this is just illustrative of a number of ex-
amples of inefficiency such as those described in the list of 33 in ap-
pendix B of “The Cost of Security.”

Chairman Proxmigk. I have been asking our witnesses to give us their
views of the proposed bailout of the Lockheed Corp. As you know, the
administration wants to provide a guaranteed government loan to
Lockheed for the commercial I.-1011 program. It argues that without
this help, Lockheed might go bankrupt and that this would cause wide-
spread unemployment and catastrophic economic consequences. What
1s your response to this argument?

Mr. Bexnson. Speaking personally, I think the consequence would
possibly be a Lockheed bankruptcy, but I do not feel at all that a
catastrophic economic consequence would result. Indeed, I think there
is a strong likelihood of a change in management—whether or not
bankruptcy is declared—which, based on the company’s recent per-
formance, would have to be considered a desirable turn of events.

As Secretary Connally has said, some workers might be idled

for a short period of time. There might be some delays in the receipt
of some vital defense systems for which Lockheed currently has con-
tracts. But I do not see Lockheed grinding to a halt.

I expect that the corporation would be reorganized under new man-
agement. The workers would still be employed and would carry out the
firm’s existing contracts. The result would not be damaging to the
security of the country and would not have tragic economic conse-
quences. Under the circumstances I do not see how a bailout in the
form of a Government guarantee really can be justified. We talk about
a free enterprise system in which risks are to be taken by contractors,
but it seems that when large contractors get in trouble we want to
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move away from our principles and not allow the results of healthy
competition to be felt.

T do not think Lockheed should be bailed out. I do not think there
is any rationale for the Government to provide the loan guarantee.

Chairman Proxmire. Thank you very much. Thank you for an ex-
cellent performance. You are most responsive and I thought your
statement was excellent. The answers to our questions were very good
and I am very grateful to you.

The subcommittee will stand in recess until Friday morning. We
will hear from Ralph Nader and Prof. Robert Haveman in this room
at 10 a.m.

(Whereupon, at 4 p.m., the subcommittee recessed, to reconvene
at 10 a.m., Friday, June 4, 1971.)
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chek, Richard F. Kaufman, and Courtenay M. Slater, 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 subcommittee will come to order. If some
future historian were to set out to identify the major catastrophies of
the 20th century, he would surely conclude that one of the outstand-
ing ones was the failure of the United States of America, the richest
country in the world, to solve its own most pressing problems.

The deterioration of our urban centers and rural communities grows
steadily worse. The problems of poverty and racism remain largely
unsolved. Pollution of the air and the water increases. Entire species
of animal life, such as the swordfish, are becoming extinct as sources
of food because of environmental poisoning.

In many respects, American society suffers from giantism. We have
concentrated and centralized our political and economic institutions to
such an extent that many of them are no longer efficient.

We have often mindlessly fostered growth while ignoring the quali-
tative aspects of life. Yesterday, the New York Times reported on the
impact of suburban sprawl in America. Outlying communities once
looked forward eagerly to the coming of new industry, housing sub-
divisions, and greater populations. Now these things are feared be-
cause of the congestion, inadequate services, and environmental devas-
tation that have followed in their wake. In the words of the chairman
of the county board of supervisors in Orange County, Calif., “The
Chamber of Commerce tells us that growth is wonderful. I see it as
a cancer.”

(219)
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In 1970 the gross national product was $977 billion. Personal income
was over $800 billion. Corporate profits were over $80 billion. The
resources of this country dwarf those of any other nation on earth.

The enormity of the problems at hand is no longer a matter of
serious question. Nor is the fact that we have the material wealth and
the ingenuity to solve our problems. Yet, we stumble along from one
bad year to the next, the distortions and contradictions within our
soclety growing progressively more serious.

On the Federal level we have sapped our real strength and our ability
to solve domestic problems by spending far more than we can afford or
than is necessary for national defense. This fundamental error in judg-
ment contributes greatly to our misplaced priorities and is a prime
reason why they must be reordered.

But too frequently we have attempted to solve national problems by
launching massive Federal programs costing billions of dollars, only
to see them turn into massive billion-dollar mistakes. A witness said
to this committee earlier in the week that one of the things the Gov-
ernment does well is sign checks. But the problem is not whether the
Government reallocates the budgetary resources it collects from the
taxpayer. The Government does a pretty good job of spending money.
The problem is how those resources are allocated. It is on this level that
Government performance is poor.

We are fortunate to have as our first witness this morning Mr. Robert
Haveman, one of the ablest and most ingenious economists in the coun-
try. He was a staff economist on the Joint Economic Committee until a.
year or so ago, and he was an extremely valuable staff member. He
has become well known as an expert in his field. And he is presently a
professor of economics, T am proud to say, at the University of Wiscon-
sin. His latest book is “The Economics of the Public Sector.”

Professor Haveman, go right ahead.

STATEMENT OF ROBERT H. HAVEMAN, PROFESSOR, DEPARTMENT
OF ECONOMICS, UNIVERSITY OF WISCONSIN

Mr. Haveman. Thank you, Senator Proxmire.

It is « strange and different feeling sitting on this side of the witness
tz}tlble than it was when I sat behind you looking at the fellow in this
chair.

I am pleased to have the opportunity to testify today on the issue
of national economic priorities. I would like to read a short statement
and submit a longer statement for the record. I would also like to sub-
mit for the record an article entitled “Water Pollution Control, River
Basin Authorities, and Economic Incentives.”

In the invitation issued to me by the committee it was suggested that
1 deal with the question of the role of user charges as an nstrument
in achieving reallocated national priorities. In my view, it is most
appropriate that the question of government-imposed user charges be
considered in the context of national economic priorities.

Basically, the problem of economic priorities concerns how this
society allocates its national resources. If these resources are devoted
to uses which are of high value to the people, economic priorities are
well ordered ; if they are devoted to low-valued uses, economic priori-
ties should be realined.
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In our economy, we rely on prices—which are nothing but user
charges—to keep resources from being diverted to low-valued uses.
Because each commodity has its price, we have some assurance that
people are willing to pay at least as much for the commodity as the
value of the resources which go into making it.

User charges established Ey Government for resources not priced
appropriately by the private economy can serve the same purpose.
Because they are able to keep national resources from being diverted
to low-valued uses, such user charges are essential to achieving well-
ordered economic priorities in the public sector. The important role
of user charges and economic incentives can be vividly illustrated by
focusing on the problem of environmental quality—in particular, the
use of government-administered prices to achieve improved water
quality.

Numerous reasons have been offered to explain why we have an
environmental problem. Some say it is because we have too affluent
a society. Because we produce so much, we have so much to dispose
of. Others say that we have a problem because we produce the wrong
things—too many automobiles, for example, relative to mass transit
or too much primary paper relative to recycled paper. Still others tell
us that it is the managers of large industries who are at fault because
they not only supply us with packages and cans which have to be dis-
posed of but they also pollute our rivers and our skies in the process
of making these cans and packages.

While all of these explanations contain some truth, they miss the
central and basic cause of the problem of environmental pollution.
At its heart, the environmental problem is an economic problem. It
exists because the market economy fails to place a price on the use of
environmental resources—public watercourses, the air mantle, and
public lands. Labor services have their price; capital has its price;
land has its price. And because of these prices, the system tends to
do an efficient job of allocating these scarce resources to the produc-
tion of outputs which are of the highest value to people. However,
environmental services have no price. As a consequence, they are
treated by everyone as free goods.

That people living downstream are abused in that they can no longer
fish or swim in the river or that during periods of low streamflow the
river becomes anaerobic and smells does not. really affect the polluters—
they are not required to bear the costs which their actions generate. To
them, environmental services are a “free lunch,” but as we all know, to
soclety as a whole there is no such thing as a free lunch.

If the failure of the market system to price environmental resources
1s indeed the root cause of the problem, then it follows as a corollary
that, to be effective, environmental policy measures must seek to cor-
rect this failure. In this way, environmental resources can be brought
back into the economic system.

Until now, Federal Government policy has failed to recognize the
economic nature of the pollution problem. A fter nearly two decades of
policymaking, the waste assimilative capacities of rivers remain free
goods. Government has refused to set prices to keep these resources
from being diverted to low valued uses. Instead a dual policy of rule
enforcement and subsidy has been adopted to achieve improved water
quality.

68-504 O—71—pt. 1 15
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Through Federal grants for municipal waste treatment facilities
and tax subsidies for industrial pollution control equipment we are,
in effect, allowing waste discharges to generate and dispose of what-
ever amount of waste they desire—free of charge—and then using
taxpayers’ money—at a current annual rate of about $1 billion—to
clean up after them. By requiring States to set water quality standards
in order to qualify for Federal subsidies, it is hoped that, through
negotiation, litigation, and moral suasion, they can be induced to
secure reductions in the waste loads of industrial and municipal
polluters.

This policy strategy has been a dismal failure.

After a detailed study of several rivers, the General Accounting
Office found that even though $5.4 billion had been spent to construct
waste treatment plants, the level of industrial pollution has continued
to grow and the quality of the Nation’s rivers has continued to deteri-
orate. In that study the General Accounting Office cited one particular
basin in which $7.7 million had been spent 1n the construction of waste
treatment works from 1957 through 1968 ; 18 plants were subsidized by
the Federal Government in that basin. And because of that subsidy.
it was found that waste discharges equivalent to 147 ,000 people had
been treated. However, during this same period, industrial waste in
that same basin increased to the extent of 2.4 million people. That is,
even though several million dollars of public expenditures had taken
place, the treatment that was provided was unable to keep up with the
enormously rapid growth in industrial pollution levels in that basin.

With little effective constraint on the generation of industrial waste
and with rapid economic growth. the burden on the environment will
skyrocket in the coming decades.

One recent study showed that the annual costs of applying secondary
treatment to an unconstrained flow of residuals would be $i8 billion
in 1973, $27 billion in 1980, and $55 billion by the year 2000. The con-
tinued spending of taxpayers’ money to clean up after polluters—
along the lines of the current strategy—is going to be an enormously
expensive and relatively fruitless venture.

Federal efforts at regulation have been equally ineffective. In testi-
mony before Congress earlier this month, Comptroller General Elmer
Staats stated that existing regulation and enforcement efforts have
been slow and cumbersome. A minimum of 58 weeks is required by
law between the time EPA decides to call a conference and the date
EPA can refer the case to the Attorney General for court action. And,
as 1s well known, tactics for delaving final court action are part of the
training of every good lawyer. The primary incentive in the current
strategy is the incentive provided industrial polluters to hire lawyers
in order to delay administrative and legal efforts to secure reductions
in the waste discharge destined for public waters.

If progress toward improved water quality is to be secured a
major restructuring of water pollution control policy is required.
Incentives must be éstablished to constrain the waste generation
proclivities of industrial and municipal polluters and to keep valuable
environmental resources from being diverted to low-valued uses. Such
incentives can be created by imposing user or effluent charges on waste
discharges such that the size of the charge is related to the volume of
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harmful substances which they release into the environment. In effect,
waste dischargers should be required to “pay by the pound.”

Numerous arguments can be offered in support of this user-charge
strategy relative to existing policy. The most cogent argument is that
it will succeed in reducing waste discharges. The recorded response of
waste dischargers to the imposition of municipal sewerage charges pro-
vides cogent evidence. For example, after placing such a charge in ef-
fect, the city of Cincinnati reported the industrial waste.was reduced
by nearly 40 percent.

That user charges have induced such dramatic reductions in waste
discharge is not surprising. With a price placed on wastes discharged
into watercourses, a number of actions which previously looked un-
attractive to dischargers would become appealing alternatives. These
include changes in production procedures within the plant to reduce
waste generation as well as the installation of waste treatment facilities
at the plantsite. Moreover, such charges induce research and develop-
ment efforts aimed at developing new technologies for reducing waste
generation or recycling wastes.

In addition to providing incentives for reductions in waste genera-
tion, a comprehensive national effluent-charge policy would have a
second important effect. It would bring public actions into the open and
out of the hidden and closed negotiating sessions of enforcement con-
ferences and State-local regulatory efforts. It would greatly reduce
the exercise of tactics to delay the effect of policy and to erode its
stringency when eventually applied. It would open the process of policy
implementation to the scrutiny of the people.

Finally, while the current strategy has placed substantial demands
‘on a tight Federal budget, a user charge strategy would generate
revenues. These revenues could be used to finance those environmental
measures which municipalities and industrial polluters cannot be ex-
pected to undertake.

To illustrate this impact on the Federal budget of the current
strategy relative to an effluent charge strategy, I have appended a
table to my prepared statement. This table projects the budget outlays
for two versions of the current strategy-—the proposals of Senator
Edmund Muskie and the administration—and the net budget outlays
for an eflluent charge strategy. The projections cover 5 years, fiscal
years 1972-75. The total 5-year costs of the two versions of the current.
strategy are $14 billion for Senator Muskie’s proposal and $12 billion
for the administration bill. The net budgetary costs of the effluent
charge—which includes a grant program as large as that of the Muskie
bill—is $4.3 billion.

It is almost legendary by now that some will label user or effluent
charges as “licenses to pollute.” This mindless cliche should be laid to
rest once and for all. Aside from completely and totally prohibiting
the discharge of waste into rivers, all policy proposals envision some
optimal level of use of watercourses for waste disposal. The question
is: How to obtain that level of use at minimum social cost? Because
the effluent charge can be fixed at any level between zero and capacity,
a charge structure can be determined which will secure socially opti-
mal levels of water quality. With that charge structure set, individual
polluters are free to respond to it in any way they choose. As rational
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decisionmakers, they will choose the most efficient and effective meth-
ods of reducing discharges in order to reduce the tax. Rather than
a license to pollute, user charges are an effective instrument of envir-
onmental management based on a clear appreciation of the funda.
mental cause of the problem.

In conclusion, let me reiterate the important role which govern-
ment-imposed user charges can and should play in reordering national

priorities. As I have tried to show, major improvements in water
quality will not be obtained by simply allocating a bigger slice of
the Federal budget to the current program. To do so would be to shift
high valued resources from the low-valued use, say the military budget,
to another low-valued use.

A real reordering of priorities toward improved environmental -
quality requires first a major overhaul of the current policy strategy,
and then, perhaps, a budget reallocation. The increased use of user
charges and economic incentives are central to an appropriate policy
overhaul and prior to the allocation of an increased level of public
expenditures to this and other pressing social problems.

Thank you, Mr. Chairman.

Chairman Proxmire. Thank you, Professor Haveman, for what
I think is an extremely persuasive and fine analysis.

(The prepared statement of Mr. Haveman and the article entitled
“Water Pollution Control, River Basin Authorities, and Economic
Incentives: Some Current Policy Issues,” referred to in Mr. Have-
man’s statement, follow :)

PREPARED STATEMENT OF ROBERT H. HAVEMAN *

It is appropriate that the question of government imposed user charges be
considered in the context of national economic priorities. Basically, the prob-
lem of economic priorities concerns how this society allocates its national
resources. If these resources are devoted to uses which are of high value to
the people, economic priorities are well ordered; if they are devoted to low-
valued uses, economic priorities should be realigned.

In our economy, we rely on prices—which are nothing but user charges—to
keep resources from being diverted to low-valued uses. Because each commodity
has its price, we have some assurance that people are willing to pay at least as
much for the commodity as value of the resources which go into making it.
Thus, because of prices, we feel confident that $10 worth of resources are not
being devoted to the production of a 10¢ candy bar. Similarly, because of
prices we know that people who value 10¢ candy bars at only 5¢ will not be
using the resources which go into their production. The incentives generated
by prices keep our private sector economic priorities well ordered.

User charges established by government for resources not priced appropriately
by the private economy can serve the same purpose. Because they are able to
keep national resources from being diverted to low-valued uses, such user charges
are essential to achieving well-ordered economic priorities in the public sector.

The important role of user charges and economic incentives can be vividly
illustrated by focusing on the problem of environmental quality—in particular,
the use of government administered prices to achieve improved water quality.

Numerous reasons have been offered to explain why we have an environ-
mental problem. Some say it is because we have too afluent a society. Because
we produce so much, we have so much to dispose of. Others say that we have
a problem because we produce the wrong things—too many automobiles, for
example, relative to mass transit or too much primary paper relative to recycled
paper. Still others tell us that it is the managers of large industries who are at

*Professor of Economics, University of Wisconsin, Madison, Wis.
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fault because they not only supply us with packages and cans which have to be
disposed of but they also poliute our rivers and our skies in the process of making
these cans and packages.

While all of these explanations contain some truth, they miss the central
and basic cause of the problem of environmental pollution. At its heart, the
environmental problem is an economic problem. lt exists because the market
economy fails to place a price on the use of environmental resources—public
watercourses, the air mantle, and public lands. Labor services have their price;
capital has its price; land has its price. And because of these prices, the system
tends to do an efficient job of allocating these scarce resources to the production
of outputs which are of the highest value to people. However, environmental
services have no price. As a consequence, they are treated by everyone as free
goods. There is no cost to a person who overuses, misuses, or abuses environ-
mental resources.

Consider, for example, the case of water pollution. Because the market system
fails to price the waste assimilative capacity of rivers, waste dischargers are
provided these services cost-free. That people living downstream are abused in
that they «can no longer fish or swim in the river or that during periods of low
stream flow the river becomes anerobic and smells does not really affect the
polluters. They are not required to bear the costs which their actions generate.
To them, environmental services are a ‘“free lunch,” but as we all know, to
society asa whole there is no such thing as a free lunch.

1f the failure of the market system to price environmental resources is indeed
the root cause of the problem, then it follows as a corollary that, to be effective,
environmental policy measures must seek to correct this failure. Legislation must
enable government to establish appropriate prices or charges for use of the
environment and impose them on those who wish to use these services. In this
way, environmental resources can be brought back into the economic system. The
incentives which induce efficiency by rationing the use of labor, land, and capital
can also be used to manage the environment. In addition, those of us who are now
bearing the costs of the “free lunch programs” for industrial and municipal
polluters can be compensated for our losses.

Until now, Federal government policy has failed to recognize the economic
nature of the pollution problem. This is nowhere better illustrated than in the
development of Federal water pollution control policy. After nearly two decades
of policymaking, the waste assimilative capacities of rivers remain free goods.
Government has eschewed the use of prices to keep these resources from being
diverted to low-valued uses. Instead, a dual policy of rule enforcement and sub-
sidy has been adopted to achieve improved water quality.

Through Federal grants for municipal waste treatment facilities, and tax
subsidies for industrial pollution control equipment, we are, in effect, allowing
waste discharges to generate and dispose of whatever amount of waste they
desire—free of charge—and then using taxpayers money (at a current annual
rate of about $1 billion) to clean-up after them. By requiring states to set water
quality standards in order to qualify for Federal subsidies, it is hoped that, they
can be induced to secure reductions in the waste loads of industrial and municipal
polluters through negotiation, litigation, and moral suasion.

This policy strategy has been a dismal failure. After a detailed study of sev-
eral rivers, the General Accounting ‘Office found that even though $5.4 billion had
been spent to construct waste treatment plants, the level of industrial pollution
has continued to grow and the quality of the nation’s rivers has continued to
deteriorate. .

With little effective constraint on the generation of industrial waste and with
rapid economic growth, the burden on the environment will sky rocket in the
coming decades. iOne recent study showed that the annual costs of applying sec-
ondary treatment to an unconstrained flow of residuals would be $18 billion in
1973, $27 billion in 1980, and $55 billion by the year 2000. The continued spending
of taxpayer’s money to clean up after polluters—along the lines of the current
strategy—is going to be an enormously expensive and relatively fruitless venture.

Federal efforts at regulation have been equally ineffective. In testimony before
Congress earlier this month, Comptroller General Elmer Staats stated that exist-
ing regulation and enforcement efforts have been “slow and cumbersome.” “A
minimum of 58 weeks is required by law between the t'me EPA decides to call
a conference and the date EPA can refer the case to the Attorney General for
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court action.” And, as is well-known, tactics for delaying final court action are
part of the training of every good lawyer. The primary incentive in the existing
strategy is the incentive prov.ded industrial polluters to hire lawyers in order
to delay administrative and legal efforts to secure reductions in the waste dis-
charge destined for public waters.

In addition to the failure of the existing strategy to secure improvements in
water quality, it has induced a number of other inefficiencies and undesirable
effects. Let me mention a tew of them : .

Because the existing program subsidizes only ‘‘end-of-pipe” waste treatment
activities, it artificially biases decisions against alternative abatement activ.ties,
many of which are less costly than the construction and operation of waste treat-
ment plants. These activities include changes in internal production processes,
the storage (ponding) of wastes until high stream flow periods, the segregation
of particularly harmful discharges, the avoidance of accidental spillages and
leakages, and the augmentation of the assimilative capacity of the stream
through instream aeration and other devices.

States have failed to target Kederal grant funds on the municipalities with
the most serious waste discharges. As a result of this lack of planning, grants
have secured far less improvement in water quality than was possible. The
allocation of grants within a state have been based on the state’s priority list. In
turn, th’'s list depends upon which communities are “‘ready to go.” An allocation
of budgetary resources based upon careful economic analyses of the effectiveness
of alternative uses would, with little doubt, yield greater increases in water
quality than those yielded by the existing program.

In part, because of the lack of effective priorities by which to channel grant
funds within states, Federal funds have been concentrated on smaller, largely
suburban communities. The large cities with the most significant concentration
of pollution have received a disproportionately small share of the allocation. For
example, communities with populations of less than 10,000 population, and con-
taining less than 16 percent of U.S. urban population, have received nearly 40
percent of Federal grants. Cities with populations of more than 500,000, contain-
ing 25 percent of U.S. urban population, have received about 6 percent of Federal
grants.

Current policy emphasizes the attainment of secondary waste treatment for
all municipalities along a watercourse. The drive for uniform secondary treat-
ment results in excessive treatment at some outfalls and insufficient treatment
at others. An optimal basin-wide plan would relate the degree of desired munici-
pal treatment to streamflow conditions and downstream uses (among other
variables). In this optimal plan, some muniecipalities may require teritary treat-
ment while others may require only primary treatment.

Federal grants for municipal waste treatment plant construction provide an in-
direct subsidy to indstrial and commercial waste sources. By subsidizing the
capital costs of municipal treatment facilities, the existing policy tends to reduce
the sewer charges imposed on industrial, commercial, and domestic waste sources
connected to the sewerage system. The resulting charges, then, fail to provide
“full cost” incentives for process change and other forms of abatement which
can be undertaken by residual generators. Because approximately 50 percent of
the wastes handled by municipal treatment plants is from industrial sources, the
size of this subsidy is substantial.

The grant program often subsidizes treatment facility construetion in munici-
palities with combined sanitary and storm sewer systems. With such sewer
systems, the existence of a treatment facility provides little assurance of im-
proved effluent. In periods of high run-off and high wasteloads, the entire sewer-
age load by-passes the treatment facility and is dumped, untreated, into the
watercourse.

According to a recent GAO Report, numerous treatment facilities constructed
with Federal funds are inadequately maintained, inefficiently operated, and sub-
ject to only intermittent inspection. To the extent that this performance short-
fall exists, the construction program is incapable of inducing water quality
improvements.

The program of grants to individual states and municipalities gives little
concrete recognition to the economies attainable by managing the river basin
as a unit and does little to either encourage the development of river basin au-
thorities or facilitate their establishment. Without such bodies, the implementa-
tion of the optimum set of activities to achieve stream standards is remote, at
best. Without the planning capability of such a basin authority, the grant pro-
gram is “hit-or-miss” and its effectiveness is seriously undermined.



227

If progress toward improved water quality is to be secured, a major restruc-
turing of water pollution control policy is required. Incentives must be established
to constrain the waste generation proclivities of industrial and municipal pollu-
ters and to keep valuable environmental resources from being diverted to low-
valued uses. Such incentives can be created by imposing user or efluent charges
on waste dischargers such that the size of the charge is related to the volume
of harmful substances which they release into the environment. In effect, waste
dischargers should be required to “pay by the pound.”

Numerous arguments can be offered in support of this user charge strategy
relative to existing policy. The most cogent argument is that it will succeed
in reducing waste discharges—not just retarding their growth. The recorded
response of waste discharges to the imposition of municipal sewerage chargers
provides cogent evidence. For example, after placing such a charge in effect, the
city of Cincinnati reported that industrial waste was reduced nearly 40 percent.
Similar experiences have been recorded in other cities.

That user charges have induced such dramatic reductions in waste discharge
is not surprising. With a price placed on wastes discharged to watercourses, a
number of actions which previously looked unattractive to dischargers would
become appealing alternatives. These include changes in production procedures
within the plant to reduce waste generation, as well as the installation of waste
treatment facilities a the plant site. Moreover, such charges would induce re-
search and development efforts aimed at developing new technologies for reduc-
ing waste generation or recycling wastes. Without such charges, few costs could
be saved by the development and installation of such new technologies. Finally,
if environmental services are prices, those commodities whose production im-
poses large environmental damages will experience increases in their price rela-
tive to the prices of other commodities whose production imposes minor environ-
mental costs. And, because higher prices imply smaller demands, production
would tend to be shifted toward those commodities with smaller environmental
effects. This shift in relative prices is most consistent with the operation of
the market system, and can be achieved most effectively by placing a charge on
the use of the environment for waste discharge.

In addition to providing incentives for reductions in waste generation, a com-
prehensive national effluent-charge policy would have a second important effect.
It would bring public actions into the open and out of the hidden and closed
negotiating sessions of enforcement conferences and state-local regulatory efforts.
It would greatly reduce the exercise of tactics to delay the effect of policy and
to erode its stringency when eventually applied. It would open the process of
policy implementation to the scrutiny of the people.

Finally, while the current strategy has placed substantial demands on a tight
Federal budget, a user charge strategy would generate revenues. These revenues
could be used to finance those environmental measures which municipalities and
industrial polluters cannot be expected to undertake. These include basic research
and development, the establishment of regional or river basin authorities to
manage the use of regional environmental resources, and the construction of
installations to artificially reaerate streams or to increase stream flows during
low flow periods.

To illustrate this impact on the Federal budget of the current strategy rela-
tive to an effluent charge strategy, I have appended a table to this statement.
This table projects the budget outlays for two versions of the current strategy—
the proposals of Senator Edmund Muskie and the Administration—and the net
budget outlays for an effluent charge strategy. These projections cover the five
years, FY 1972-FY 1976. The total five year costs of the two versions of the
current strategy are $14 billion for the Senator Muskie’s proposal and $12 billion
for the Administration bill. The net budgetary costs of the effluent charge
strategy—which includes a grant program as large as that of the Muskie bill—
is $4.3 bililon.

In evaluating the merits of an economic approach to environmental policy, let
me emphasize that appropriate efluent charge legislation will, by itself, be in-
adequate to insure the efficient use of environmental resources. Comprehensive
environmental management requires the establishment of regional authorities
with responsibility for planning for the optimal use of and augmentation of
environmental resources, undertaking collective investments, setting water and
air quality standards and charge levels designed to meet these standards, moni-
toring discharge levels into both water and air resources, and regulating patterns
of regional land use. To be effective in managing the environment consistently
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with regional preferences, these authorities should be governed by directly elected
rather than appointed officials.

Moreover, while the proceeds of the efluent charge could be devoted to environ-
mental activities such as stream flow augmentation or waste treatment plant
construction, care must be exercised to insure that the incentive effect of the
effluent charge is not substantially eroded by the use of the revenue. As was
emphasized earlier, the cost sharing arrangements implicit in existing legislation
provide industrial waste dischargers with wasbte treatment services at far lass
than full costs. To the extent this is s0, desired incentives for reductions in
waste discharge are reduced.

It is almost legendary by now that some will label user or effluent charges as
“licenses to pollute.” This mindless cliché should be laid to rest once and for all.
Aside from completely and totally prohibiting the discharge of wastes into
rivers, all policy proposals envision some optimal level of use of watercourses
for waste disposal. The question is: How to obtain that level of use at minimum
social cost? Because the effluent charge can be fixed at any level between zero
and infinity, a charge structure can be determined which will secure socially
optimal levels of water quality. With that charge structure set, individual
polluters are free to respond ito it in any way they choose. As rational decision-
makers, they will choose the most efficient and effective methods of reducing
dischargers in order to reduce the tax. Relative to other means of securing
equivalent reductions in waste loads, an effuent charge strategy is likely to
entail smaller administrative and enforcement costs, be less subject to tactics
designed to delay supplementation and erode standards, and by allowing dis- -
chargers to frame their own responses to the charge structure, secure desired
reductions in waste loads at minimum social cost. Rather than a license to pollute,
user charges are an effective instrument of environmental management based
on a clear appreciation of ithe fundamental cause of the problem.

Although I have concentrated on the use of user chargers as a water pollution
control strategy, I would emphasize that they are also effective instruments in
managing other environmental resources. In this regard, I would draw your
attention to current legislative proposals regarding a tax on leaded gasoline,
a special tax on industrial emissions of sulphur oxides, and a unit charge on
disposable bottles.

In conclusion, let me reiterate the important role which government-imposed
user charges can and should play in reordering national priorities. As I have
tried to show, major improvements in water quality will not be obtained by
simply allocating a bigger slice of the Federal budget to the current program.
To do so ‘would be to shift high valued resources from one low-valued use, say
the military budget, to another low-valued use. A real reordering of national
priorities toward improved environmental quality requires first a major overhaul
of the current policy strategy, and then, perhaps, a budget reallocation. The in-
creased use of user charges and economic incentives are central to an appropriate
policy overhaul and prior to the allocation of an increased level of public expendi-
tures to this and other pressing social problems.
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PROJECTIONS OF BUDGET OUTLAYS FOR THREE PROMINENT WATER POLLUTION CONTROL PROPOSALS, FOR
FISCAL YEARS 1972 TO 1976

[n millions of dollars]

1972 1973 1974 1975 1976
1, The National Water Quality Standards Act (The
Muskie bill):
Waste treatment grant program______...._. $2, 500 $2,500 $2, 500 $2, 500 $2, 500
State and interstate agency grants. .- 20 20 20 20 20
Remainderof FWQA 1. _____.__...._....... 171 233 ‘318 431 582
Total—FWQA. ... ... 2,690 2,753 2,838 2,951 3,102
2. The administration proposals:
S, 3468—Environmental Financing Agency_.. 100 | eieciaeiicaiiaaas
S, 3470—Research and demonstration_...... 125 2125 2125 2125 2125
State and interstate agency grants___ 12.5 15 20 0
S, 3472—Waste treatment grants_ _ .. 2, 000 2,000 2,000 32,000 32,000
Remainder of FWQA ' ... .. . ... ..... 195

Total—FWQA_ ... .. ..__......... 42,290 2,253 2,338 2,451 2,602
3. Th:_"F;egaional Water Quality Act (The Proxmire
ill):

Pollution abatement grants program___._._._. 2,500 2,500 2,500 2,500 2,500
Remainder of FWQA Y ... .. .. ......... 190 253 338 451 602

Total—FWQA ... ... 2,690 2,753 2,838 2,951 3,122
Revenues from effluent fee ... ___._..._... 2,000 2,000 2,000 2,000 2,000
Net budgeteost. ... .. ... ... .. 690 753 838 951 1,122

1 Estimate obtained by assuming that annual FWQA outlays other than for waste treatment facilities grants grow by
average rate of growth of these outlays from fiscal year 1969-71.
2 While the bill provides authority for fiscal year 1970-72, this authorization is applied to the entire fiscal year 1972-76

period.

B_W(;lile the bill provides authority for fiscal year 1972-74, this authorization is applied to the entire fiscal year 1972-76
pertiod.

4 Includes estimated outlay for the environmental financing authority.

5 [t is assumed that the program of grants for pollution abatement will be equal to that of the Muskie bill, but that grants
will be made to both municipalities and regional water t iations on a 50-50 basis, as provided in the
Proxmire bill.

6 1t is assumed that a charge of 10 cents per pound of biochemical oxygen d d is imposed on industrial dischargers,
and that this charge would induce about a 50-percent reduction in BOD discharges. Because a comprehensive effluent
charge strategy would levy fees on the discharge of heat, chemical oxygen demand, and suspended and dissolved solids,
and on municipal as well as industrial polluters, this estimate seriously understates the revenue which would be generated
under such a comprehensive policy.
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WATER POLLUTION CONTROL,
RIVER BASIN AUTHORITIES, AND
ECONOMIC INCENTIVES: Some Current
Policy Issues

A. MYRICK FREEMAN III AND ROBERT H. HAVEMAN

I. Introduction

As environmental degradation has emerged as a prominent public
policy issue, the Congress has responded by creating legal and
administrative frameworks within which the states are to take
over the primary responsibility for managing their air and water
resources.! Because public perception of the problem and the
legislative response came earlier for water pollution than for air
pollution, our experience with water pollution control policies
has been more extensive. Until very recently, all the legislative
efforts to control water pollution have emphasized the regulatory
functions of setting standards for instream water quality, making
rules governing the quantities and qualities of permissible dis-
charges, and enforcing compliance with these rules. Especially
at the federal level, this emphasis on public regulation was
sweetened by a liberal application of subsidy — the use of public
funds for treatment facilities designed to reduce the adverse
environmental effects of industrial and municipal waste dis-
charges.

The performance record of existing policy for the control
of water pollution at both federal and state-local levels has for
the most part been one of failure.? At the state and local level,

* Much of the work on this paper was accomplished while both authors were
Visiting Scholars at Resources for the Future, Inc. The authors are indebted to
Blair Bower, Allen Kneese, Jack Knetsch, Marc J. Roberts, Clifford Russell, and
Thomas Willett for helpful comments on an earlier version of this article,

1See J. Clarence Davies, The Politics of Pollution (New York: Pegasus, 1970),
pp. 3749.

2 The failure of water pollution control policies was recently documented in
a report of the Comptroller General which pointed out that despite the expendi-
ture of $5.4 billion between 1956 and 1969, the quality of the water in most of our
rivers has been steadily declining over this period. See Examination into the
Effectiveness of the Construction Grant Program for Abating, Controlling, and
Preventing Water Pollution (Report of the Comptroller General of the United



233

54 Public Policy

legislation has been slow in coming and, when passed, has typically
been thwarted by serious budgetary and technical limitations.
Agencies established to fix water quality standards and to enforce
effluent restrictions on industrial and municipal polluters have
often lacked the political strength necessary to secure rigorous
standards or gain compliance. Federal enforcement policy has
met with substantial delays, while those treatment facilities in-
cluded in the federal grants program have been chosen on a
“ready-to-go” basis and not because of their contribution in
improved water quality. Moreover, facilities, once in operation,
have often been inefficiently operated. The subsidy inherent in
federal financing has provided little incentive for undertaking
lower-cost abatement alternatives involving internal process
changes, instream aeration, and low-flow augmentation.

To many, failure of the enforcement-subsidy approach to
pollution control has come as no surprise. Nowhere in this ap-
proach is recognition given to the fact that controlling the use
of water courses is a basic economic problem of resource alloca-
tion — a problem which is in principle no different from the task
of allocating the nation’s labor force, land area, and capital
facilities to their most productive uses. Similarly, it was ap-
parently not recognized that valuable resources which are avail-
able to all without charge are destined for overuse, misuse, and
economic waste. No attempt was made to correct the zero price
implicit in the unrestricted use of the waste disposal services of
common property watercourses. Finally, this policy strategy failed
to recognize that creating economic incentives to reduce waste
generation could be a viable alternative to the treatment and
disposal of an ever-increasing and uncontrolled flow of wastes.?

In recent months, recognition of the failures of past efforts
to improve water quality has stimulated a search for alternative
policy approaches. In the current debate, a number of proposals
for reorienting the existing strategy have been developed and

States, General Accounting Office; Washington, D.C.: Government Printing Office,
1969). A similar critique of federal and local efforts to control air pollution is
found in John C. Esposito (ed.), Vanishing Air: The Ralph Nader Study Group
Report on Air Pollution (New York: Grossman, 1970).

3For an incisive critique of existing federal water pollution control legislation,

see Allen V. Kneese, “Strategies for Environmental Management,” pp. 37-52 of
this journal,
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submitted to the Congress and state legislatures. Within the past
year, two states have adopted programs which are significant de-
partures from the enforcement-subsidy strategies of the 1960s.

These proposals contain two features which represent a sub-
stantial departure from past pollution control policy. The first
element recognizes that a river is a system and cannot be efficiently
managed in piecemeal fashion by numerous agencies and jurisdic-
tions. It emphasizes comprehensive river basin planning and
water quality management. Second, each of these proposals em-
phasizes economic incentives — prices and charges —as a means
of reducing the output of industrial and municipal wastes.*

We shall describe the most prominent of these proposals,
and discuss several economic and political issues common to them.
All of these issues require careful analysis and discussion before
the formation of a commitment to a new pollution control strat-
egy. We also present a proposal for reform of federal policy
through experimentation with a regional water quality authority.

II. Some Prominent Proposals for Policy Reform

Although most of the current proposals for reorienting water
pollution control policy accept the need for both basin-wide
planning and economic incentives in the form of charges, they
employ a wide range of institutions and techniques to accomplish
their objectives. Here we shall briefly describe five of these
proposals.

The legislative proposal which most explicitly incorporates
incentives and river basin management was offered by Senator
William Proxmire.® This bill would establish a national structure
of effluent charges to be imposed upon industrial polluters.
Charges would be based on “the quantity and quality of the waste
discharged” and “the resulting damage to the quality of the

4 This should not be taken to imply that proposals containing these elements did
not exist at the time of earlier legislative efforts. They did. See Davies, op. cit.,
45-66; and Allen V. Kneese, Water Pollution: Economic Aspects and Research Needs
(Washington, D.C.: Resources for the Future, 1962), and The Economics of Regional
Water Quality Management (Baltimore: Johns Hopkins Press, 1964).

5 This proposal is incorporated in Senate Bill 3181, The Regional Water Quality
Act of 1970, See U.S, Congress, Congressional Record, Senate, November 25, 1969,
pPp- S 14971-8 14976.
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waterway.” ¢ One-half of the revenues from the effluent charge
would be granted to municipalities for the construction and oper-
ation of waste treatment facilities. The remaining 50 percent of
the revenue would be made available to regional water manage-
ment associations, as an incentive to the establishment of such
agencies.

In a recent speech Senator Edmund Muskie outlined what
may be his next major proposal for federal legislation. He stated:

There may be a very useful way in which charges related to
waste disposal can be applied, both for purposes of meeting
the costs of pollution control and abatement, and for the
objective of encouraging industries to reduce their output
of wastes and to recover and re-use materials. That would
involve river basin planning, a prohibition against private
discharges of wastes into public waterways, the collection
and treatment of all wastes by public agencies, and charges
to waste dischargers based on the cost of treating their wastes.
During the next five to ten years, such a program would un-
doubtedly require substantial public grants for the capital
costs of combined municipal-industrial waste treatment
systems. In the long-run, however, such programs could and
should be self-supporting.”

In a recent issue of Harvard Law Review, Professor Marc J.
Roberts described in some detail a proposal similar to that of
Senator Muskie.! Roberts’ proposal has the following elements:

1. For each river basin an authority would be created by

8 The difference between effluent and user charges should be noted. An effluent
charge is imposed upon waste discharged directly into rivers and streams. In a
very real sense, it is a price paid for the use (or rental) of the assimilative capacity
of the watercourse. A user charge is a price set by a public agency (or publicly
regulated agency) for the collection and treatment of wastes. The level of the
charge is related to the cost of handling and treating the waste. Both forms of
charge represent costs to the firm and, as such, encourage economizing on the use
of the river as a waste receptor and induce a search for production processes which
entail lower levels of waste by-products. The use of effluent charges as a tool for
water quality management has be¢n carefully analyzed by Allen V. Kneese and
Blair T. Bower, Managing Water Quality: Economics, Technology, Institutions
(Baltimore: Johns Hopkins Press, 1968), especially Chap. 6.

7 Excerpts from “Money for Water,” Remarks of Senator Edmund S. Muskie at
the National Association of Counties, Washington, D.C., March 24, 1970.

8 Marc J. Roberts, “River Basin Authorities: A National Solution to Water
Pollution,” Harvard Law Review, LXXXII (May 1970), 1527-1556.
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the federal government as a special-purpose public agency to
plan for and manage water quality for the basin as a whole.

2. The authority would collect and treat in its own plants
all municipal and industrial liquid wastes generated in the basin.
It would possess the sole right to use the river for waste absorption
and dispersal.

3. The authority would be financed by federal grants to
cover all or a part of the costs of treating municipal wastes and
by user or service charges to cover the full costs of treating in-
dustrial wastes plus the portion of municipal wastes not covered
by federal grants.

4. The user charge to be levied by the authority on industrial
waste dischargers would be set so as to equal the marginal cost
of treating their wastes, plus or minus a fixed charge (unrelated
to the amount of waste generated) depending on whether the
marginal cost charges fall short of or exceed the total cost of the
basin authority.® :

In his proposal, Roberts emphasizes that the marginal cost
pricing scheme will induce industrial firms to reduce the quan-
tities of residuals discharged into the collective treatment system.
He states:

In general, the most efficient cost structure for private
industry service charges would be to charge each firm the
marginal cost of abating its pollution. In this way, pollution
would become a regular cost of production for the firm and
would provide a mechanism for a socially efficient input
choice by individual firms regarding internal process changes.
If the marginal cost of abatement per unit of pollutant were
greater than the cost of an internal process change which
would remove the same amount of pollutant, the firm would
change processes.!?

The State of Maryland has recently enacted a somewhat
similar user charge plan. The Maryland Environmental Service
(MES), a public agency, will plan for, build, and operate all
waste water and solid waste treatment facilities in the state. It

9 See ibid., 1551-1552 for an explanation of the necessity of a fixed fee or two-

part charge schedule.
10 Ibid., 1551.
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will finance these by user charges to industrial and municipal
customers which would be designed to recover total cost. In the
original proposal, the MES was to be the only entity, public or
private, permitted to discharge wastes in any form into the waters
of the state.!

Finally, recent legislation enacted by Vermont employs eco-
nomic incentives to accelerate compliance with the provistons
of state-issued waste discharge licenses.* Temporary effluent
charges are imposed on those whose discharge of waste into streams
exceeds that permitted by the permit which they hold. The charge
ceases once the terms of the license have been met.

To the extent that these plans incorporate one or both of the
features of river basin planning and economic incentives for
waste reduction, they represent a marked improvement over pre-
vailing policies and practices. Nevertheless, several of the pro-
visions of these proposals raise critical and difficult issues
concerning pollution control. In the following sections, we shall
analyze these issues, using the proposals as examples or illustra-
tions. These issues include the scope of the river basin authority
(i.e., the range of decisions over which it is to be given responsi-
bility), its powers and functions, the effects of federal cost-sharing,
and the river basin authority as a political institution.

II1. The Scope of River Basin Authorities

The objective of regional water management is to achieve opti-
mum use of the common property river system in its many
functions. These functions range from recreational services, such
as swimming and fishing, to hydroelectric production, to mu-
nicipal and industrial water supply, to navigation services, to
the absorption and dispersal of wastes. Where competition among
these functions exists —such that utilizing more of one entails
less availability of another — the basin authority should, through

11 Study Commission to Investigate the Problem of Water Pollution Control,
A Program for Water Pollution Control (mimeographed; Annapolis, February,
1967), and Maryland Senate Bill No. 382, which established the Maryland Environ-
mental Service on July 1, 1970. '

12 Vermont Statutes Annotated, Title 10, Chapter 33, Subchapter 1, esp. Section
912a.

68-504 O - 71 -pt. 1 -- 16
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planning and evaluation, allocate the limited services of the water-
course optimally among the alternatives. Although some of
the decisions regarding allocation of the river do not impinge
directly on water quality, they cannot be isolated from water
quality choices because of the interdependence of the entire
river system.

In addition to the interdependencies among uses of the
water resource, there are important interrelationships between
water quality and other economic activities and environmental
conditions in the region. For example, the location of a vegetable
processing plant along a watercourse affects the decisions of the
water quality manager. In turn, the manager should be able to
influence the decision about location. Also, the activities of the
water quality manager in reducing industrial water pollution
cannot be disassociated from the question of the ultimate disposal
of the waste materials generated. Induced reduction of liquid
waste can aggravate a solid waste problem or, through incinera-
tion, lead to increased air pollution. Similarly, policy decisions
regarding air pollution and solid waste disposal will affect water
quality management. The water quality manager should be able
to influence activities which impinge on the services of the water
resource and should be required to respond to the side effects
generated by his decisions.

These considerations suggest the following principles for the
establishment of agencies or authorities for managing environ-
mental quality. First, since air, land, and water-use decisions are
interdependent, responsibility for planning in these areas must
not be fragmented. Even if all environmental policy decisions
are not made by a single regional authority, the institutional
arrangement should require that the side effects of decisions made
by any one unit be recognized and accounted for by it.

Second, the geographical boundaries of the authority’s scope

18 The following illustrate the interdependence and trade-offs among w;'ater-
course uses, and the dangers in a decision-making process which disassociates them
from one another and focuses on only a single use. :

1. Increased use of the stream for waste absorption and dispersal comes at the
expense of swimming, fishing, and other recreational uses;

2. More use of the stream for hydroelectric generation or navigation comes at

" the expense of streamflow regulation for increased waste absorption;

3. Increased investment to control the flood potential of the stream may reduce
its suitability for “wild river” uses.
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must include the river basin, the relevant air-shed, and a meaning-
fully distinct economic region. Because the boundaries of water-
sheds and air-sheds seldom correspond, it is often impossible to
attain this objective. Moreover, the boundary which, through
compromise, is established around a physical system is not likely
to correspond to any existing political jurisdiction or economic
region.

Advocacy of these principles, then, is a counsel of perfection.
Nevertheless, if the interdependencies among the uses of a river
and among the river and other dimensions of the environment
and the economy are ignored, the decision framework itself will
induce resource misallocation and inequity.

In this regard, the Maryland Environmental Service is sig-
nificant. By its very organization, it recognizes the interde-
pendence between water quality and solid waste disposal.
However, as an operating agency, MES has no authority in the
realm of air quality, nor can it make decisions about the allocation
of water among uses. It takes water quality standards as given,
and undertakes treatment to meet the standards. To this extent,
MES lacks the scope necessary for environmental quality decisions
which comprehend all relevant costs and gains.'?

IV. The Powers and Functions of a River Basin Authority

In addition to the question of scope, there. is the important ques-

“tion of the arsenal of weapons to be granted to the river basin
authority. Indeed, the composition of the arsenal is important
even if the responsibility of the river basin authority is limited
to achieving a-.set of exogenously determined water quality
standards.

14 This will, in turn, compound the problem of political structure discussed
below. -

156 While MES recognizes the interdependence between water and air quality, the
other proposals do not. Moreover, the other proposals, like MES, are either silent
on the question of how water quality (and other environmental) goals are deter-
mined, or assume that the goals are determined somewhere else and that the river
basin authority takes them as given. If, however, the river basin authority is de-
nied responsibility for the establishment of goals or for basinwide resource alloca-
tion decisions, one major reason for establishing a regional authority for environ-
mental quality of some kind is essentially negated.
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The following list indicates the range of activities which
can improve water quality. An agency for comprehensive man-
agement of water quality must have available a range of in-
struments which can induce appropriate levels of each of the
activities. While some of these instruments may involve direct
agency investment, others will involve agency actions to induce
altered behavior in the private sector.

1. Production process changes within plants to recycle resid-
uals or reduce residuals generation;

2. Construction and operation of conventional waste treat-
ment facilities at individual outfalls;

3. The discharge of untreated or partially treated effluent
into river stretches with high assimilative capacity;

4. Regional collection and treatment of residuals where
economies of scale in treatment or combination of waste products
result in lower treatment cost;

5. Augmentation of the assimilative capacity of the stream
by regulation of stream-flow or direct treatment of rivers through
oxidation lakes or in-stream aeration devices.

If all of these activities can be affected by the basin author-
ity, it is convenient to think of its task'as determining the optimal
mix of all of the instruments, then inducing private and municipal
dischargers to undertake the optimal amounts of 1, 2, and 3,
while it undertakes the right mix of 4 and 5.

Relative to a basin authority’s possessing a full set of policy
instruments, the agencies implicit in some of the proposals we
have described appear severely restricted. Consider, for example,
the Muskie and Roberts proposals. In both of these proposals,
user charges for collective treatment of wastes would provide a
financial incentive to dischargers to reduce waste outputs. Hence,
both options 1 and 4 are integral components of both proposals.
The agency could also employ option 5, as appropriate. How-
ever, options 2 and 3 are explicitly ruled out. These plans
assume, in effect, that the optimal strategy for the authority would
never include discharges of treated or untreated wastes directly
to the river by firms. That is, they assume that collection and
transport of wastes to the central treatment plant will always be
cheaper than discharging wastes with or without treatment at the
firm and making up for the additional residuals load on the
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stream (if necessary) by increasing the level of treatment of other
wastes at the central facility.*

It is not clear what advantages are alleged to accrue by com-
pletely banning private discharges to the watercourse and requir-
ing use of publicly owned collective treatment facilities. If the
argument rests on economies of scale in treatment, the ban would
be unnecessary. The advantages of economies of scale would be
realized whenever the collective facility could offer to accept a
firm’s wastes at a user charge (cost) lower than the cost to the
firm of individual treatment. When faced with alternatives, the
rational firm will always choose the lower cost alternative.

On the other hand, it may be felt that waste dischargers
would either not respond to effluent charges or would fail to
provide the agreed-upon level of treatment privately. While such
instances may occur, it should be emphasized that public owner-
ship and operation of the treatment facility does not in itself
guarantee ideal performance.!”

Assurance of high standards of performance of either public
or private facilities can only be obtained by providing appropriate
incentives (either positive or negative or both) along with con-
tinual monitoring of performance. It is at this point that an
effluent charge can play a role in the authority’s management
strategy. Since options 2 and 3 are typically part of the least-
cost policy mix, the authority should find some way of inducing
private dischargers to take the appropriate actions. Some com-
bination of user charges (where economies of scale make col-

16 Of the requirement that all firms send their wastes to the collective facility
for treatment, it might be said that “some plants will be asked to spend large
amounts of money [to pay for the public treatment of their wastes] for small or
negligible increases in the usefulness of the stream. ...” See Roberts, op. cit.,
1543. This quotation is taken out of context from a passage in which Roberts
rightly criticizes a policy of requiring uniform percentage treatment of all wastes
at individual outfalls as being inefficient. A ban on private discharges results in
similarly inefficient equal treatment at the collective treatment facility.

17 A recent study by the General Accounting Office has confirmed the widely
held belief that municipal treatment facilities are often operated inefficiently and
remove smaller percentages of wastes than their design capacity. Over half of the
54 plants studied by GAO were providing inadequate treatment. See Need for
Improved Operation and Maintenance of Municipal Waste Treatment Plants
(Report of the Comptroller General of the United States, General Accounting
Office; Washington, D.C.: Government Printing Office, 1970). The reasons for poor
performance include overzealous attempts to hold down plant operating costs, the
difficulty in hiring trained, competent, and motivated operating and supervisory
personnel, and overloading of existing capacity, especially by industrial wastes.
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lective treatment attractive) and effluent charges will provide the
correct incentives to induce optimal private decisions regarding
options 1, 2, and 3.

V. Federal Cost Sharing and Economic Incentives

Federal sharing in the costs of treating domestic and industrial
wastes 1s a significant aspect of present policies on control of
water pollution, and would play an important role in the Muskie,
Roberts, and Proxmire proposals.!® Cost-sharing has effects on
both efficiency and equity which must be considered in the
analysis of policy alternatives.

To achieve economic efficiency in pollution abatement, waste
generators — both domestic ** and industrial — must be required
to bear the full social marginal cost of either the dumping of
effluent (treated or untreated) into a watercourse or the collective
treatment and disposal of wastes. If the federal government bears
a share of the capital or operating costs of treatment facilities,
user charges which reflect the remaining marginal costs will be
inappropriately low. Because of the divergence of user charges
from the marginal social costs of waste treatment, dischargers will
be induced to send excessive quantities of wastes to the facility.
As a consequence, both public investment in treatment facilities
and the total costs of waste disposal (public and private) will be
larger than necessary. Moreover, the extent of excess cost will be
larger the more responsive are dischargers to changes in the user
charges imposed on them.

Cost-sharing arrangements have impacts on equity in addition
to these effects on efficiency or resource allocation. If the federal
government bears a portion of the costs of waste treatment, some
of the financial burden of waste treatment would be shifted from
those who would ultimately have paid full cost user charges to
federal taxpayers. If there were no cost-sharing, the total financial

18 Also the MES proposal explicitly states that one purpose of the service is to
obtain the maximum benefits of federal subsidies for more of Maryland’s industrial
polluters. See 4 Program for Water Pollution Control, op. cit., p. 11.

19 The distinction between industrial wastes is difficult to make and often blurred.
Laundries, restaurants, hotels, hospitals, and even food processers are often con-
nected to municipal collection and treatment systems, and their wastes are usually
included in the domestic category.
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burden would, in all likelihood, be distributed in a regressive
manner. A larger relative burden would be imposed on lower
income groups. This is true of user charges imposed on both
domestic and industrial dischargers. In the former case, treat-
ment costs would be likely to be financed through sales or real
property taxes or through user fees based on water bills.?° All
of these fiscal instruments are seriously regressive. The user
charges imposed on industrial dischargers will tend to be passed
on to consumers of the goods in the form of higher product
prices. Again the general pattern of incidence would tend to be
regressive.

Because of the regressive incidence of user charges, some have
argued for a more equitable distribution of financial burden.
Federal cost-sharing, it is said, would shift the burden of treat-
ment costs from the regressive structure of consumption and state
and local taxation to the more progressive federal income tax
structure. This argument, however, neglects two important qual-
ifications. First, although cost-sharing can change the distribution
of the burden between rich and poor, it also increases the total
burden because of the adverse effects on economic efficiency.
Whatever equity benefits are gained by cost-sharing come at the
expense of higher-than-necessary treatment COSts. Cost-sharing is
apt to be a very expensive way to obtain distributional equity.
Second, in the case of industrial dischargers, the benefits of cost-
sharing may not accrue fully to consumers. Rather, a portion of
the benefits may accrue to the firms and the owners of specialized
factors of production. This is especially likely to be true in the
case of large, multiplant, industrial dischargers selling in imper-
fect markets.?

Clearly, the precise nature of the impacts of cost-sharing on
equity and efficiency depends on the particular program and its

20 Roberts, op. cit., 1548-1549.

21 Another possible defense of federal cost-sharing is that municipalities are
often at the limit of their ability to borrow for new capital projects. Federal cost-
sharing would reduce the burden on the capital resources of the municipality. Like
the equity arguments, this neglects an important qualification. The federal govern-
ment could alleviate the capital burden in several ways — by requiring full repay-
ment (including interest) of any assistance, by guaranteeing municipal bond issues,
or by purchasing municipal bonds either directly or on the open market. All of
these would accomplish the desired capital market effect at less cost to the federal
government and without the elimination of incentives for waste reduction.
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cost-sharing provisions. For example, present federal law author-
izes grants to municipalities to cover up to 55 percent of the con-
struction costs of waste treatment facilities. Projects are eligible
even if a substantial part of their capacity is used to treat indus-
trial wastes. While federal regulations require municipalities
.to establish user charges to recover costs from industrial dis-
chargers connected to the public system, the charges need only
to recover locally-borne costs. As a result, user charges paid by
industrial dischargers have covered as little as 20 percent of the
capital costs of the capacity built to treat their wastes.2?

Because of this arrangement, there has been a serious erosion
of waste reduction incentives to firms connected to federally sup-
ported municipal plants. The resulting excessive waste load . is
bound to entail significantly higher over-all costs of waste treat-
ment. Moreover, because domestic, like industrial, dischargers
“can respond to economic incentives by reducing waste discharges,
the existing cost-sharing arrangement results in excessive domestic
wastes being discharged to the municipal facility.2? Although the
equity effects of the existing arrangement may be favorable, the
extra costs (largely public) for waste treatment facilities appear
to be an inordinately expensive means of achieving a more equi-

- table distribution of income — especially in comparison to direct
income maintenance plans or tax reform.

_ While its costsharing provisions are quite different from
existing legislation, the Proxmire bill would also distort the eco-

nomic incentives which would face municipalities under a system

of full marginal cost charges. Not only would this proposal ex-

22 This assumes a 25 percent grant from the state plus the maximum 55 percent
federal grant.

23 The likely response of domestic dischargers to alterations in treatment charges
is often underestimated. See, for example, Roberts, op. cit., 1553-1554. The trade-off
between solid and liquid wastes inherent in the kitchen garbage disposal implies
substantial potential for response. Similarly, those commercial dischargers enjoy-
ing a domestic classification are likely to possess substantial opportunities for re-
ducing discharges. For instance, if municipal solid waste agencies impose increas-
ingly higher charges on apartment houses and office buildings, while liquid waste
treatment costs are federally supported, the logical response on the part of a build-
ing manager would be to install a shredder in the building and discharge the
shredded material into the sewage system. (We are indebted to Blair T. Bower
for this example)) Finally, it should be noted that, because of the judgmental
nature of classification systems, special treatment of domestic dischargers provides
an incentive for all dischargers to press for changes in the rules of classification
which would improve their chances for receiving a “domestic” classification.
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empt domestic sewage from the national effluent charge, but it
would also provide grants to cities of up to 50 percent of the rev-
enue of the effluent charge for the construction and operation of
waste treatment facilities. With this arrangement, domestic waste
sources would have little incentive to reduce the production of
wastes. Moreover, municipalities would be encouraged to build,
maintain, and operate waste treatment facilities when other op-
tions might be more effective or less costly. Also in this case the
equity effects from cost-sharing do not appear to be favorable.
The source of the revenues is not the progressive federal tax
structure; rather, the revenue to be distributed would come from
a structure of effluent charges on industrial waste sources. These
charges would raise the costs of production in the private sector
and would be passed on to consumers in a pattern similar to
generally regressive excise or sales taxes.

Finally, the Roberts proposal would alter cost-sharing rules
to insure that industrial dischargers bear the full treatment costs
of their wastes, but it would eéxempt domestic dischargers by pro-
viding for federal subsidies equal to the share of capital and
operating costs attributable to domestic wastes treated by collec-
tive facilities. Hence, whereas industrial waste sources would have
the proper incentives to reduce waste output, domestic sources
would be encouraged to discharge wastes to the treatment system
at a higher than optimal rate.

VI. Some Obstacles to Efficient Charge Structures

In our discussion-so far and in the theoretical literature regarding
pricing, it is assumed that the relevant information is readily
available for establishing optimal price structures. Where theoreti-
cal pricing principles are applied to a practical task of establishing
effluent or user charges, however, serious problems can arise.
These problems should not be ignored in the discussion of public
policy. Two questions relating to the feasibility of implementing
an optimal system of user and effluent charges are the setting of
marginal cost prices when cost functions are nonlinear, and the
determination of an efficient price or charge structure in a dynamic
setting with imperfect information.*

24 Another question concerning information is the feasibility of satisfying the
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When treatment cost functions are nonlinear, the marginal
cost of treatment is not constant with respect to the rate of dis-
charge. In this case, it is impossible to calculate a marginal cost
for each firm which is independent of the actions of all other
firms. Every time one firm changes its waste discharge, the incre-
mental cost to the system changes, and every other firm’s charge
schedule must be changed accordingly. The difficulties and un-
certainties this interdependence would impose on decision-makers
and individual firms should not be underestimated.?s Individual
firms could not operate efficiently if confronted by a service charge
schedule which fluctuated over time in response to the level of
discharges of other firms.

In principle, the river basin authority could avoid this prob-
lem. If the authority knew its own marginal cost schedule and
the marginal cost of reducing waste discharges for all firms con-
nected to the system, it could find the least cost pattern of dis-
charges and calculate the set of charges for all firms which would
bring this about. To calculate the optimum in a dynamic world,
however, the authority would have to know how numerous de-
mand and cost functions and technologies in the river basin were
going to shift over time. Satisfying this information requirement
is not feasible. As a consequence, river basin authorities will have
to resort to rules of thumb and approximations in setting user
charges (or effluent charges based on nonlinear damage functions).

The second problem concerns the determination of plant
capacity and effluent charge schedules in the absence of per-
fect information. In order to estimate the optimal size of the
collective treatment plant, the authority needs to know the treat-
ment cost and process change cost functions of all dischargers.
Without this knowledge, the authority is likely to underestimate
or overestimate the amount of wastes to be treated at a given
posted charge schedule. If it underestimates the wastes to be

monitoring and measurement requirements associated with an optimal system of
effluent or user chargers. It is not always recognized that the same technical re-
quirements apply to both effluent and user charges. See, for example, Roberts,
op. cit., 1554~1555. Fortunately the measurement technology is available, and costs
appear small relative to the other costs and benefits associated with water pollution
control.

25 This problem is analogous to the difficulties of imposing effluent charges when
the damage function is nonlinear. See Kneese and Bower, op. cit., pp. 94-96 and
109-112,
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treated, it will be faced with costly additions to a plant already
built; if it overestimates the waste discharges, it will experience
wasteful excess capacity. Similarly, if effluent charges are used
as a means of achieving given standards of water quality, the
authority must know the treatment cost and process change cost
functions of all dischargers in order to determine the appropriate
set of charges. If these private costs are not known by the author-
ity, however, it must proceed by rules of thumb and trial and error
either in setting effluent charges or in investing in treatment plant
capacity. In a world of imperfect information, a policy of effluent
charges appears to have an advantage for public authorities. Errors
in the rules of thumb applied in this case do not involve public
costs sunk in collective treatment facilities which may be either
inadequate or excessive.

VII. The Political Structure of River Basin Authorities

One of the most basic issues regarding the establishment of re-
gional basin authorities relates to their institutional and political
structure. Yet these questions have received scant attention in
either the literature on pollution control or the policy proposals
discussed above. Nevertheless, at least two propositions lurk im-
plicitly in much of the discussion regarding the structure of
regional authorities for environmental management.

First, it is often presumed that river basin authorities should
be federally sponsored and controlled.?® Second, it is suggested
that both municipal and industrial waste sources participate in
the management of the authority. This is referred to as “local
involvement.” 7

We agree that the problem of water pollution is essentially
a federal responsibility. Because of the interstate nature of many
river basins and the desirability of avoiding the use of water qual-
ity standards and user or effluent charge structures in interstate
competition for industry,?® some jurisdiction larger than the in-

28 See, for example, Roberts, op. cit., 1546-1550.

27 This position is taken by Roberts, ibid., 1549-1550. Unfortunately, it is not
clear whether he would have representatives of the public participating in the
management of the authority.

28 See Roger Sherman and Thomas D. Willett, “Regional Development, Exter-
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dividual state is required. The important questions, however,
are not ones of the level at which authority resides or the desira-
bility of “local involvement.” Rather, the fundamental questions
deal with the form of the political structure, the ways in which
political interests gain representation, and the mechanisms by
which political repsonsibility is determined.

The terms “political responsibility” and “representation’™
refer to who makes policy decisions (such as the establishment
of water quality standards) and to whom are they responsible. One
possibility is to set up the river basin authorities as operating
arms of some agency in the executive branch of the federal gov-
ernment.?® The nominal line of responsibility would be up
through the federal bureaucracy. Few propose this arrangement,
and for good reason. A second possibility is to give municipal and
industrial dischargers and other groups representation on a com-
mission or board which establishes policy and directs the activities
of a staff. This approach has been taken in some states.

There are, we suggest, several reasons why a commission so
constituted would be an ineffective instrument for implement-
ing policies on water quality management. On the basis of both
past experience 3 and recent research,® it appears that a public
authority with regional responsibilities for environmental quality
must meet certain minimum requirements, if it is to function
effectively and respond to the needs of the people. First, the mem-
bers of the policymaking body must be directly elected by those
who are affected by the decisions which they make. Second, the
members of the body must represent a wide variety of disparate
interests within geographically defined constituencies. Third, the
body must have policy jurisdiction over a wide range of issues.
* If these conditions are fulfilled, members of the body will be faced

nalities, and Tax-Subsidy Combinations,” National Tax Journal, XXII (June
1969), 291-293, for a discussion of interstate competition in the context of external
costs.

29 For example, MES is an operating agency in the executive branch of the
Maryland state government.

80 See, for example, Paul MacAvoy, ed., The Crisis of the Regulatory Commis-
sions (New York: W. W. Norton, 1970) for an assessment of the regulatory com-
missions and the reasons for the observed shortfall in performance.

31 See Edwin T. Haefele, “Environmental Quality as a Problem of Social Choice”
(paper presented at Resources for the Future Conference, “Research on Environ-
mental Quality: Theoretical and Methodological Studies in the Social Sciences,”
June 18, 1970), '
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with the necessity for taking positions which will assemble a
majority of voters, and they will be motivated to form coalitions
and enter into vote trades on a wide variety of issues in order to
secure passage of those policies which matter most to the voters.
Haefele has shown that the theoretical rationale for representa-
tive democracy requires just this sort of representation, coalition-
forming, and vote-trading.3?

Without question the institutional and political structures of
authorities formed in the mold of the regulatory agencies do not
meet these standards. There is neither direct election of policy-
makers nor are representatives typically chosen from a wide variety
of interests. Because the issues to be decided by regional authori-
ties include many basic social choices about the use of natural
and environmental resources, a great deal of attention must be
given to the devising of an institutional and political structure
which effectively responds to the desires of the people. As Haefele
has stated regarding the management of environmental quality,

Environmental issues . . . are often primarily regional in
nature. There is therefore a need for representational gov-
ernmental structures at the regional level. . . .33

It is when each citizen must resolve, within his own
mind, how he feels about all aspects of the river basin that
choices begin to converge, extreme positions fall, and public
choice becomes realistic. But the citizen, speaking as a whole
man, can do so only if he can vote.?*

32 See Edwin T. Haefele, “A Utility Theory of Representative Government,”
American Economic Review (forthcoming). If these conditions are not met, we
are likely to have a situation which he has characterized as follows:

. . . Most of the choices made consciously by governments are either made by
technicians who try to “balance” the interests of the affected parties or by a
small group of politicians who hide their choices behind a “technical” but
meaningless benefit-cost analysis. We thus have the worst of both worlds —
technical analysis that is debased by political judgments and political deals in
which only a small number and perhaps the wrong people may play. The
criticism needs to be made explicit. I am saying two things about the technical
analysis and two things about the political process. First, the technical analysis
does not cover the full range of technical possibilities, and second, it is tem-
pered by what the technician judges to be political reality. Both are grievous
faults. The political process is faulty because, first, it is conducted by the wrong
people . . . and, second, it is hidden behind technical surveys which purport
to be objective (“Environmental Quality as a Problem of Social Choice,”
op. cit.).

33 Ibid., p. 73.

84 Ibid., p. 45.
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Past experiences with appointive commissions as well as the
findings of recent research do provide some insight and guidance,
but the ultimate solution is not clear. Political scientists and econ-
omists have not reached agreement as to how people should
organize themselves to make optimal collective choices. And the
question of designing economic, political, and legal institutions
for finding agreement on social goals and for carrying out actions
to achieve them has been neglected by researchers in the area
of public policy analysis. However, lack of definitive answers
does not mean that this issue should not be discussed in evaluating
alternative policies for control of water pollution. In fact, we
judge it to be the most fundamental and difficult issue raised in this
essay.

VIII. Toward Reform of Federal Water Pollution Control Policy

The proposals which we have discussed here, through their em-
phasis on a regional approach to water quality and their advocacy
of economic incentives as instruments for securing reduced waste
generation, suggest major revisions in federal policy on pollution
abatement. Although the scope, functions, and political structure
of river basin authorities and the role of federal cost-sharing are
inadequately handled in the specific proposals, the policy strategy
which they represent would be a significant improvement over
the present enforcement-subsidy strategy.

If policy reform does move in the direction suggested by
these proposals, enormous obstacles will be encountered. First,
the optimal political structure for river basin authorities will col-
lide with established political jurisdictions which are quite un-
likely to yield. Hence, even if user charges are adopted, pricing
and investment decisions are likely to continue to be partial and
piecemeal. Decision-makers will be unable to consider the full
range of allocations among uses and interdependencies among
activities, and their jurisdiction will not correspond to the appro-
priate management unit. Moreover, decisions (e.g., on water
quality standards) will continue to be made by administrative or
regulatory agencies and not by open, freely elected political bodies
such as those we have described in section VII. Second, because
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of the greater visibility and effectiveness of effluent and user
charges (relative to the cumbersome and easy-to-subvert enforce-
ment strategy), they will be vigorously opposed by (especially in-
dustrial) waste dischargers.

Presuming the necessity of incremental reform of policies for
national water pollution control, we propose establishment of a
single experimental river basin authority based on the merger
or consolidation of existing agencies responsible for various dimen-
sions of the environment (air, water, land) in a particular region.
The scope of the authority should balance the gains from deci-
sions which encompass the major allocations among uses and
regions and the disadvantages of large size. Its deliberations
should be open and accessible to (and participated in by) the
public.®® The experimental authority should minimize reliance
on legal enforcement and emphasize the use of economic incen-
tives through user and effluent charges.

As a first step, the authority should post a set of effluent
charges varying with the kind of waste being discharged and the
time and place of discharge. The charge structure should reflect
differences in the damage caused and variations in the assimilative
capacity of the watercourse over time and place.’® An estimate
of the “correct” set of charges can be approximated by solving a
computer simulation model of the river basin.8” Experience with
a given set of charges will indicate which charges should be raised
or lowered. The optimal set of charges can be approached fairly
rapidly with this experience.?® The authority should also empower
public utilities, either privately or publicly owned, to offer to
accept and treat wastes from domestic and industrial sources.
These enterprises would post prices based on marginal costs and

35 The Water Use Advisory Committee of the Delaware Estuary Comprehensive
Study may provide a useful model of citizen involvement in decisions concerning
water quality goals, See Federal Water Pollution Control Administration, Delaware
Estuary Comprehensive Study, Preliminary Report and Findings (Philadelphia,
1966), especially Appendices I and II.

36 This assumes that the broad allocational goals have been set and are re-
flected in water quality standards.

37 See Edwin Johnson, “A Study in the Economics of Water Quality Management,”
Water Resources Research, III (2nd Qtr. 1967), 291-305, for an example of such a
simulation. This study is discussed in nontechnical terms in Kneese and Bower,
op. cit., pp. 158-64.

38 See Jerome E. Hass, “Optimal Taxing for the Abatement of Water Pollution,”

Water Resources Research, VI (April 1970), 353-365, for a demonstration of this
assertion.
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build facilities on the basis of the estimated demand for their treat-
ment services. In turn, these enterprises would pay an effluent
charge to the authority to reflect the social cost of their discharge
of treated effluent into the river and to provide a continuing in-
centive for high performance in the operation of the treatment
plants. This charge would be part of the cost of doing business
for the enterprise.3?

We judge that careful evaluation of an experiment with
these characteristics would provide important evidence on the
viability and potential of the comprehensive regional management
framework as a basis for national water pollution control policy.
There is good reason to expect that the effluent charge, the service
charge, and the cost of internally reducing waste discharges by
private treatment or process change, in combination with and
under the umbrella of a politically responsive and representative
regional environmental (or river) authority, would encourage
socially optimal and efficient choices leading to pollution abate-
ment.*0

It should be acknowledged, however, that an experiment such
as we have proposed may fail to yield accurate information on the
effectiveness of this strategy. For example, the operating success
of the authority could be undermined by one or several of the
merged agencies. Similarly, as a new and temporary political
institution, the experimental authority might fail to generate
public participation indicative of that which would be induced
by a permanent national effort. Perhaps most serious, the expected
reductions in waste generation due to the imposition of effluent
and service charges might fail to materialize if the life of the ex-
periment were too short, if there were concerted effort by dis-
chargers to subvert the experiment, or if the probability of this

39 This arrangement would be similar to the Maryland Environmental Service.
The MES takes water quality standards as given and is responsible to another state
agency for providing treatment sufficient to meet these standards. The MES is
basically a public utility agency established to realize economies of scale in col-
lection and waste treatment.

40 As an alternative experimental approach, a single element of water pollution
(such as BOD) might be subjected to a national effluent charge. While such an ex-
periment would yield valuable information on the responsiveness of waste dis-
charges to economic incentives, it would fail to provide evidence on the viability
of the comprehensive regional authority as an institution for environmental man-
agement,
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strategy’s becoming the basis for national policy were judged to
be low by waste dischargers.*!

Although these reservations must be recognized, we would
emphasize that any new strategy for pollution abatement must
begin somewhere and in its early states will be subject to risks,
uncertainties, and subversions similar to those which would affect
the proposed experiment. The advantage of the experiment 1s
that it is likely to yield valuable information regarding both re-
gional authorities for environmental management and the ability
of economic incentives to reduce waste generation at relatively
low cost. If successful, the experimental regional authority would
provide a model for the development of additional agencies in a
full-blown national strategy. If judged to be unsuccessful, the
nation would not be locked into yet another ineffective policy. If
the resolve to reform the existing strategy does exist, an experi-
ment such as the one we have proposed offers substantial advan-
tages. Ultimately, however, it is the existence of the resolve to
reform which is the basic issue.

41 A further difficulty of such an experiment concerns the interregional impacts
due to the potential transfer of economic activity from the region in which the
experiment is located to regions in which user and effluent charges are not imposed.

68-504 O - 71 - pt, 1 -- 17
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Chairman Proxmire. I would like to put this in perspective. Let’s
go back to the President’s State of the Union Message last year,
January 1970, for which I think he deserves great credit in being
the first President to include as a major part of a State of the Union
Message the condition of our environment, He called for an exten-
Sive program to combat pollution, not only water pollution which
you talk about primarily, but air pollution and so forth. And he made
some proposals as to how much this would cost. As I say, the proposals
have been modified. In fact, just yesterday or today, I guess, the ad-
ministration sent up—yesterday—they sent up legislation which would
Increase the cost of the antiwater pollution program.

Now, when we recognize that the purpose of these hearings is to
consider our overall priorities, how we can allocate resources more
wisely and efficiently, how we can economize on what the Federal
Government spends and use it to get the greatest advantage for the
public good, it seems to me you are offering something that is most
useful in two ways. Number one, you make a proposal here which
would greatly reduce the cost of meeting the water pollution prob-
lem. And number two, you provide a different kind of strategy which
would provide a definite discouragement, a clear-cut, economically
determinable discipline on polluters, so that they would have a reason
to cut back on their pollution.

I understand that you have evaluated the cost of the Muskie pro-
posal, which perhaps is the principal proposal of the majority in the
Senate, at least, at about $14 billion over the next 5 years,

Mr. Haveman. That is correct.

Chairman Proxmire. The administration proposal is about $12
billion. And your own proposal that you are making here is around
$4.3 billion.

I think that this seems so convincing to me—it costs less, and it
should be more decisive in reducing pollution, and it has been tried
in Cincinnati, West Germany, and Otsego, Mich., and elsewhere. And
wherever it has been tried, it has been successful. Why is it, in your
judgment, that these experts—and there are some fine experts on the
committees of Congress and the administration—why is it that they
adhere so tenaciously to the standard approach in the light of the
GAO study and in the light of all the other things that you have indi-
cated, which show that the standard approach is failing, it doesn’t
work ? :

Mr. Haveman. It seems to me, Senator Proxmire, that your question
gets to the basic issue of how public policy gets formed in a democracy
like this one. The current strategy has the support of the major pol-
luters—both municipal and industrial polluters. This is so. in part,
because that strategv provides them a sizable subsidy which is paid
by taxpayers generally. These polluters have raised a number of argu-
ments concerning effluent charges as a strategy for water pollution
control. They argue, for example, that the imposition of such a policy
would be punitive, that it would have the effect of punishing the people
who use the environment. In my view, that argument is indefensible.

What an effluent charge strategy does is to treat the environment in
the same way that this Nation treats other resources, like labor.
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It forces businesses to pay for the use of a resource. In that sense an
effluent charge can be treated as a rent on the use of a valuable national
resource.

Another reason that has been suggested by those who oppose an
effluent charge strategy is that if such a strategy were to go into effect,
industrial firms would be confronted with a cash flow problem; that is,
by paying the effluent charges they would be using moneys which they
would otherwise, so they say, be spending for pollution control
equipment.

In my view, that argument too, fails to persuade. If there were a rec-
ord of industry spending large amounts of money on water pollution
control equipment, perhaps then the point would be made. That record
does not exist.

Indeed, I see no reason why they should bring up a cash flow prob-
lem with respect to charges on the use of environmental resources. I
have never heard them bring up the cash flow problem when it comes to
meeting their weekly payroll, or to covering depreciation allowances,
or to paying the rent on the buildings which they occupy.

Chairman Proxmire. In view of the fact that the tax would be im-
posed on all producers of paper, for example, the whole industry
would be hit equally, pretty much—there would be some differences,
depending upon their means of operation, I suppose, but roughly it
would be the same—there would be a tendency, of course, for the
corporation to pass this on to the consumer. And I think that isthe way
it should be. The people who consume a product, a part of the produc-
tion or process which is polluting the water, should be required to
abate that pollution and to provide an incentive for reducing the
pollution.

But isn’t it true that in the relatively short run the burden on the
corporation is a burden on the businessman that would not be excessive,
because he would have to passit on?

Mr. Havemax. I guess I couldn’t have expressed part of the ration-
ale for effluent charges any better than that, Senator. One of the
things that an effluent charge does best is to alter relative prices in
this economy.

It raises the prices of those commodities whose production does
great damage to the environment, and relative to these prices, it would
tend to lower the prices of commodities whose production does not
do damage to the environment.

Now, as to your point concerning the burden of the charge. I think
that you are correct regarding the extent of the burden. An effluent
charge strategy will induce those industries which are either forced
to pay the charge or to undertake treatment or other process changes
to incur costs which they otherwise wouldn’t incur. To the extent
they incur these costs then, and to the extent they are competitive indus-
tries, then the prices of that product will rise. However, two studies
convince me that in most industries the effect of effluent charges on
total cost would be quite small.

Two studies which have dealt with this issue demonstrate that
in the vast bulk of industries the effluent charge costs would be less
than 1 percent of the value of the output of the firms which would
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be paying the user charges, and less than 1 percent of the value added
of these firms.

Chairman Proxmire. You are arguing that instead of spending
$14 billion, as the Muskie plan would propose, we would be spend-
ing $4.3 billion, so it would be less costly, No. 1.

No. 2, I take it you are arguing that there would be less pollution.
The incentive would be clear enough and sharp enough so that there
would be less pollution.

And No. 3, whatever additional cost the Federal Government wasn’t
paying would be passed on to some extent to the consumer, but that
there would be a discipline or a requirement for a more efficient
utilization of resources, and therefore more recycling, and there would
be a tendency, I assume, for the firm to want to increase its profits,
reduce its cost, and cut its effluent tax by reducing its pollution and
by engaging in more research which would permit it to recycle its
wastes. .

Mr. Haveman. Yes.

A couple of points on that ; while the budgetary figures which I cite
pertain only to the Federal budget impact of the two strategies, it
should be remembered that in the effluent charge strategy what is
taking place is that business firms are being induced through economic
incentives to undertake certain expenditures themselves which they
wouldn’t otherwise undertake.

These would also entail national resource costs.

The point, however, is that with the current strategy, this Nation
has adopted the position that there should be uniform secondary waste
treatment at outfalls. That is a very, very expensive way of obtaining
reduced discharges into rivers. What the effluent charge does is to
leave the decision concerning how to reduce waste to the individual
discharger.

Several studies have shown that if firms are induced to undertake
internal production process changes, they could reduce waste dis-
charges by a very great amount at very low cost. In fact, there is a
prominent industrial engineer who, I believe, is now an Assistant
Secretary of Commerce who has argued that industrial polluters can
gain substantial reductions in waste discharges through changing the
kinds of inputs they use, the kinds of production technologies they
use, and by undertaking very simple and elementary kinds of efforts
to keep discharges from entering directly into rivers, at a very, verv
low cost.

As a matter of fact, he used the phrase “almost zero.”

Chairman Prox»ire. My time is up.

Congressman Conable.

Representative Conaprk. Thank you, Mr. Chairman.

Professor Haveman, you have given us a very persuasive prepared
statement here, and I think it is the sort of thing that ought to be
called to the public’s attention more often.

I think the thing we have to be careful about here is in assuming
that there is some magic in this proposal. The fact is that the cost is
probably going to be as great to the public whether it is paid in in-
creased prices, by the consumers, or whether it is paid through taxes.

I agree with you that this is a much more sensible way to go about
it, because it involves industries themselves in the problem-solving
process by giving them an economic incentive to do so.
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However, their additional costs are going to be passed on almost
entirely to the public ultimately ; are they not ?

Mr. Havesmax. That is correct.

Representative ConasLe. We have to be careful about assuming that
Government has some magic wand that it can wave over a problem,
like the problem of environmental contamination, and make it go
away without an{ cost to the public. Really, the Government ulti-
mately is incapable of providing any service without some cost to one
or another class of the public, whether it be taxpayer or consumer;
isn’t that right ?

Mr. Havesman. That is correct.

Representative ConapLE. The great value of this lies in the increased
efficiency that is involved in getting the industrial community through
a process of economic incentive into the problem-solving process; isn’t
that correct?

Mr. Havemaw. I wouldn’t disagree at all with that interpretation.

Let me give one caveat to it. OK'?

Representative CoNaBLE. Yes.

Mr. Haveman. In my view the basic argument in favor of the efflu-
ent charges, Congressman, has to do with the total cost of gaining a
reduction in waste discharges. Now, that is a kind of tricky point. Let
me try to express it. :

Our current strategy adopts the proposition that we should have
uniform secondary treatment at waste outfalls. What does this mean?
This means that we will be subsidizing the building of treatment plants
at outfalls to treat the wastes after they have been generated. That is
one way of reducing harmful effect of the waste discharge. You let
the wastes be produced, and then you try to clean them up.

‘What the effiuent charge strategy does is something quite different.
It says to the polluter, OK, we are going to impose a charge on you
if you dump wastes into the river.

Now, you look around for the cheapest way that you can to reduce
waste discharges.

In nearly all cases that I have had opportunity to look at, the
alternatives available to business for reducing waste discharges are far
cheaper than building a secondary treatment plant. In fact, a good
estimate of the difference in total cost of reducing discharges is about
two to one, that is, it would cost twice as much to reduce waste dis-
charges by X amount if one is going to do it by constructing waste
treatment plants at all outfalls than it would if one allows businesses
to choose their own most efficient, effective and low-cost means of cut-
ting back on the waste discharges.

So even though there is——

Representative CoxasLe. Not allowing them to do it, but requiring
them to do it ?

Mr. Haveman. Giving them an incentive to do it through the im-
position of effluent charges.

Representative ConaBLe. There is one thing that bothers me about
this, and I wish you would elaborate on it a little more.

What mechanism do you use to establish the user charge? This mech-
anism is, of course, terribly important, because you are affecting the
price of the goods or services that industry provides.
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As Senator Proxmire pointed out, these user charges are likely to
apply across the board to industries ultimately, anyway. There may be
some that are located on streams that havea bigger problem than those
that have already made major pollution abatement investments because
they are located elsewhere. But you are going to have to make some
analysis of the social utility of that particular consumer product or
service, since you are affecting the price.

You are going to have to strike a balance in the process of establish-
ing user charges, are you not ?

‘And therefore, user charges become a rather delicate modification of
the market-oriented mechanism that we now use. I am not arguing
against you, I am just saying : How do you achieve this so that it will
be fairly done?

; ]I}Ir. Haveman. My own preferences on how to proceed on this are as
ollows:

The first order of business is the establishment of a minimum na-
tionwide effluent charge through passage of Federal legislation. This
would be an effluent charge which is likely to be insufficient for many
waste discharges and many river basins. But it will provide some in-
gentive for waste dischargers to begin looking for ways of cutting

own.

I would suggest a charge of 10 cents per pound of biochemical oxy-
gen demand as a national charge.

The second order of business is to proceed very rapidly in establish-
ing regional water management authorities. These would be agencies
which would be governed by elected residents of the region. Such
authorities would have the responsibility for monitoring waste dis-
charges in their regions, setting river quality standards in their regions,
and working from the base of the national effluent charge so as to
modify it appropriately to the conditions in the river basin in which
they are located.

Now, let me make one final point. The difficulty in establishing ap-
propriate effluent charges on polluters is, as you say, a tough problem.
But it is no tougher than going around and trying to set effluent
standards on each outfall in this country.

And as I now see the legislation being currently proposed, Con-
gressman, that is the direction we are going. We are going from a
water quality standard approach to an effluent standard approach.
This latter approach will require bargaining and negotiation with each
of the 40,000 major outfalls in this country, and imposing standards
on each of them,

My argument is that that is an administrative nightmare relative
to the imposition of an effluent charge strategy.

Representative ConasrLe. There is a certain amount of trade-off
between water pollution and air pollution, is there not? You are going
to have to try to tie it in with air pollution standards, are you not, in
order to avoid having industries simply shift the type of pollution they
are creating, again, in effect, continuing a socially undesirable practice
in simply a different medium ?

Mr. Havemax. That is right. And the environmental authorities
that I just mentioned should have jurisdiction over all of the environ-
mental media, that is, they should be able to impose charges on and to
monitor the use of all the media.
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I would go on to say that one of the weaknesses of the current
national approach to pollution is unfortunate, because we approach
it on a piecemeal basis. We say, OK, now, let us look at water pollu-
tion. And we pass a water pollution bill.

And we say, Now let’s look at air pollution. And we pass an air
pollution bill.

And as you correctly point out, they are interdependent. It is a
comprehensive problem.

Representative ConabrLe. Thank you.

Thank you, Mr. Chairman.

Chairman Proxmire. Would you explain brieﬂgy, Professor Have-
man, what the basis of the effluent tax would be? You talked about
the oxygen exhausting measure. How scientifically sure is that? Is
it reliable ? Can it be determined without question?

Mr. Haveman. The primary characteristic of wastes which get
discharged into rivers has to do with their oxygen-consuming char-
acteristics. And the way this is measured is in terms of biochemical
oxygen demand. That is a measurable concept. One can take a sample
of waste from an outfall, and by applying a monitoring instrument
to it, can determine what the blochemical oxygen demand is.

However, there are other characteristics of waste which also harm
rivers, for example, suspended particulates, which do not necessarily
eat oxygen, but nevertheless pollute water. Suspended particulates
can also be measured relatively easily.

The third kind of pollution which is increasingly serious is thermal
pollution; namely, the discharge of very highly heated waters into
rivers. This, too, is easily measured with a thermometer.

Chairman ProxMIRE. At any rate, you think that these would be
easily classified so that you would be able to apply a tax on the basis
of this, and that in fact this has been done in a number of juris-
dictions without serious dispute ; is that right?

Mr. Haveman. That is correct.

Let me make one point prior to addressing that question directly.

An optimal effluent charge strategy, Senator, would involve placing
different charges on these various characteristics of wastes. )

For example, you might want to have a 10-cents-per-pound bio-
chemical oxygen demand charge, let us say a 214 cents per million
B.t.u.’s for thermal pollution, and let’s say a 3-cents-per-pound charge
imposed on suspended solids. What I am saying then is that one has
to figure out what the composition of the wastes are in an outfall
and make the charge in accordance with the composition.

The question you are really getting at, I think, is whether or not
we can really measure this stuff. And the answer to that question 1s
that we now do have the technology which would allow us to monitor
continuously the waste discharges from outfalls at relatively low cost.

For example, the cost of putting a device on the end of an outfall
to measure BOD is something on the order of $5,000 to $10,000.

Chairman Proxyire. Looping a system or recycling, of course, 1S
something that has high national priority. There has been a lot of talk
about it. What kind of progress have we been making on this?

And would you compare your approach, your suggestion of an
effluent tax, with the stategy that the administration and Senator
Muskie and others have proposed ?
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Mr. Havemax. I guess one of the most disturbing things about this
Nation’s effort to improve environmental quality has been the progress
we have made on recycling, We have made very little progress.

Now that, of course, prompts the question: Why has it been low?

Well, the first reason that it has been low, it seems to me, is that
there is no incentive now for waste dischargers to undertake the kind
of R. & D. expenses which would lead them to technologies which
would allow them to recycle wastes back into the production process.

At the current time industries are being subsidized. When they
generate wastes under an effluent charge strategy, they would be forced
to pay a charge based on the waste they generate. And that charge
would induce research and development activities.

One of the important points to be emphasized concerns the implicit
incentives in our economic system against recycling of wastes. Tet me
give you an example which deals with the recycling of scrap steel.

On the face of it one would think that the recycling of serap metal
back into the form of usable metal would be a prime place for recycling.
Yet we have been notoriously unsuccessful in doing that. Let me
suggest two reasons why this is so.

In the first place, we have a 15-percent mining depletion allowance.
That artificially increases the cost of using scrap metal to make new
metal relative to the cost of mining new ore and making the metal out
of it. That is to say, the 15 percent mining depreciation allowance is
a substantial disincentive to recycling wastes which is built into the
current system.

A second instance, it seems to me, is even more blatant. At the cur-
rent time the ICC sets freight tariffs on the transportation of iron ore
and scrap metal. And per ton of freight they impose a tariff which is
higher on scrap metal than thev do on raw ore.

Now, what does this do? This, too, imposes a disincentive for recycl-
ing, because it means that those people who want to recycle and use
scrap iron have got to pay because of ICC regulations a higher freight
rate for transporting scrap metal than they do for transporting raw
iron ore.

Chairman Proxmire. In your prepared statement you refer to the
successful experience which the city of Cincinnati has had with a
system of charges levied on industrial waste.

Can you give us other specific examples of the use of such charges?
Has Cincinnati’s success been equaled elsewhere ?

Mr. Havemax. The Cincinnati success, Senator, is probably the most
dramatic. However, there have also been reported results from impos-
ing sewer charges on industrial polluters in the city of Otsego, Mich.
That has been a great success story, perhaps, as you know.

I believe the city in Missouri that has done the same thing is Spring-
field. And that, too, has induced a major decrease in base discharge of
industrial polluters. .

Perhaps the other major source of information on the incentive
effect of effluent charges comes from the experience of the Ruhr area
in Germany, in which they have now had several years of experience
with effluent charges. People who have observed the use of charges
there are convinced of the powerfulness of the incentive implicit in
them for the reduction of waste discharges by polluters.
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Chairman Proxmire. Can you explain a little more precisely what
the major alternatives to discharge of industrial waste are into water-
ways? Do we have existing technology available for handling major
categories of wastes in other ways? Do some of the alternative ways
of treating industrial waste merely substitute air pollution for water
pollution ?

Mr. Haveman. Essentially, Mr. Chairman, there are three ways of
handling the waste discharge problem.

The first way is the one we have been talking about, namely, giving
an incentive to dischargers to cast about for other ways of reducing
their generation of waste discharge.

The second way is to allow them to generate the waste and then
to try to clean up after them. And that cleanup is provided through
the construction of waste treatment facilities.

And then there is a third way. And that is the way of inducing
changes in internal production processes, in the composition of the
inputs used in production processes, and in inducing very elementary
kinds of activities to reduce the harmful effects of wastes before they
are dropped into rivers.

In my view the technologies for doing this latter, namely, tech-
niques for reducing wastes internal to the plant production process
are available. And as I have indicated earlier, on the basis of work
done by industrial engineers, those alternatives are there at very low
cost, especially relative to the construction of waste treatment plants.

Chairman {DROXMIRE. As you know, Professor Haveman, at 11
o’clock the committee intends to place a call to the Labor Department
to get an interpretation of the latest statistics.

But before we do that, I do want to call on Senator Miller. He has
a question he would like to ask.

Senator MiLLEr. Thank you, Mr. Chairman.

Professor, I would like to make sure I know what you are advocat-
ing here. Now, there are some proposals that a factory, for example,
would have to pay a certain amount of money into a local waste is-
posal treatment plant in proportion to the amount of waste that is
treated there. That is one approach.

There is another proposal, and that is to go beyond that, that 1s
to impose some kind of effluent tax, which might well go even beyond
the requirements for that local treatment plant operation. Are you in
that latter category?

Mr. Havemax. Yes, I am, and with both feet. I have no objection
to—and as a matter of fact, I think there are substantial merits in—
the notion of going toward collective treatment facilities. For a large
metropolitan area, a collective treatmént plant may well have sub-
stantial economies of scale. And these should be exploited. Municipal
or domestic waste discharges could link up with it if they desired.
In that case, in my view, the charges which should be imposed on the
waste discharger should be the total cost attributable to them in the
treatment of such wastes.

Senator MiLLer. What is in the first category ¢

Mr. Havemax, So far I am in category 1. i

Now, the primary problem, Senator, is that most industrial waste
dischargers are not located so that they have access to major municipal
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waste treatment facilities. They are located on river banks, and they
dump into riverbeds. For these firms it will be very costly to tie into
central collective facilities. They are going to have to pipe these wastes
- many miles to get them there. ) .

A better alternative, in my view, in these cases of industrial pol-
luters, is to view their use of the watercourse in the same way that you
and I view the use of labor or capital. That is, when they use labor or
capital, we say to them, OK, you have used that resource, and now you
pay the cost of using it. )

I would say the same thing with respect to environmental resource
services. These services are just like other productive resources in this
economy. When an industrial polluter makes use of them, I see abso-
lutely no reason why that industrial polluter should not pay the cost of
using those resources in the same way that we, through our economic
system, require them to pay for the cost of other resources.

Senator MiLLer. Let me get the point clarified. Let’s say you have on
the riverbank a factory of the kind you are talking about. Let’s say I
have a factory over here that I can tie into a local municipal treatment
plant. Are you going to treat us both alike ?

Mr. Haveman. I would have a national effluent charge. That means
that if your plant, which is located in the city, can more cheaply have
its wastes treated by the municipal plant, that firm will naturally take
advantage of that option, and it will pay the sewer or user charges for
having its wastes treated in that facility.

Indeed, one of the incentives for inducing your plant to tie up with
a municipality is the fact that if it didn’t tie up and wanted to use the
river, it would have to confront that nationwide effluent charge.

Senator MiLLEr. I am not necessarily talking about your plant on
the river going scot free, I am just thinking that if I happen to locate
In an area where I can tie into 4 municipal plant, I don’t think I ought
to have to pay any more than my prorated cost of that plant.

Mr. Haveman. I would not disagree with that. And no effluens
charge proposal that I am familiar with, including the one I have
pfoposed today, would force that additional charge on an industris
plant.

Senator MitLer. That is what I wanted to bring out. Thank you
very much.

Mr. Havemax. Can I make one additional comment on that?

It seems to me that if we do proceed as you suggest, we have got to
be l\lrery careful that we impose the full cost of treatment, on industrial
poliuters.

Senator MiLLer. When you say the full cost, you mean the full pro-
rated cost?

Mr. Havemaw. That is right.

Heretofore we have had a situation in which the user charges im-
posed on industrial polluters which are connected to municipal waste
treatment facilities have been somewhere on the order of 20 percent
of their full prorated cost. And that is an enormous subsidy provided
to industrial polluters in this country.

Chairman Proxmire. Professor Haveman, thank you very, very
much. Your testimony has been most useful.

And as you already know, T intend to press hard for this effluent
tax approach when the appropriate bill comes before the Senate.
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Mr. Havemax. Thank you, sir.

Chairman Proxaire. Our next witness is a most distinguised
American. The Federal Government’s need for wise counsel on how
to proceed to bring about a greater balance in the allocation of its
resources is nothing short of desperate, as I said in my opening state-
ment. So we are fortunate to have as our witness this morning just
such a person, a wise counsel.

Ralph Nader has done so much in the public interest over the past
several years that it is frankly embarrassing to some of us elected
representatives. His accomplishments in the areas of auto safety, con-
sumer protection, tax matters, and environmental controls are literally
too numerous to list at this time. The Nation, in my judgment, 1s
deeply indebted to this man, and even the corporate sector and the
governmental agencies he has criticized are better off for having been
made aware of their shortcomings. Mr. Nader, you may procee with
your prepared statement in any way you wish.

It is an unusually fine prepared statement, Mr. Nader. But I do
wish we could get these in, in advance. Our questions would be less
unintelligent if we had these 24 hours ahead.

STATEMENT OF RALPH NADER, ATTORNEY AT LAW AND
CONSUMER ADVOCATE, WASHINGTON, D.C.

Mr. Naper. Thank you, Senator.

Mr. Chairman, distinguished members of the Subcommittee on Pri-
orities and Economy in Government, thank you for the invitation to
comment on corporate sector influences on the allocation of resources.

In any inquiry as to how our society can use more efficiently and
justly ifs wealth, one must marvel at how little thought has been
directed toward reassessing the distortions, wastes, and economic de-
preciations of the citizen’s dollar in the marketplace and the unjusti-
fied transfer of the citizen’s taxes into private corporate coffers. The
overly simple and frequently diversionary response to a particular
declaration of public need is that more taxes are required. It is time to
have the tools of modern economics and the data gathering functions
of Government apply themselves to corporate sector impact on the de-
clining quality of the dollar in its various uses.

I think, Mr. Chairman, in your interest in the statistical-collecting
activities of the Federal Government, you have commented on the
overwhelming emphasis on aggregate statistics and the need to become
far more qualitatively oriented and more selectively oriented in terms
of just what does another 10-percent increment in gross national prod-
uct really mean for the well-being of citizens. It is quite obvious that
aggregate statistics can hide a lot of waste and a lot of water, or it can
hide, by the same token, a higher quality of medical care, or a higher
nutritional value of food. And my emphasis this morning is on the
qualitative analysis, so that we don’t console ourselves with mere
growth of aggregate figures, and we begin to focus on just what these
figures mean 1n personal and human terms.

I would like to suggest, in the briefest of form, some guiding frame-
works for inquiry with a few of many possible illustrations for each
framework. I believe this framework has the analytic utility to its
categories which compel a facing of reality and/or the asking of im-
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portant questions. Empirically these categories do overlap—a problem
1n measurement that could be overcome with little difficulty. The perti-
nent point now is in the recognition of a necessary framework that
avoids the myths and spasmodic reactions that substitute faith for
propositions to be examined.

There are six discernible subeconomies of consumer-taxpayer
exploitation—(1) the involuntary subeconomy; (2) the transfer sub-
economy; (3) the controlled market subeconomy ; (4) the compulsory
consumption subeconomy; (5) the corporate socialism subeconomy,
and (6) the expendable subeconomy. Each of these subeconomies
avoidably wastes the consumer-taxpayer’s dollar or prevents the use
of this dollar in ways that should be the right of all citizens.

I would like to go through briefly each one of these subeconomies
to evaluate what I mean. The characterizations are my own here,
There is a great deal of work to be done in refining each category,
but I think the line of inquiry is a useful one for the committee to
consider.,

(1) The involuntary subeconomy can be defined as the infliction
of involuntary expenditures which the consumer would not have in-
curred or been willing to incur except for unjust and/or preventable
impositions. Fragile, withdrawn, ornamental bumpers on automobiles
generate about $2 billion a year of involuntary expenditures arising
from easily preventable damages to these vehicles from collisions
under 10 miles per hour. The multibillion dollar accident-injury in-
dustry, composed of such services as insurance, medical, legal, and
repair services, may perform needed functions but such expenditures
should not have to be made. Our Nation’s declared po icy, quite
apart from its actual priorities, is to encourage the conditions that
would send this industry into an accelerated pace of shrinkage.
Shoddy consumer products generally which induce secondary con-
sumer expenditures—ranging from adulterated (fat, water) food
products to deceptively described items (many patent medicines and
mouthwashes) feed such involuntary consumer expenditures. Note
should be taken here for distinguishing between expenditures which
no consumer would make with matters of taste. Matters of taste are
not included in this category; if a consumer wishes to buy a purple
colored toy wagon with cookie-type wheels, that is a matfer of taste.
What is an involuntary expenditure is the expenditure which the
consumer would not out of his or her volition make if priorities—for
example, safety, nonfaking of product value—were pursued.

(2) The transfer subeconomy covers the price of a flow of goods or
services down the hierarchy of the production to market flow to the
ultimate consumer. To the extent that bargaining power, level of
awareness, and alternative options (such as litigation, government
standards, etc.) are weak, the ease of transferring costs from one level
to another (raw materials to fabrication to manufacturer to whole-
saler to retailer and intermediate transfers points such as transport
and insurance) is increased. The reverse is also true; the stronger the
response capability at each level back from the ultimate consumer the
greater the difficulty in transferring costs and the more incentive for
efficiency. For example, the mass transfer of epidemic pilferage costs
in some sectors of the economy illustrates the transfer subeconomy in
fluid action. The mass pilferage, for example, at the ports of call in
this country amounts to hundreds of millions of dollars annually. And -
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because of the fact that the cost doesn’t rest on the owners of the
ships, and because it is integrated in a transfer type system of insur-
ance premiums, there has been little done about it in terms of private
sector reaction.

The Civil Aeronautics Board’s approval last year of the airlines’
rounding off their tickets to the next highest dollar, allegedly for pas-
senger convenience (and a projected $50 million a year for the airlines
until revised months later), was easily incorporated in the transfer
subeconomy. There were no objections. The diffused nature of the cost
transfer was such that no one firm and no one individual was afflicted
with a sufficient cost to make it worth their while to system-
atically object. There are just loads of costs which blend into overall
costs and flow through the transfer in unitemized luxury. Railroad
and trucking rate conferences propose their rate increases to the com-
pliant ICC and the large supermarket and other retail chains pas-
sively transfer the costs to the consumer with only the rarest of formal
opposition to such freight rate increases. I think the first opposition
by a supermarket chain was 2 years ago before the ICC. The in-
surance industry, with its historic neglect of loss prevention priori-
ties—excepting recent focus on useless%umpers—has classically trans-
ferred avoidable costs to the passive and unorganized policyholder.

(83) The controlled market subeconomy includes antitrust violations
such as price-fixing, product-fixing (colluding to keep the polluting
internal combustion engine as is), tying arrangements, shared monop-
olies, and many other aspects of the closed enterprise system. It also
includes other barriers to entry such as misadministered occupational
licenses, labor monopolies, oil import quotas, production limitations,
and other restrictions on the market that blatantly serve special eco-
nomic interests to the detriment of consumers and workers. This sub-
economy extends to the nonprice or nonquality or nonquantity com-
petition with inordinate market distortions of value competition.
Merchandising gimmickry which avoids competition, over-values, and
packs games of chance, trading stamps, coupons, and enormous ex-
penditures on inculcating brand name 1dentification have seriously er-
rosive effects on the quality of competition. The corporate manipula-
tion of zoning to artifically restrict or unrestrict the sale or use of land
is another often abused characteristic of a corporate-induced control—
this time of a public mechanism originally designed for democratic
control of certain land uses.

(4) The corporate socialism subeconomy is of enormous magnitude
and can be described as the use of government power to either transfer
public funds to unjustified corporate control or use or the withholding
of proper payments or obligations from government. For example,
the massive underpayment of local property takes by large property
owners, such as oil and gas companies, timber companies, and large
owners of commercial and industrial real estate, is an enormous drain
on municipalities who are desperately in need of revenues for schools
and transportation and other needs that often simply evoke the re-
sponse, “well, we need to add more taxes,” instead of asking the ques-
tions, how about the taxes that already should be collected that are not
collected, or how about the studies in the property tax ‘area that esti-
mate that there is about $6 billion a year lost by underpayment of
property taxes.
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Chairman Prox»ire. Did you say property taxes?

Mz, Naper. Property taxes.

Chairman Prox»ire. That is an unusual study. We have concen-
trated so much on Federal income taxes, But you are talking about
local property taxes?

Mr. Naper. Yes. For example, we have a study on the oil and gas
taxation in the Permian Basin in West Texas, where, according to
existing ratios, not any ideal ratios, but existing ratios and standards
that the small owner has to adhere to, the industry was paying at the
most 40 to 50 percent of what they should be paying.

Chairman Proxmire. And the figure you estimate is $6 billion ?

Mr. NADER. $6 to $7 billion.

Chairman Proxumire. $6 to $7? I beg your pardon.

Mr. NapEr. $6 to $7 billion nationally.

The tax system with its glaring privileges is a many-faceted indirect
subsidy for corporate and other special economic interest groups of
considerable wealth. The concept of “tax expenditure” needs to be-
come more of a household word to focus public concern and action on
this indirect subsidy system with its lack of annual congressional re-
view and deep inequities.

Every time the Congress or the Treasury by administrative action
develops a tax privilege, or what is commonly called a loophole, that
in effect is a tax expenditure. It is in effect the subsidy of the Federal
Gove;,irnment to the particular individual or group that is receiving this
benefit.

It is essential in the determination of national priorities that the
Congress and the American public be informed of expenditures made
through our tax system. These tax expenditures amount to roughly $40
billion a year and often overlap in function with current or proposed
direct expenditures. The annual publication of a tax expenditure
budget has met with bipartisan support, as is appropriate for such an
important tool of priority analysis. Senators Javits and Percy of this
committee have sponsored legislation to institute a tax expenditure
analysis as a part of the annual budget report. I believe there has only
been one disclosure of the tax expenditure budget, largely inspired by
Assistant Secretary Surrey in the latter years of his administration
during the late sixties.

Chairman Proxire. I just received one this morning—TI read it this
morning, I received it the day before yesterday.

Mr. Napgr. Fine. That is encouraging.

Senator MiLLer. I might point out that T am also a sponsor of that
same bill.

Mr. Naper. Senator Chiles has introduced a similar bill, and Chair-
man Mills long ago urged more careful accounting of back-door
spending through the tax system.

Thave two inserts here which T will submit for the record, with your
permission, Mr. Chairman.

(The inserts follow:)

[From the Congressional Record, May 11, 1971]

By Mr. Javits (for himself and Mr. Percy) :

S. 1830. A bill to amend the Budget and Accounting Act, 1921, to require that
the budget contain information with respect to revenue losses incurred and in-
direct expenditures made through the Federal tax system. Referred to the Com-
mittee on Government Operations.
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Mr. JaviTs. Mr. President, on behalf of myself and the Senator from Illinois
(Mr. Percy), I send to the desk for appropriate reference, a bill to amend the
Budget and Accounting Act of 1921, for referral to the Committee on Govern-
ment Operations. .

This bill will require the budget to furnish detailed information about revenue
losses, which we estimate this year at $40 billion, through a variety of special
tax provisions. It does not mean there is anything wrong with these losses. We
may very well choose to carry them on. But, by providing that the public shall
know about them and we shall know about them, at least, they will not be buried
in a mass of data but will stand out so that we will be able to grasp what they
mean. This bill will require the budget to furnish detailed information about
these revenue losses.

The bill requires the budget to contain estimates of the losses in revenues from
special Federal tax provisions both: First, on a provision-by-provision basis;
and second, by budget function. A provision-by-provision accounting will provide
information on the revenue loss caused by each section of the tax code which
grants special or preferential treatment. An accounting by budget function will
relate revenue losses to the various purposes, such as national defense or health,
which the special tax provisions are designed to serve. The latter type of in-
formation was provided in the 1968 annual report of the Secretary of the Treasury
and also in the statement of Assistant Secretary Weidenbaum before the Sub-
committee on Economy in Government of the Joint Economic Committee on
June 2, 1970. I ask unanimous consent that the relevant portion of Mr. Weiden-
baum’s statement be printed in the Record for illustrative purposes at the
conclusion of my remarks.

The PRESIDING OFFICER (Mr. Weicker). Without objection it is so ordered.

(See exhibit 1.)

Mr. JAVITS. Mr. President, it is my firm conviction that the information re-
quested by this bill will be of inestimable value to the administration, the Con-
gress, and the general public, in establishing Federal tax policies and Govern-
ment spending priorities.

Publication of these estimates will call attention to the cost to the Treasury of
the various Federal tax preferences and will provide clearer insight into the
overall allocation of public resources. These estimates must be available so that
the public may become more fully informed as to these matters, which bear so
importantly upon proposals affecting the tax laws and the spending of the
revenues.

Information on the revenue costs of the separate tax preference items on a
provision-by-provision basis will obviously be helpful as an analytical and eval-
uative tool in the continuing struggle for tax reform, Such information will as-
sist us in shaping a tax structure which is both economically rational and fair to
all taxpayers.

Relating the revenue losses to budget outlays on a category basis will illustrate
the total Government support provided to each budget function or program, by
giving recognition to indirect expenditures made through the tax system in the
form of special tax relief. We will thus have fuller knowledge and understand-
ing of the true allocation of public resources. Such an understanding is crucial
to both the determination of sensible outlay priorities and the evaluation of
specific spending proposals.

Mr. President, let me repeat, we are not seeking in any implicit or indirect
way to go after any particular tax preference or any particular loss of revenue
under the special Federal tax provisions but we feel the time has come to know
what they amount to and also how they relate as an indirect expenditure to each
particular function set up in the budget.

We hope very much that we shall have early consideration of this matter,
what we consider to be a highly desirable reform by the Committee on Govern-
ment Operations on which the Senator from Illinois (Mr. Percy) and I both
serve, as well as by the Senate.

I ask unanimous consent to have the text of the bill printed in the Record.

There being no objection, the bill was ordered to be printed in the Record,
as follows:

s. 1830

A bill to amend the Budget and Accounting Act, 1921, to require that the budget contaln
information with respect to revenue losses incurred and indirect expenditures made
through the Federal tax system

Be it enacted by the Senate and House of Representatives of the United States
of America in Congress assembled, That section 201 of the Budget and Account-
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ing Act, 1921, as amended (31 U.S.C. 11), is amended by adding new clauses (13)
and (14) to subsection (a) as follows:

“(18) estimates of the losses in revenues for the last completed fiscal year, the
fiscal year in progress, and the ensuing fiscal year which result—

“(a) under the provisions of the Federal income tax laws which cause the in-
come tax bases to deviate from widely accepted definitions of income and stand-
grds of business accounting by prescribing or allowing (i) exclusion of certain
items from gross income, (ii) deductions from income, (iii) credits against tax,
(iv) deferral of the imposition of tax, (v) preferential rates for certain classes
of income, or (vi) exemption of certain persons from tax, or

“(b) under other Federal tax provisions which grant special or preferential
treatment of a similar nature;

“(14) estimates of the indirect expenditures made or to be made by the Gov-
ernment through the application and operation of the Federal tax laws during
the most recent fiscal year, the fiscal year in progress, and the ensuing fises?
year, which estimates shall be based on the estimates of revenue losses describe:
in clause (13) and shall be related, insofar as possible, to the expenditures de-
scribed in clauses (5), (7),and (8).”

ExHIBIT 1
APPENDIX B
EXPLANATION OF TAX AIDS

An important recent development in the effort to make the Federal budget a
more useful tool of economic policy has been an increasing awareness of the

host of special deductions, credits, exclusions, exemptions, and preferential rates
designed to achieve various social and economic objectives. It has been recog-
nized that these selective reductions in tax liabilities have the same fiscal im-
pact on the budget surplus or deficit as direct increases in expenditures. In this
context they have been termed “tax expenditures.” A more appropriate term
might be “tax aids.”

In the broadest sense a tax can be defined as any indentifiable reduction in
tax liability by an individual or business compared to a tax base totally devoid of
any reduction from income or distinction of treatment of different kinds of in-
come. Such a definition of tax expenditures would include differences in tax
liability because the individual was married or single, old or young, healthy or
disabled, lived at home or abroad, was charitable or uncharitable, was a home-
owner or renter, etc.

But to group together without distinction all deviations from a theoretically
neutral tax system would be hopelessly cumbersome and reduce the usefulness

spending category those tax aids intended to encourage private action to re-
solve various social and economic problems or to give fiscal relief to those who
might receive an inadequate share of current productive resources under a
completely neutral tax system. In most cases these tax aids are clearly an al-
ternative to an equivalent increase in Federal expenditures that would other-
wise be required. :

The first compilation of tax aids under this approach was published in the
1868 Annual Report of the Secretary of the Treasury. This compilation helped
create public discussion and improved understanding of the program aspects
of tax aids. It also helped to stimulate program analysis of tax aids, an ap-
proach which has received the endorsement of President Nixon. In his tax mes-
sage to the Congress of April 1969, the President stated :

“Tax dollars the Government deliberately waives should be viewed as a form
of expenditure, and weighed against the priority of other expenditures. When
the preference device provides more social benefit that Government collections
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and spending, that “incentive should be expanded; when the preference is in-
efficient or subject to abuse, it should be ended.”

In addition to its value as a catalyst for program analysis, the compilation
has value for economic analysis. Such compilations focus on tax aids as im-
portant determinants of the size of budget deficits and surpluses. The overall
magnitude of foregoing revenues due to tax aids is substantial and, if the
budget is not balanced, the deficit and surplus is only a small fraction of that
magnitude. Year to year changes in tax aid magnitudes, either because of
economic growth or through legislative actions, affect substantially the size
of the budget deficit (or surplus) and the expansionary (or restrictive) course
of the economy.

Table B presents an updating or data on estimated tax aids for the fiscal
years 1968 and 1969 on the basis of the current functional breakdown of Fed-
eral expenditures. The present compilation is not intended to provide a full
and complete accounting in a theoretical sense of all tax aids in the income tax
structure. It is, in fact, a minimal selection of tax aids—minimal in the sense
of including only acceptable and practical choices. Certain tax provisions are
omitted because their inclusion would require controversial or highly theretical
justifications. Others are omitted because the underlying data is difficult to
compile and present in understandable form or because the amounts involved
are not quantitatively significant. In short, the choice of the tax aids listed is
largely governed by the criteria of public acceptability and practicality.

TABLE B.—ESTIMATED TAX AIDS, FISCAL YEARS 1968 AND 1969

[in millions of dollars)

Tax aids by budget function 1968 1969

Natinnal def. < Excl

of benefits and allowances to Armed Forces personnel...... 500 550

International affairs and finance:
Exemption for certain income earned abroad by U.S, citizens__................... 40 45

Western Hemisphere trade corporations..______.._ . ... _.__....... 50 55
Exclusion of gross-up on dividends of less-developed country corporations 50 55
Exclusion of controlled foreign subsidiaries_._ ... ____.______._________ 150 165
Exclusion of income earned in U.S. poSSesSiONS. . ..o 80 90
TO8l . - o et 370 410
Agriculture and rural development:
Farming: expensing and capital gain treatment__ ... __.____ ... _.____.. .. 800 860
Timber: capital gain treatment for cerfainincome. ... _______._ ... . .. ... 130 140
Total . L - e e 930 1, 000
Natural resources:
Expensing of exploration and development costs 300 330
Excess of percentage over cost depletion_. ... .._____ 1,300 1,430
Capital gains treatment of royalties on coal andironore________._.________...... 5 5
TO0al . L o i 1,605 1,765
Commerce and transportation:
Investment credit 2,300 3,000
Excess depreciation on b 500 550
Dividend exelusion . .o oo 225 260
Capital gains: corporation (other than agriculture and natural resources). 500 525

Excess bad debt reserves of financial institutions.____._.___.... 600 660
Examption of credit unions. . __.........._...

Deductability of interest on consumer credit.__.... 1,300 1,600

Exgensing of research and development expenditur 500

$25,000 surtax exemption_ .. _........ 1, 800 2,000

Deferral of tax on shipping companies. . 10 10
B (] PP, 1,775 9, 200

C ity development and h g:

Deductibility of interest on mortgages on owner-occupied homes. 1,900 2,200

Deductibility of property taxes on owner-occupied homes. . ... 1, 800 2,350

Excess depreciation on rental housing. ... ... .. ... .. .. ... 250 250
(. PP 3,950 4, 800

68-504 0—71—pt. 1——18
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TABLE B.—ESTIMATED TAX AIDS, FISCAL YEARS 1968 AND 1369—Continued

{In millions of dollars]

Tax aids by budget function 1968 1969

Income security:
Disability insurance benefits. . . .t ceecmeecccecaaae
Provisions relating to aged, blind, and disabled: Combined cost for additional exemp-
tion for aged, retirement income credit, and exclusion of social secunty payments___ 2, 3(1)8 2, 708

Additional exemptmn for blind_ el 1
“‘Sick pay’’ exclusion.__._.__._..._._._.... 85 95
Exclusion of unemployment insurance benefits. 300 325
Exclusion of workmen’s compensation benefits 150 180
Exclusion of public benefits__.__. 50 50
Treatment of pension plans:
Plans for employees.......... . 3,000 4, 000
Plans for self-employed persons_ . 60
Exclusion of other employee benefits:
Premiums on group term life insurance. .. 400 400
Deducnblllty of accndent and death benem 25 25
Privately fi ry p 25 15
Meals and lodging...._..____._._.... 150
Exclusion of interest on life insurance saving 900 1,000
Deductibility of charitable contributions (other than educati 2,200 3,000
Deductibility of child and dependent care expenses._. 25
Deductibility of casualty losses. . ___ . .. ... 70 80
Standard deduction__.__ .. 3,200 3,600
L 12, 950 15, 905
Health:
Deductibility of medical expenses_____________.___________________._____..___ 1, 500 1,600
Exclusion of medical insurance premiums and medical care_________________._.__ 1,100 1, 400
Total. oo 2,600 3,000

Education and manpower:

Educational expense deduction 40
Additional personal exemption for students_. 500 500
Deductibility of contributions to educational i 170 200
Exclusion of scholarships and fellowships__ .. ________________________ ... .... 50 60
Total. . o 720 800
Veterans’ benefts and services: Exclusion of certain benefits._________________..__.._ 550 600
Aid to State and local government:
Exemptlon of interest on State and local debt.__________________________________ 1, 800 2,000
ductibility of b State and local taxes (other than on owner-occupied
OIS ) . e e eeanan 2, 800 4,150
TFotal. L e 4,600 6,150

[From the Congressional Record, Dec. 13, 1967]
Back-Door SPENDING

Mr. MirLs. Mr. Speaker, this fall in connection with the Ways and Means
Committee consideration of the proposed tax surcharge and elsewhere I have on
several occasions expressed my views on the need for expenditure controls. I
have urged expenditure cuts for fiscal 1968, I have urged limiting controllable
expenditures in 1969 to current levels. I have urged longer run expenditure con-
trol through appointment of a Government Program Evaluation Commission to
examine the effectiveness of both present and proposed programs in terms of
their costs and benefits and in this manner to aid us in establishing relative
priorities among different Federal activities.

But it is not my purpose at this time to express again my views on the need
for these direct expenditure controls. I have spoken at length on this subject in
recent weeks. Instead I want to speak briefly on another type of spending which
usually is not thought of as spending at all. I am referring to what I call back-
door spending. What I would like to emphasize is that the expenditures we turn
away from the front door we must not allow to enter through the back door. If
we decide that certain programs, however worthy their purpose, cannot be
financed at this time by increased spending, because other needs have priority,
we should not then turn around and sanction some form of indirect subsidy—
in the form of special tax relief—for these programs.

Lately it apparently is tax credits which are in vogue. They are riding a ris-
ing crest of popularity as a means of providing a subsidy—or incentive as it is
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sometimes called—for programs we apparently do not quite want to face as
direct expenditure programs. A tax credit for a given expenditure would, of
course, allow the taxpayer to reduce his Federal income tax by the amount of,
or a percentage of, the expenditure. The expenditure would then cost the tax-
payer nothing, or at best only a percentage of what it would otherwise he. The
burden of the expense would be borne by reduced Government tax revenues,
which is another way of saying that it would be borne by the rest of the Nation’s
taxpayers.

Bills now pending before the Ways and Means Committee propose tax credits
for a whole host of programs almost all of which most of us would agree would
constitute worthwhile expenditure programs if our revenues were unlimited. They
include credits for charitable contributions to institutions of higher learning, for
all education expenses for secondary education expenses, for the cost of instal-
ling underground electrical transmission lines, for the cost of providing employ-
ment opportunities in urban poverty areas, for the cost of developing gold-
mining property, for the cost of erecting housing in urban poverty areas, for the
expense of establishing job-producing business firms in rural areas, for the ad-
ditional costs attributable to employing older persons, for the cost of air and
water pollution control equipment, for the cost of potash mining equipment, for
the amount of political contributions, for State and local school taxes, for State
and local income taxes, and for the cost of employee training programs. Clearly,
if we were to enact the tax credits for all these programs there would be a cata-
strophic loss of revenue and it would be necessary to raise taxes generally just
to maintain receipts at existing levels. Moreover, enactment of these credits
would merely whet appetites for a legion of other credits.

1t is important to note that these proposed new tax credits differ in funda-
mental respects from the tax credits that we now have in the law. The existing
foreign tax credit, for example, is intended to prevent the double tax burden
which would otherwise result if U.S. companies operating abroad had to pay
both U.S. taxes and foreign taxes on the same foreign income. The tax credit in
this case is allowed U.S. firms to the extent the foreign income taxes paid on
their foreign income do not exceed their U.S. taxes on this income. This tax credit
is not designed to favor foreign investment by U.S. firms but rather to prevent
the discrimination against foreign-earned income which would otherwise result
from a double tax burden.

Another example is the present retirement income credit. This credit, although
there may be problems with it, also is designed to have an equalizing effect. Its
purpose is to equalize the tax liabilities of retired persons who rely on dividends,
interest, and taxable pensions, for their retirement income, with the liabilities of
those retired persons who receive tax-exempt social security and railroad re-
tirement benefits. In the absence of the credit and given the present treatment of
social security income, retired persons with only dividends, interest and taxable
pensions would be more heavily taxed than other retired persons who had an
equal amount of income derived in part at least from social security benefits.

The 7-percent investment credit is probably the one existing credit which
mostly nearly resembles the proposed credits and serious questions can be, and
have been, raised with respect to it. Nevertheless, this credit at least is general
in its application ; and does not single out a specific type of investment for special
treatment. All taxpayers who install new tangible personal property with an
expected- useful life of 4 years or more for use in a domestic business receive the
credit regardless of the nature of the property and regardless of the nature of
their business or its location. Furthermore, the credit has a broad economic
purpose rather than a specific social or regional objective. It is intended to en-
courage a sufficient volume of business investment so that the economy’s rate of
growth can be sustained at high levels. The tax credit proposals I refer to have
much narrower objectives. They are not designed to encourage more investment
generally but rather to encourage more investment in specific types of property,
types of services, or areas of the Nation. .

I have no quarrel with the good intentions of those who propose tax credits
for one type of expenditure or another. I know they feel very strongly that the
programs for which they would provide the credits should be undertaken now
even though, for one reason or another, they do not choose to seek expenditure
programs for these purposes. I want to point out, however, that the grant of
these tax credits has precisely the same effect on the budget as an outright ex-
penditure. The only difference is they appear as a negative receipt rather than
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as an expenditure. The grant of the additional tax credits increases the size of the
budget deficit just as surely as an additional expenditure. That is why I refer to
the tax credits as back-door spending. That is why it would do us no good to have
expenditure control if the auvocates of spending programs need only to run
around to the back door to achieve much the same result by tax credits.

Additional tax credits would also have the same impact on the economy as
additional expenditures. Since expenditures on the part of private persons would
be necessary to earn the credits, demands on available resources would be in-
creased and inflationary pressures increased. Those who advocate these credits
should well note the fact that a tax credit which reduces budget receipts is just
as likely to force a general tax increase as appropriations for direct expenditure.

Tax credits have other features which I believe actually make them less de-
sirable than expenditure increases. Budgeted expenditures at least receive some
review every year and the expenditures made are audited periodically. We do
not have enough control over the expenditure programs in my estimation, but at
least we have some. The Congress and the public, through the budget, are regu-
larly reminded of the level of such expenditures and can cery readily obtain
information concerning their nature. On the other hand, once enacted, an income
tax credit is not subject to annual review. Furthermore, it is very difficult to
discover exactly what private spending is being offset by credits and who there-
fore is being given the greatest benefit by provision of the credit.

The cost of tax credits is hidden. There is no line in the receipt side of the budget
which informs us what tax receipts would be in the absence of the various tax
credits. It is true that the Internal Revenue Service eventually can provide
some of this information, but the information is so late, so piecemeal and in
such a form that it is very difficult to place the information in proper perspec-
tive. Furthermore, the information in any event cannot be considered in the
context of the budget for the year in question.

I have no doubt that there are many instances where appropriated funds have
been used inefficiently. In part this is my reason for proposing a Government Pro-
gram Evaluation Commission. By and large, however, Federal expenditures at
least are spent in ways that further the objective of the program under which
they were appropriated. By way of contrast, a large proportion of the Federal
tax receipts given up in the form of a tax credit are very often wasted in the
sense that they do not result in any increase in expenditures for the desired
purpose. For example, if a tax credit were granted for college tuition pay-
ments, presumably the objective would be to make sure that all worthy stu-
dents receive a college education. In this sense. most of the tax credit would be
wasted because most of the benefit of the credit would go to families that would
finance a college education for their sons and daughters in the absence of the
credit. At the same time. the credit would be of no help to those persons
whose exemptions and deductions are so high relative to their income that they
have no tax. Its impact, in terms of encouraging more worthy students to at-
tend college, would, therefore, be confined to the relatively few cases where
the tax relief afforded by the credit provided just enough extra funds to make it
possible to finance a college education.

This last point is one of the more basic objections to the proliferation of
tax credits. Most of the benefit of these credits go to business firms or individuals
who would have undertaken the desired expenditures even if no credit were avail-
able. For these taxpayers the credit provides a windfall Unfortunately, we have
no way of determining in advance what proportion of the amount of any given
tax credit will be absorbed by such a windfall. We can be reasonably certain in
every case, however, that the amount exceeds the waste that would be incurred
under a program of direct expenditures. To put it another way, the in-
crease in expenditures for the particular purpose that results from a tax credit.
could be achieved at a much lower cost in terms of the impact on the budget
deficit if the additional investment were financed through direct expenditures.
The expenditures could more readily be channeled only to those who would not
otherwise undertake the activity.

As we look ahead to discover ways in which we can keep the budget within
reasonable limits, we must not fail to direct a critical eye to the proposals which
would give tax credits to those who make certain expenditures. Acceptance of
these proposals for back door spending even more than proposals for outright
Government expenditures postpones the day when it will be possible to travel
again down the road of further Federal tax reduction and greater reliance on
the private sector of the economy.
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Mr. Naper. It has come to my attention, Mr. Chairman, that your
committee is undertaking an analysis of tax expenditures. I look for-
ward to publication of your findings, and hope that an annual tax
expenditure budget will become a reality within this session of
Congress.

Our constitutional system of separation of powers reserves to the
Congress the power to determine priorities through the tax system. The
recent Treasury Department depreciation proposals—the ADR sys-
tem—are a serious encroachment by the Executive on this congressional

ower. I include for the record the statements of 11 tax law author-
ities from across the country.

(The statements follow :)

CoMMON CAUSE,
Washington, D.C., April 9, 1971.
Re Proposed Reg. § 1.167(a) (11)
COMMISSIONER OF INTERNAL REVENUE,
Washington, D.C.
(Attention CC: LR:T)

On behalf of Common Cause 1 am submitting this letter, commenting on pro-
posed Treasury Regulations § 1.167 (a)-11 (“Asset Depreciation Range Sys-
tem’), urging their withdrawal, and hereby requesting that I be given an oppor-
tunity to comment orally at the public hearing to be held on May 3, 1971.

Common Cause's interest in the Treasury’s proposals stems from four major
concerns :

1. The Treasury’s proposal to grant between $3 and $5 billion in annual income
tax abatement to a small, Treasury selected segment of the taxpaying public,
without Congressional direction or authorization, constitutes an illegal and un-
constitutional arrogation of legislative power.

2. Massive tax reduction now for the exclusive benefit of business men and
corporations investing primarily in machinery and equipment is inequitable,
burdensome to the taxpaying public, uneconomic, and a gross misallocation of
public resources, suggesting new governmental priorities that are counter to
those publicly declared by the President and Congress and to the best interests
of the nation.

3. The proposed regulations flout the language and purpose of the income tax
provisions of the Internal Revenue Code by presuming to authorize deductions
for capital investments that have not been consumed in the production of income
and, therefore, are not legally or factually an expense chargeable to income.

4. The Treasury’s failure to disclose the data and studies which led it to pro-
pose sweeping changes in the depreciation system, and its failure to set forth
the reasons and considerations leading to and supporting its proposals, make it
difficult if not impossible for interested and affected persons fully to weigh the
proposals and to comment completely and adequately, thereby violating the
Administrative Procedure Act and the Due Process Clause of the Constitution.

A. THE TREASURY PROPOSALS

The Treasury proposals would change the law in four major ways: (a) they
would permit some taxpayers to select a period over which to recover their in-
vestment in depreciable equipment (other than over the useful life of that equip-
ment) which, in most cases, would allow them to deduct from income an un-
consumed portion of a capital expenditure; (b) salvage value may be ignored
in determining the basis on which to compute depreciation, thus permitting ex-
cessive current deductions in the guise of depreciation; (¢) an arbitrary por-
tion of each year’s investment in asset improvements, capital by nature, may be
treated as though a mere repair, and deducted as current expense from current
income, although improvements are not repairs and not current expenses and
(d) investments made at any time during the first half of a year may be treated
as made on the first day of the year, and those made any time in the second half
of the year may be treated as made at mid-year, thus permitting the accelera-
tion of depreciation deductions to points in time even before the taxpayer has
made his investment.
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B. THE LAW AND ADMINISTRATIVE ARROGATION

Section 263 of the Code explicitly denies the deduction of capital investment,
except as the Code otherwise expressly provides. Section 162 allows the deduec-
tion of current business expenses to make certain that the taxpayer is taxed only
on net income. Section 167 permits the deduction for depreciation so that those
capital expenditures (non-deductible under §263) may become deductible as
they are exhausted over time, thus providing a tax treatment consistent with
that provided in Section 162 for other kinds of expenses.

From time to time Congress has explicitly permitted the expensing of certain
capital expenditures, always in a clearly circumsecribed fashion. It has author-
ized accelerated depreciation in certain instances. It has also provided, and with-
drawn, special tax credits for investment. All exceptions which Congress had
made are premised on the existence and acceptance of a fundamental principle,
embodied in the statute, its history, and in the decisional law, that assets are to
be depreciated over a period estimated reasonably to represent their useful life
to the taxpayer who employs them. Only Congress may deviate from that
principle.

A complete analysis of the law and its history, current procedures, and the
Treasury’s proposed illegal deviation therefrom, will be submitted at an early
date, prior to the public hearing.

C. THE ECONOMICS OF THE PROPOSALS

A recently completed analysis of the economic impact of the Treasury propo-
sals will be submitted to you shortly. It will be apparent that A. D. R. would
have minimal stimulative effect in the short run, and even less in the long run;
that greater stimulation of the economy could be achieved by providing en-
couragements to consumption or by a temporary investment tax credit; that in
the long run A. D. R. would cause a shift in investment away from housing—
thought to be a major national priority—into industrial equipment ; that A. D. R.
will provide disincentives to inefficient firms to modernize, and it will reward
those who, contrary to present law, have failed to retire assets as quickly as
their tax depreciation schedules implied that they would; that A. D. R. would
give an annual tax abatement to high income taxpayers in aggregate annual
total annual allocation for elementary and secondary education, equivalent, for
example, to the President’s proposed total annual allocation for elementary and
secondary education, equivalent, too, to at least $45 per person in the United
States.

D. FAIRNESS AND EQUITY

1. Tax reduction, even when enacted by Congress, should not be directed pri-
marily to high income taxpayers, as A. D. R. is. It is unfair to allow those who in-
vest in equipment to pay tax on a base that is smaller than their real net income,
when others are required to use their net income as the base. Deductions for cap-
ital investment, not consumed in the production of income, result in a tax base that
is less than net income. As unfortunate as that would be if Congress were to do
this, it is intolerable when the Treasury—without Congressional warrant—
creates the inequity.

2. Procedural fairness—mandated in the Administrative Procedure Act and
the Due Process Clause of the Constitution—requires that affected and inter-
ested persons be given an opportunity to be heard when new rules are to be
adopted by government agencies. This is an especially significant requirement
when the new rules propose to give away $3 to $5 billion a year to only a small
Treasury selected group of people. The opportunity to be heard is an illusory one
unless the rule making agency, here the Treasury, presents its data and reasons,
and gives the public an opportunity to examine and evaluate them. That has not
been done in this case. Common Cause calls on the Treasury now to disclose its
data, its studies, and its reasons for the proposals in question.

Respectfully yours,
BERNARD WOLFMAN,
Special Counsel,
Dean, University of Pennsylvania Law School.
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LAw ScuooL oF HARVARD UNIVERSITY,
Cambridge, Mass., April 12, 1971.

Re The Asset Depreciation Range System.
COMMISSIONER OF INTERNAL REVENUE,
Washington, D.C.
(Attention CC:LR:T).

DeAr Sir: These comments relate to the proposed Asset Depreciation Range
System regulations that were published in the Federal Register on March 13, 1971.

TREASURY AUTHORITY T0 ISSUE THE PROPOSED REGULATIONS

I have read the statement recently submitted to you by Boris I. Bittker,’
Sterling Professor of Law at Yale University, in which he concludes that intro-
duction of the ADR System exceeds the Treasury’s authority in several respects.
I endorse I’rofessor Bittker’s reasoning and views. Like him, I have considerable
doubt as to the Treasury's authority to issue the proposed incentive-oriented
Asset Depreciation Range System regulations for newly acquired assets. Adop-
tion of the ADR System is a decision that should be made by Congress.

LEGAL PROBLEMS WILL LESSEN INCENTIVE EFFECT OF PROPOSALS

To the extent that the business world is advised by its tax lawyers that the
legality of the ADR regulations is in doubt—and I believe there will be substan-
tial advice to that effect-—the Administration’s incentive objectives will not be
achieved. Firms are unlikely to invest in new assets which would not otherwise
have been acquired if they are uncertain about obtaining the depreciation advan-
tages offered by the proposed regulations. While the regulations would there-
fore not motivate additional new investment, any investment which occurs in
qualified assets will nevertheless cause a revenue loss.

THE PROPOSALS WILL CREATE ADMINISTRATIVE PROBLEMS

To the extent that the Commissioner’s power to discriminate against preexist-
ing or foreign assets is doubtful, it may be anticipated that some if not many tax-
payers will claim that the ADR System must apply to existing and foreign assets
as well as to newly acquired ones. The potential revenue loss and administrative
headaches which will result from such claims are not lightly to be ignored.

CONCLUSION

The proposed Asset Depreciation Range System regulations should be
withdrawn.
OLIVER OLDMAN,
Professor of Law,
Director, International Taxz Program.

INDIANA UNIVERSITY, SCHOOL OF LAW,
Bloomington, Ind., April 16, 1971.
COMMISSIONER OF INTERNAL REVENUE,
Washington, D.C.

Dear CoaMIssIONER: 1 have recently had an opportunity to read Professor
Bittker’s memorandum concerning the Treasury’s Proposed Regulations on lib-
eralized depreciation—the ADR system.' I agree completely with the memoran-
dum and urge you to withdraw the regulations.

The power of Congress to determine tax rates has been jealously guarded
throughout our country’s history. The Executive has sought power to adjust tax
rates on many occasions and it has not been granted except in the recent Inter-

1 See Professor Bittker’'s memorandum on p. 291.
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est Equalization Tax provisions and except as incident to the Treaty making
power. It is clearly illegal for the Treasury to vary the tax rates for one sector
of the economy without an explicit grant of authority. There is certainly no
doubt that an arbitrary variation in the rules governing deductions for depreci-
ation is a rate adjustment, as the DPercentage depletion, deduction and the cor-
porate dividends received deduction demonstrate.

There is also at stake an issue beyond problems of taxation, Agency rule-
making is a growing phenomenom which is of vital importance in our society.
Irresponsible rule-making, such as the ADR proposals, can only set back the
development of a legitimate rule-making function for administrative agencies
and bureaucracies.

Thank you for your consideration of this matter.

Your truly,
WiLLiamM D. PoPKIN,
Assistant Professor of Law.

J. NeLsoN YoUNg,
COLLEGE OF L.Aw, UNIVERSITY OF ILLINOIS,
Champaign, 111, April 22, 1971
OFFICE OF COMMISSIONER OF INTERNAL REVENUE,
Internal Revenue Building,
Washington, D.C.
(Attention CC:LR:T).

GENTLEMEN: I am writing to urge that the Treasury Department withdraw
its proposed “Asset Depreciation Range System” regulations. As ably stated by
Professor Boris I. Bittker in his comprehensive memorandum upon this pro-
posal, there is a serious question as to the statutory authority for this action.!
In addition, there is a fundamental policy issue involved with respect to these
proposed regulations which would provide by unilateral administrative action
substantial tax relief for a special class of taxpayers.

In large measure, the effectiveness of our income tax is premised upon bona
fide self-assessment. This in turn is premised upon public confidence that the
income tax laws are administered fairly and equitably for all taxpayers with-
out favor or discrimination. In my view, the proposed “ADR” regulations seri-
ously undermine that confidence. I respectfully submit that a significant change
in tax depreciation policy is a matter for Congressional determination.

Respectfully yours,
J. NELsoN YoUNG,
Professor of Law.

NEwW YOrRK UNIVERSITY, SCHOOL oF Law,
New York, N.Y., April 26, 1971.
Re Asset Depreciation Range System.
COMMISSIONER OF INTERNAL REVENUE,
Washington, D.C.,
(Attention CC:LR:T).

DEAR Sir: These comments relate to the proposed amendments to the Income
Tax Regulations providing for depreciation based on asset depreciation ranges,
as published in the Federal Register for March 13, 1971, 36 F.R. 4885,

My initial reaction to these regulations was that they went well beyond what
the Treasury tould do as an administrative matter. Recently, I have had an op-
portunity to go over Professor Boris I. Bittker's statement dealing with the
Treasury’s authority to issue these regulation.’ I have also examined the mem-
orandum prepared by Covington & Burling in answer to Professor Bittker, and
his response to that memorandum. This review makes even clearer to me the fact
that these changes really cannot be made administratively.

! See Professor Bittker’s memorandum on p. 291.
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I have also reviewed the statement of Professor Robert Eisner of Northwest-
ern on the economic aspects of the proposals. That statement makes a strong
case for the proposition that the depreciation range proposals are wrong as a
matter of policy.

I urge you to reexamine your position with respect to the depreciation range
proposals and, hopefully, to withdraw them.

Sincerely yours,
JOoHN Y. TAGGART,
Professor of Law.

UNIVERSITY OF MINNESOTA, LAW SCHOOL,
Minneapolis, Minn., April 26, 1971.
Re Proposed Regulations § 167 Asset Depreciation Range System.
Hon. RANDOLPH THROWER,
Commissioner of Internal Revenue,
Washington, D.C.
(Attention CC:LR:T).

DEARr Sir: I write pursuant to TIR 1075 to urge that the above-noted Regula-
tions be withdrawn as inappropriately and improvidently issued.

Like many tax law teachers, I have grave doubts as to the legality of Regula-
tions which directly alter so basic a tax doctrine as the useful life of a depreciable
asset.

This defect aside, there are two further considerations which make these
Regulations inappropriate. First, the introduction of the concept of a range of
useful lives for assets is inconsistent with, and undercuts the fundamental
premise of cost as the controlling principle in permitting deductions in the com-
putation of taxable income. OQur experience with percentage depletion ought to
serve as a reminder that such departures should not be made.

The second untenable premise of the Asset Range Regulations is their cyclical
necessity as a stimulus to the economy. These Regulations are being proposed
when current data shows that existing plant and equipment is being operated
substantially below capacity. Without a cut-off date or any criteria for with-
drawal, these Regulations will endure to induce over-investment in capital goods
and a stimulus to inflationary pressures, when the current slump in consumer
spending abates.

Adoption of these Regulations will retard the long-term prospects of achieving
administrative flexibility in fiscal policy by adopting an erroneous program in
an improper fashion.

Respectfully,
LEo J. RASKIND,
Professor of Latw.

THE UNIVERSITY OF WIsSCONSIN, LAw SCHOOL,
Madison, Wis., April 26, 1971.
Re The Asset Depreciation Range System.
COMMISSIONER OF INTERNAL REVENUE,
Washington, D.C.
(ATTENTION CC: LR: T).

DEAR SIR: I wish to record my strenuous objection to the proposed regulations
(published March 13, 1971) that would adopt the so-called Asset Depreciation
Range System.

I have long been impressed with the writings of Professor Robert Eisner. As
long ago as 1939, in his trenchant article in the Tax Revision Compendium, Pro-
fessor Eisner exposed the fallacies underlying the claims that the Secretary of
the Treasury has recently made for the Asset Depreciation Range System. His
conclusions then, and in his letter to you dated April 12, 1971, specifically relat-
ing to your ADR proposals cannot be faulted. It is clear, therefore, that the
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billions of dollars of revenue that will be lost through the ADR can much better
be used in any of a number of other ways.

I have also read with care the legal memorandum submitted to you by Profes-
sor Boris Bittker.' I fully agree with his conclusions concerning the impropriety
of attempting to bypass Congress on an issue involving such drastic changes in
the law and such great economic consequences.

Sincerely,
WitrtamM A. KLEIN,
Professor of Law.

APRIL 28, 1971.
Re ADR Depreciation Proposals.
COMMISSIONER OF INTERNAL REVENUE,
Washington, D.C.
(Attention CC: LR: T).

Dear MR. CoMMISSIONER: I would like to add my voice in dissent to the pro-
mulgation of the “Asset Depreciation Range System” regulations.

I do not object to the principle of delegation of administrative rule making,
or necessarily to the need for a reform of depreciation policy to encourage in-
vestment in new machinery and other producers’ goods. However, apart from
any possible constitutional limitations, it is manifest that policy making of this
magnitude and which would involve a major shift in tax burden, should be sub-
ject to the full range of protection provided by the normal tax law-making
processes, and especially to critical consideration by Congress.

Let me in this respect fully endorse the critical analysis provided you by Pro-
fessor Boris Bittker of Yale Law School and his conclusion that “the ADR
System may be a desirable way to step up the pace of business investment, but
this is a decision that should be made by Congress.” !

Sincerely yours,
JouN C. CHOMMIE,
Professor of Law,
Director, Tax Program University of Miami Law School.

BosToN COLLEGE LAwW ScHOOL,
Brighton, Mass., May 5, 1971.
In the Matter of: Proposed Amendment To Income Tax Regula-
tions (26 CFR Part I): Addition of Section 1.167(a)-11 providing for
asset depreciation ranges, 36 Federal Register 4885 (March 13, 1971).

These comments are submitted in opposition to the regulations proposed to be
issued providing for asset depreciation ranges (ADR) and repealing the reserve
ratio test.

These comments will be directed solely to the issue of the legal authority of
the Commissioner to issue the proposed regulations. No comments are made
and no position is taken with respect to the policy reasons enunciated by the
President in announcing the issuance of the proposed regulations. Thus no posi-
tion is taken, for example, with respect to such questions as to whether addi-
tional stimulus is needed for capital investment in the United States, whether
the proposed changes in depreciation methods are needed to stimulate the econ-
omy generally, or whether the changes will help reduce unemployment.

GENERAL

It is the position of the undersigned that the Treasury does not have statutory
authority under existing provisions of the Internal Revenue Code of 1954 to pro-
vide for cost recovery allowances as contemplated by the proposed regulations.
It is respectfully submitted that this conclusion is required by :

1. The statutory language of section 167 and past legislative history with
respect to depreciation provisions;

1 See Professor Bittker’s memorandum on p. 291.
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2. Interpretation of section 167 and its predecessors by the Supreme Court
of the United States;
3. Generally accented concepts of depreciation adopted by the accounting
profession.
I. LEGISLATIVE HISTORY

Section 167 (a) provides:

“There shall be allowed as a depreciation deduction a reasonable allowance
for the exhaustion, wear and tear (including a reasonable allowance for
obsolescence) . .."”,

of property used in the taxpayer’s trade business or held by him for the produc-
tion of income.

Section 167 (b) provides for certain methods of depreciation which shall, under
regulations prescribed by the Secretary or his delegate, constitute a ‘‘reasonable
allowance.”

Section 167(d) provides that the Secretary or his delegate and the taxpayer
may enter into an agreement specifically dealing with the useful life and rate of
depreciation of property used by the taxpayer.

The proposed regulations purport to create an asset depreciation range system
under which a taxpayer is permitted to adopt as the period over which deprecia-
tion may be claimed a period of time which may be 209 shorter or 209 longer
than the guideline lives prescribed for such assets. In addition the reserve ratio
test is abolished. Thus a taxpayer will be permitted to recover his costs on prop-
erty qualifying under the proposed regulations without regard to the actual
useful life of the property in his hands.

It is this latter fact which deprives the proposed regulations of legal basis
under section 167.

From the legislative history of section 167 it is clear that the depreciation de-
duction is to be related to the actual useful life of assets in the business of the
taxpayer. In adopting section 167 of Internal Revenue Code of 1954 the House
Ways and Means Committee stated :

“Depreciation allowances are the method by which the capital invested in
an asset is recovered tax-free over the years it is used in a busincss. The
annual deduction is computed by spreading the cost of the property over
its estimated useful life.” H. Rept. 8300, 1954, U.S. Code Cong. & Adm. News
4047. (emphasis added).

The House Report went on to note, in connection with the double declining bal-
ance method authorized, that . . . based on a realistic estimate of useful life, the
proposed system conforms to sound accounting principals.” Id at 4048.

It has been argued in support of the proposed regulations that other countries
permit faster recoveries of capital investment. The 1954 Ways and Means Com-
mittee report specifically took note of these faster cost recovery systems and
rejected them.! The Committee, balancing the needs of budgetary policy and
economic stimulus, concluded that the accelerated depreciation method pre-
scribed in section 167(b) would accomplish the desired objectives “without de-
parting from realistic standards of depreciation accounting.” Id at 4049.

Thus it seems clear from the legislative history of section 167 that the depre-
ciation deduction is to be allowed only if the write off conforms to the actual
useful life of the property in the hands of the taxpaper.

In 1962 the Treasury issued rules prescribing new guidelines lives for classes
of depreciable assets. Rev. Proc. 66-21, 1962-2 C.B. 418. These guideline lives re-
placed those specified in bulletin F, most recently promulgated in 1942. The
guideline lives proposed in 1962 were in most cases shorter than those set forth
in Bulletin F. In order to insure that taxpayers would not be unable to utilize
the shorter guideline lives to achieve a write off over a period shorter than actual
experience in the business, the reserve ratio test was instituted. Although some-
what complex in articulation, the purpose of the test was clear: it operated to
insure that the depreciation deduction taken by individual taxpayers would con-
form to the actual useful lives of the assets in the hands of the taxpayer,
whether that useful life was longer or shorter than the prescribed guideline lives.
It was the adoption of the reserve ratio test that sustained the legality of the 1962
guideline lives.

1 Specifically Great Britain. Canada and Sweden. Report at 4049.
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The 1962 administrative changes are thus not a precedent which sustains the
present proposed regulations. Indeed, in the absence of the reserve ratio test,
the 1962 regulations would have been equally invalid to the extent that they per-
mitted taxpayers to take a depreciation deduction over a period of time which
did not correspond to the actual life of the assets in the taxpayer’s hands.

Shortly after adoption of the 1962 procedures, Senator Hartke introduced legis-
lation to repeal the reserve ratio test, Amendment 319 to H.R. 8363, The Rev-
enue Act of 1964. The Hartke amendment was defeated by the Senate Finance
Committee on January 22, 1964. See generally, Lent, Should the Reserve Ratio
Test Be Rectained, 17 National Tax Journal 365, 375 (1964). The action by the
Senate Finance Committee is a strong indication that Congress understood the
function of and necessity for the reserve test.

As the President’s Task Force on Business Taxation noted in its Report of
September 1970, a shift from depreciation to cost recovery (urged there to be
40% rather than 20%) would require amendment of present law. This judg-
ment was soundly based on prior action by Congress. Where Congress has
desired to move from the concept of depreciation to one of cost recovery, it has
enacted specific legislation to accomplish the resuilt. Thus, in the Tax Reform Act
of 1969, provisions were enacted to provide recovery in five years of the amount
invested in certified pollution control facilities (section 169), railroad rolling
stock (section 185), and expenditures to rehabilitate low income rental housing
(section 167 (k) ). Earlier, similar provisions had been enacted for amortization
certain war time emergency facilities (section 168). In some cases, Congress
has provided that otherwise capital charges may, at the election of the tax-
payer he recovered entirely in the year incurred. See sections 173 (circulation
expenditures), 174 (research and experimental expenditures), 175 (soil and
water conservation expenditures), 180 (expenditures by farmers for fertilizer),
182 (expenditures for clearing certain farmland). And, section 179 permits a
special first year capital recovery for certain investments by small businesses.®

It can hardly be contended that the Commissioner under the regulatory au-
thority relied upon to sustain the proposed regulations could have effected the
special cost recovery allowances enumerated in the preceding paragraph. Yet, if
the Commissioner is free to eliminate useful life as a relevant concept to permit
taxpayers to deviate from industry averages by 20%, there seems little logical
reason why he would not equally be free to provide the kind of artificial capital
recovery allowances that Congress has specifically acted upon in the past.

The Commissioner has asserted that authority is derived from section 7805 to
issue the proposed regulations. Section 7805 authorizes the Commissioner to pre-
scribe “needful” regulations. This authority does not confer upon the Commis-
sioner power to promulgate invalid regulations. Regulations can be prescribed
under this authority to implement section 167, so long as those regulations com-
ply with the terms of the section itself, Nor does the regulatory authority speci-
fied in 167(b) and 167(d) permit the Commissioner to disregard the definition
of the depreciation as that term was understood by Congress in enacting the
section.

Prior administrative practice supports the view that the proposed regulations
are invalid. As noted above, the 1962 procedures specifically contained ru'es
designed to insure that a particular taxpayer's depreciation deduetion would be
spread over the useful life of the assets in his hands. In 1934, with Congress’s
approval, the Treasury issued regulations reducing depreciation allowances by
shortening useful lives by some 259%. The specific purpose of this action was to
insure that the deduction be spread over actual useful lives. Thus the 1934 action
by the Treasury is not a precedent for the present proposed regulations.

In summary, the legislative history of section 167 clearly shows that deprecia-
tion must be based on the useful life of assets in the hands of the particular
taxpayer; Congress has on occasion provided special cost recovery allowances,
but these were specific actions required to overcome the effect of section 167 re-
quirements; prior administrative action with respect to the depreciation allow-
ance has been consistent with Congressional action and affords no basis for the
present proposed action.

2 The repeal bv Congress in 1969 of the 7% investment tax credit would seem a further
indication that Congress does not intend at the present time to make special cost recovery
allowances available to business.
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II. COURT INTERPRETATIONS

The Supreme Court of the United States has repeatedly held that the depre-
ciation allowance is intended to provide for a r ecovery of asset costs spread
over the periods that the taxpayer is benefitted in his business by those assets.
The leading case is Masscy Motors v. .S, 364 .S, 92 (1960). In that case the
court was required to determine proper depreciation for automobiles that were
disposed of by a taxpayer prior to the exhaustion of their full economic life in
the taxpayer's business. The court held that the useful life of the asset for pur-
poses of the depreciation deduction must “be related to the period for which it
may reasonably be expected to be employed in the taxpayer’s business.” 304
U.S. at 107. In reaching this conclusion the court made the following statement
concerning the depreciation deductions which are clearly relevant to that legal-
ity of the proposed regulations:

“It was the design of the Congress to permit the taxpayer to recover, tax free,
the total cost to him of such capital assets, . . . It was the purpose of §23(1)
and the regulations to make a meaningful allocation of this cost to the tax
periods benefitted by the use of the asset . . . But, for the most part, such assets
are used for their entire economic life, and the depreciation base in such cases
has long been recognized as the number of years the asset is expected to function
profitably in use . . .

“The wear and tear to the property must arise from its use in the business of
the taxpayer—i.e., useful life is measured by the use in a taxpayer’s business,
not by the full abstract economic life of the asset in any business . . .

“KFurthermore, as we have said, Congress intended by the depreciation allow-
ance not to make taxpayers a profit thereby, but merely to protect them from
a loss. The concept is, as taxpayers say, but an accounting one and, we add,
should not be exchanged in the market place . . .

“Finally, it is the primary purpose of depreciation accounting to further the
integrity of periodic income statements by making a meaningful allocation of the
cost entailed in the use (excluding maintenance expense) of the asset to the
periods to which it contributes.” 364 U.S. at 96, 97, 101, and 104.

Similarly in The Hertz Corporation v. U.S. 364 U.S. 122 (1960) the court made
the following observation specifically with respect to the regulatory authority of
the Commissioner under section 167 :

“Moreover, the regulation can only carry out the fundamental concept of de-
preciation—that it is available only in such amount, together with salvage
value, as will effectuate the recovery of cost over the period of useful life.”

These expressions by the Supreme Court appear to preclude issuance by the
Treasury of regulations that do not adhere to the concept of depreciation as
a recovery of costs over the useful life of business assets in the hands of the
taxpayer.

III. ACCOUNTING PRINCIPLES

The U.S. Supreme Court in Massey, supra, noted that depreciation in section
167 is essentially an accounting concept. Thus it is appropriate to test the pro-
posed regulations against accounting priniciples to see if the regulations are con-
sistent with a definition of depreciation as used by the accounting profession.

In Accounting Terminology Bulletin Number 1 (Committee on Terminology,
American Institute of Accountants, 1953) it is stated:

Par. 54. “Depreciation accounting is clearly a special technique (like cost ac-
counting orf acerual accounting). It can be sharply distinguished from the re-
placement system, the retirement system, the retirement reserve system, and the
appraisal system, all of which have at times been employed in dealing with the
same subject matter in accounting. Depreciation accounting may take one of a
number of different forms. The term is broadly descriptive of a type of process,
not of an individual process, and only the characteristics which are common to
all processes of the type can properly be reflected in a definition thereof. These
common characteristics are that a cost or other basic value is allocate to account-
ing periods by a rational and systematic method and that this method does not
attempt to determine the sum allocated to an accounting period solely by rela-
tion to occurrences within that period which affect either the length of life or
the monetary value of the property. Definitions are unacceptable which imply
that depreciation for the year is a measurement, expressed in monetary terms,
of the physical deterioration within the year, or of the decline in monetary value
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within the year, or indeed, of anything that actually occurs within the year.
True, an occurrence within the year may justify or require a revision of prior
estimates as to the length of useful life, but the annual charge remains an allo-
cation to the year of a proportionate part of a total cost or loss estimated with
reference to a longer period.”

Par. 56. “Depreciation accounting is a system of accounting which aims to dis-
tribute the cost or other basic value of tangible capital assets, less salvage (if
any), over the estimated useful life of the unit (which may be a group of assets)
in a systematic and rational manner, It is a process of allocation, not of valua-
tion. Depreciation for the year is the portion of the total charge under such a
system that is allocated to the year.”

This is the classic definition that was accepted by the accounting profession
at the time the Internal Revenue Code came into being. See Montgomery, Audit-
ing Theory and P’ractice 317 (1st ed. 1912).

Thus the proposed regulations do not conform to generally accepted account-
ing principles of depreciation. They represent adoption of an artificial cost re-
covery allowance which the accounting profession sharply distinguishes from
true depreciation.

CONCLUSION

It is respectfully submitted that the proposed regulations establishing asset
depreciation ranges are invalid and should be withdrawn.
Paur R. McCDANIEL,
Assistant Professor of Law.

To : Commissioner of Internal Revenue, Washington, D.C.
(Attention CC:LR:T).

COMMENTS ON TREASURY'S PROPOSED SUBSTITUTION OF COST RECOVERY ALLOWANCES
FOR IDEPRECIATION

(By Charles Davenport, Acting Professor of Law, University of California,
Davis, Calif.)

The President’s recent announcement of certain changes in the administration
of tax depreciation raises a number of serious questions. The questions are seri-
ous because the President proposes to give annual tax relief ranging from $800,-
000,000 to $4.7 billion over the next decade, through an executive decision to
change depreciation of business assets. But some of the questions would be as
serious if smaller amounts of revenue were involved.

In view of the care Congress exercises in dealing with tax matters, should
be President unilaterally burden our revenue raising process with the task
of stimulating economic growth? What kind of an impact does the device chosen
by the President have on various taxpayers? Is there solid evidence which indi-
cates that the device chosen is likely to achieve the desired result? What impact
does all this have on the science of governnment ?

After first describing the new rules and discussing some of the accompanying
rhetoric, this paper deals briefly with these questions.

WHAT THE NEW RULES DO

The new rules deal with depreciation of business machinery and equipment.
Historically, depreciation has been a technique of allowing a taxpayer to re-
cover from business revenue the cost of assets used in the business, over the
period of use by the tazpayer’ The new rules will modify this technique as
described below.

The establishment of a capital cost recovery allowance (herein of asset depfe-
ciation ranges)

At presgnt, the Internal Revenue Service employs a so-called guideline life

under which taxpayers are permitted to write off assets in accordance with a

1This example assumes that the taxpaver is using straight line depreclation. If he is
using a declining balance method of depreclation, the rate Is applied to the full cost without
reduction for salvage value. Thus, the elimination of salvage valne will not be of benefit
to those who are using a declining balance method of deprecfation.
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schedule which prescribes useful lives for very broad categories of assets. The
taxpayer who chooses to use this method must, however, demonstrate that his
asset retirement and replacement practices are consistent with the use of that
life. Except for tolerances built in for administrative convenience, depreciation
in any one year may not exceed that produced by reference to the period for
which taxpayers actually use their assets.

Under the Treasury announcement, there would be no need for a taxpayer to
demonstrate consistency between his depreciation practices and the actual useful -
life of his property. Instead, the Treasury would prescribe a range of lives for
broad asset categories, and the taxpayer may use any life in that range. For
example, let us suppose a taxpayer who buys an asset which he can reasonably
expect to use for a ten-year period. Let us also suppose that the asset has a
guideline life of 10 years. Under existing rules, the taxpayer must depreciate
the asset over the 10 years of expected use. Under the new system, the taxpayer
may pick any life between 8 years (20% less than the present guideline life of
10 years) and 12 years (209 more than the present guideline life of 12 years).?
He could write off the cost over the life selected by him, and the Internal Reve-
nue Service would not be permitted to question whether this write-off was at all
consistent with the taxpayer’s retirement and replacement practices. A taxpayer
could do the same even if he thought that he would use the asset for 20 years.

This is a wholly new concept of depreciation because it permits a deduction
measured by an arbitrary schedule rather than by the taxpayer’s anticipated use
of an asset. It is often called a capital cost recovery allowance and is said to be
in use in other industrialized tax systems. In this country, however, such a sys-
tem has not been considered generally appropriate because it has no relation to
economic income, and for the most part, our concept of taxable income is built
on economic income.

2. Elimination of the reserve ratio test

Part and parcel of this wholly new capital cost recovery allowance is the elimi-
nation of the reserve ratio test. The reserve ratio test is a procedure which tests
whether the taxpayer’s retirement and replacement practices are consistent with
the depreciation deductions he claims, i.e., whether his depreciation is consistent
with his actual use of assets. But such a device has no place in a cost recovery
allowance system because in such a system the deduction is allowable without
regard to the period of asset use. Thus, the elimination of the reserve ratio test
is a necessary second step in shifting from a depreciation system to the capital
cost recovery allowance system.

3. Elimination of salvage value

The taxpayer will also be given the alternative to disregard salvage value in
computing his depreciation allowances. No asset may be depreciated below its
- salvage value, however. The message carried in this apparent double talk boils
down to a further acceleration of depreciation. Thus, if a taxpayer today were
to buy an asset for $10 which had a $2 salvage value, the depreciable amount
would be $8. The amount of annual depreciation would be determined by applying
a depreciation rate against the $8.° This would continue until such time as the
entire $8 had been written off. Under the revised method, the depreciation rate
(as increased by the new system) will be applied to $10. However, the depreciation
must cease entirely when the full $8 has been depreciated. The effect of course is
to advance the time that the depreciation is claimed.

4. First year convention

In addition, there will be an alternative to the present convention concerning
depreciation in the year that an asset acquired. At present one half of a full
year’s depreciation may be deducted in the year in which the equipment is
placed in service regardless of whether the asset was acquired in January or
December. Under the convention prescribed in the announcement, a full year’s
depreciation on assets acquired in the first half of the year may be taken. Assets

2 The President’s January announcement and that by then Secretary Kennedy did not
include the so-called ‘“‘repair allowance.” That was not revealed until the proposed regula-
tions. The remarks made herein are not directed toward that allowance. It, however,
appears to be more of the same.

? Buginess Tazation, Report of the President’'s Task Force on Business Taxation. Sep-
tember, 1970, at p. 29.



284

acquired in the second half of the year will continue to qualify for one half
year’s depreciation.

One can compare the new system to the present convention by assuming that
assep acquisitions and their costs are relatively uniform throughout the year. As
so v1evyed, the existing rules may be looked upon as allowing one-half of a year’s
depreciation for all assets bought during the year. Using the same assumption,
the new convention would allow three quarters of a year’s depreciation on all
of the assets purchased in the year. The result then is to allow an additional
one-quarter of a year's depreciation on the taxpayer’s asset acquisitions for the
year.

5. Conclusion

These then are the things which the President has stated he has approved. The
net effect of them is to accelerate the taking of depreciation deductions. Under the
announcement, in 1971 depreciation deductions will be greater by about $6.0
billion. By 1976, annual deductions would be about $9.1 billion over what they
would if no change were made. Nearly all of these increased deductions will be
claimed by corporations. For the most part, these additional deductions will not
result in reduced depreciation deductions in the future. A simple example will
demonstrate this effect.

Let us suppose a taxpayer who has 5 assets each costing $100, each has a use-
ful life of 5 years, and the taxpayer replaces one each year. His current deprecia-
tion is $100 per year.* In the first four years of the new system, he will claim
total depreciation deduction of $450 rather than $400, or $30 more than now
allowed. In the fifth year, his deductions under the new system will be $100 for
that year and each year thereafter until he ceases his asset purchases or the new
system is repealed. He will thus have had an extra $50 of deductions which will
not be recovered by the Government until asset acquisitions cease or until the
new system is eliminated. The new rules thus do not simply defer tax. Rather
there is a permanent revenue loss.

RHETORIC

The President’s statement contains a number of misleading assertions.

1. Lack of authorization of the statute

Implicit in the President’s statement is the assumption that the Internal Reve-
nue Service is authorized by the statute to make the announced changes. The
claim is that the statute authorizes a reasonable allowance for depreciation;
that the Department of Treasury is authorized to prescribe means of ascertain-
ing a reasonable depreciation allowance; and that the system outlined in the
announcement is just such a means. The difficulty with this argument lies in
the last step. The capital cost recovery allowance produced under the announce-
ment does not result in a reasonable allowance.

In the past, a reasonable allowance for depreciation has been measured by
spreading the cost of a depreciable asset over the number of years it was to be
used by the taxpayer. Once the pertinent period was ascertained, there were a
number of methods by which specific amounts were allocated to different years
during this period. In all cases, however, the assumption was that the total cost
was to be allocated over the reasonably anticipated period of use of the asset.

Under the technique announced by the President, this assumption that asset
cost is to be distributed over the period of use by an individual taxpayer disap-
pears. Rather, the cost of assets may be written off over a period designated by
the Treasury. The new scheme amounts to a license to the taxpayer to write off
over a stated period the cost of an asset without any relation to his investment and
replacement policies. This technique will not yield a reasonable allowance for
depreciation except accidentally. For example, for taxpayers who would normally
use an asset for 10 years, the ability to write its cost off aganst income in, say,
a 6-year period will not yield a reasonable allowance. In the first six years the
allowance is excessive. In the last four years there is no allowance. Since we
know ahead of time that these results will occur, the allowance is not reason-
able during either period. The system thus is not designed to yield a reasonable
allowance and thus is not authorized by the statute.

4Tax Depreciation Poley Options: Measnres of Effectiveness and Estimated Revenue
Losses, Congressional Record, July 23, 1970, p. E-6964.
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Indeed the President himself notes that the announcement was based upon the
product of his Task Force on Business Taxation. In its report, dated September,
1970, the Task Force recommended that the present depreciation system be
scrapped in favor of a so-called cost recovery allowance. It had recommended
using periods shorter than the guidelines by 409%. The President did not adopt
the 40%, instead he went to 20%, but in other respects he adopted the recommen-
dation of the Task Force. With respect to whether or not such a change can be
implemented by Executive fiat, the President’s own Task Force stated as follows:

.. .. [Slince the shift from depreciation to cost recovery unrelated to the
useful life concept does require amendment of the present law, we urge that all
‘the matters covered in the recommendations which are related to such a shift
be incorporated in the statute.”®

The American Bar Association has made similar recommendations, also noting
‘that legislation was required.

As late as July the Treasury itself thought it was so constrained.’

2. Lack of historical precedents

The announcement argues that sound depreciation reform to create jobs and
growth has a long history of bi-partisan support. This assertion is followed by a
‘discussion of the depreciation changes made in 1962. Apparently, the purpose is
to imply that the changes have a historical precedent in the changes made in
1962. There is no warrant for such implication.

Prior to 1962, gains resulting from the sale of depreciated machinery and equip-
ment were usually reported at capital gain rates. This had led the Treasury to be
very cautious in the setting of estimated useful lives because depreciation could
be deducted against ordinary income, and if excessive, the gain represented by
such excessive depreciation would be reported as capital gain on sale. However,
Treasury’s caution in allowing depreciation rates created substantial controversy,
largely because some taxpayers thought rates allowed by the Treasury were not
consistent with their use, and procedurally taxpayers had difficulty in establish-
ing that their depreciation rates were consistent with their investment policies.
Recognizing a need to eliminate needless controversy, Treasury surveyed the busi-

ness community and ascertained that business would not oppose legislation to
eliminate the reporting of depreciation gains as capital gain if greater flexibility
was granted in setting depreciation rates. ‘While this legislation was pending, in
testimony before both the House Ways and Means Committee and the Senate
Finance Committee, Treasury promised to revise its procedures for reviewing
taxpayer’s depreciation rates. This promise was kept by promulgation of the
guidelines in Revenue Procedure 62-21.7 Several observations are in order.

This Procedure simplified the grouping of assets, and the guideline lives were
purposefully set at levels which were below those which had been considered
normal when examining depreciation deductions. The purpose was not, however,
simply to shorten lives for tax purposes for all taxpayers. Instead, it was in-
tended that taxpayers who had already adopted or who desired to adopt an in-
~vestment and replacement policy which resulted in below average replacement
period should not be penalized by having to justify their use of shorter lives under
prior procedures. However, taxpayers were warned that if they departed substan-
tially from the actual lives, or if they used the guideline lives, or other shorter
ones, they would have to satisfy the so-called reserve ratio test. The reserve ratio
test is an automatic device for testing whether the taxpayer’s retirement and
replacement policy is consistent with this claimed depreciation rates. In order to
prevent any hardship during the period of transition, it was announced that there

would be a three-year period during which the reserve ratio test would be as-
sumed to be met. Thereafter, it was applicable.

The mere re-counting of the 1962 changes shows the striking contrast to the
recent change. In 1962, there was an effort to improve depreciation as it has been
computed historically. There was concern that some rates were too low, and tax-
payers were given the authority to shorten lives if they could thereafter demon-
strate that the shorter life was consistent with their investment practices. This
reform was promised both to Congress and the business community while remedial

s Buginess Tazation, Report of the President’s Task Force on Business Taxatton, Sep-
tember, 1970, at p. 29.

¢Tax Depreciation Policy Options: Measures of Effectiveness and Estimated Revenue
Losses. Congressional Record, July 23, 1970, p. E-6964.

7 Revenue Procedure 62-21, 1962-2 C.B. 418.
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legislation was being considered. In contrast, the recent action is an abandon-
ment of the historically used system and will institute a wholly new system under
which depreciation need not have any relation to actual retirement and replace-
ment practices of the taxpayer. :

8. The deferral of tazes

The second claim is made that the liberalization of depreciation allowances is
essentially a change in the timing of a tax liability. The implication of this claim
is that ultimately the taxes will be paid. In a few instances, the claim is true.
However, in the majority, so long as the particular taxpayer does not lessen his
capital investments, the taxes which are deferred by excessive depreciation
charges will never be repaid. While an earlier example illustrates the point, it
can be made in another way. Current depreciation on an asset is increased at the
cost of lessening depreciation at some future date. When that future date comes,
however, increased depreciation on other more recently purchased assets will be
greater than the loss on older assets. Thus, one continually uses tomorrow’s de-
preciation against today’s income. There will be nothing to borrow only when
the taxpayer ceases to make investment at his current rate.

This result is confirmed by the revenue estimates with the news releases. By
1980 there will continue to be an annhual revenue loss of some $2.8 billion.

4. Revenue 1088 - :
The claim is made that there will be little or no revenue loss because the in-
centive given will stimulate the economy which will result in greater incomes
for some which will lead to greater revenue collection by the Federal government.
All of this could be true but it may not be. The new depreciation policy favors
certain investments. Such favorable treatment could result in greater aggregate
investment, but it need not. The result might be merely to switch investments
from assets which are not favored under the announcement to those which are.
But even assuming that there is some net increase in investment, this method
of priming the pump, so to 'speak, must be compared to other things that the
government could do to increase economic activity. There are many kinds of al-
ternatives. The government could spend an equivalent amount on education by
agrie'ultpral subsidies, or it could distribute the dollars to all taxpayers by cut-
tinig taxes or allowing credits against the tax. All of this would put dollars in
the hands. of taxpayers who would then presumably pass these dollars on to
other people and thereby stimulate the economy. Many of these optional ways of
stimulating spending would appear to be more effective than . the depreciation
proposal. However, under these alternative spending programs,-the dollars spent
would be treated as real expenditures and would be treated as a real cost even
though they thereby stimulated the economy and produced greater tax revenues.
The cost of the depreciation changes is just as real although it is reflected only
by decreased tax collections. The question still is what is the gross revenue loss.

TAX POLICY

Perhaps before setting out to review the changes in light of tax policy, the
criteria for testing should be established. Largely they are a single one, first
espoused no later than the Wealth of Nations. Does the tax fall equally on per-
sons similarly situated? If it does not, can the deviation from the desired norm
be explained by any principle internal to the administration of the tax law?
Put in other words, the burden of justifying uneven tax burdens is on the pro-
ponent if other feasible means of establishing his goal are available.

When examined from this bias, the annhouncement raises a number of ques-
tions. The rules will push depreciation deductions to earlier years in the lives
of the assets involved. Put another way, the amount of deductions which a tax-
payer may take with respect to his depreciable assets will be greater in the early
years of. their useful lives. An increased deduction has a tax benefit equal to
‘the amount of taxes it saves in the current year discounted for the period elaps-
ing until the taxes are paid. Since, as we have seen, most of the tax savings will
be perpetual, there will be no discount. But whether perpetual or short term,
the tax benefit for individual taxpayers will depend on the amount of new in-
vestment, the degree to which depreciation is accelerated, and - the taxpayer’s
tax rate. We know these vary. Thus, we know the benefits will vary. Some of
these variations are discussed below. All of them will result in uneven tax bur-
dens. There is no justification for this unevenness.
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1. Greater benefits to the high bracket tawvpayers

Any acceleration of a deduction means more dollars to g high bracket taxpayer
than it docs to a low bracket taxpayer. This follows because the same dollar de-
duction will yield a greater reduction in taxes to a high bracket taxpayer than
it does to a low bracket taxpayer.

Supporters of the changes may attempt to answer this argument by claiming
that there is very little bracket graduation because the principal beneficiaries are
corporations. In large part, this assertion is true, but not all businesses are cor-
porations. Some are individuals in the 709% bracket. Others are individuals in
much lower tax brackets.

Furthermore, even if all businesses were corporations, there still are rate
differences which mean deductions will have different benefits to different tax-
payers. Most corporations are taxed at only a 229% rate, but the larger ones which
report by far the preponderance of corporate income are taxed at a nominal 489
rate. These differences in rates are legislated by Congress, and are inherent in
the system of taxation. In addition, some corporations will have tax loss carry-
overs which will insulate earnings for a substantial period of time. They would
be paying no taxes without the increased depreciation allowances, and they will
not benefit from the rules.

‘The overall result of the acceleration of deductions is to favor those who would
otherwise be paying a high rate of tax on the income which is shielded by the
higher depreciations deductions.

2. Certain asscts benefited

Assets which have lives of from between 10 to 20 years will be proportionately
benefitted more than assets having shorter lives under all of the changes men-
tioned above other than the so-called full year convention. This results because
an acceleration of deductions on a 20 year asset to 16 years deductions otherwise
allowable in the last four years. Such remote deductions have little value, and by
accelerating them to the first 16 years, their value is greatly enhanced. On the
other hand, if a five year asset is involved, deductions which would otherwise be
allowed in the fifth year are accelerated. These deductions already have a rela-
tively large value, and acceleration does not increase their value as much
proportionately.

The full year convention has the effect of speeding deductions by approximately
3 months. Obviously, such acceleration is greater proportionately for an asset of
5 years than for an asset having a 10 year life.

8. Benefits are distributed unevenly

Taxpayers will either receive no benefits, be penalized, or be benefited by the
change. To those taxpayers whose lives for assets is that prescribed under the
announcement, no-tax benefit is derived. For most taxpayers whose situation
would not be in accordance with the shortened life, tax benefits and penalties
will result. If the taxpayer’s actual life is longer than the period prescribed, he
obtains a tax benefit. Those who are using a-shorter life than the new period not
only obtain no benefit from the change but are disadvantaged with respect to
competitors who do benefit from the change. There is no way of avoiding this
problem. Even if the periods for the allowable cost recovery were so short that
the depreciation deductions of all taxpayers were inereased, the degree of bene-
fit to the individual taxpayers would nevertheless vary to create the inequalities
which are discussed here.

4. The least deserving tacpayer i8 helped )

The taxpayer who receives the greatest benefit by using the cost recovery
allowance. is the one who in fact has the longest life for his depreciable property.
For example, if the current guideline life for an asset is 15 years, under the an-
nouncement the Service will accept 12 years. But a taxpayer owning-such an as-
set today may be using it 20 years.and depreciating it over that period. Another
taxpayer may be using and depreciating a similar asset over 15 years because
it accords with his actual use. Under the new rules both may use 12 years. The
taxpayer who has a-20 year use has had his deductions accelerated by 40%
while the other taxpayer has had his accelerated by 209%. The one who has the
longest actual life for his depreciable property is the one who has followed an
.unprogressive replacement policy. This taxpayer receives the greatest benefit
although it seems unlikely that he is the more deserving individual.
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5. Certain industries benefit .

. Some industries are obviously more capital intensive than others. If an in-
dustry is required to acquire a lot of capital goods in order to produce its product,
it will receive greuter benefit from the increased depreciation rates than will
those that are not so capital intensive., There is no principle of tax policy which
permits the capital intensive industries to be preferred over those which require
less capital for operation. Indeed, in some of the transportation industries which
are highly capital intensive, it is suspected that the benefits will be so great that
the industry itself will not be able to use them. If an industry cannot use the
benefits conferred upon it, it wiil undoubtedly find some way to sell those bene-
fits to those outside the industry who can make use of them in filing their own
tax returns.

6. Helps those with salvage value

The ability to disregard salvage value is a benefit only to those who have
assets which have a salvage value. If the taxpayer has been consuming his as-
sets to the point where they have no value when they are retired from use, he
gains no benefits under this new rule. On the other hand, if he turned over his
‘il)sset; relatively quickly so that there always is a salvage value, he will obtain

enefits.

7. Rule is not likely to be changed

The benefits realized from an acceleration of depreciation are realized over a
time pattern which will render repeal difficult. Earlier we established that ac-
celeration of deductions amounts to borrowing tomorrow’s depreciation to offset
today’s income. For some period following commencement of this practice, de-
preciation is excessive because earlier asset purchases yields normal depreciation
while subsequent purchases yield borrowed depreciation. The total of these two
is in excess of what accurate depreciation would have yielded. But this excess
comes at a price. At some point, there will be assets yielding inadequate deprecia-
tion because it was borrowed in earlier years. At that point, the taxpayer may
be able to achieve normal depreciation on his total assets because he borrows
future depreciation on his younger assets. However, if we tell him he can no
longer borrow from newly acquired assets and restrict him to proper deprecia-
tion on them, his depreciation on earlier purchases will be inadequate, and he
must now begin to repay the earlier borrowed depreciation. The borrowed de-
preciation is just like borrowed money. In the year of repayment, the taxpayer
has less funds that he would have had if no borrowing had occurred.

This point may be illustrated by returning to the taxpayer who has 5 assets
having a useful life of 5 years and costing $100 each. In the first four years under
the new system he obtained an additional $50 of deductions. If the new system
were eliminated, in the four following years, his depreciation deductions would
be $50 less than they would have been had the new system never been imple-
mented. In those years he must repay the depreciation he borrowed earlier.

Because such a consequence would likely have a very serious economic im-
pact. there is little likelihood that the new rules will be eliminated.

8. Politicizing the Internal Revenue Service

The Internal Revenue Service is charged with the responsibility of adminis-
tering the Federal income tax. One of its functions has been the promulgation of
regulations either as directed by Congress or to provide interpretation of a com-
plex statute. From time to time, these regulations are changed. Often the new
interpretation is controversial. In the past the Service has pretty largely re-
frained from entering the political arena. That is to say the changes in regula-
tions have proceeded from changes in statutes or cases related to the statute.

The depreciation proposals are quite different, however. They represent one
political solution to a very serious economic problem. The solution is a unilateral
Fxecutive decision having no relation to the purpose of the statute. Rather the
purpose is to increase the annual purchasing power of the business community
by $4.1 billions.

This action raises a question whether an administrative agency having vast
responsibility for a complex and detailed statute can successfully engage in ‘the
dispensation of economiec incentives. Having once strayed from its purpose can
it be brought back? This question would be present even If there were complete
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agreement that the action was appropriate. But where there is substantial doubt
about the propriety of the action, the institution itself is seriously weakened.
YWill it not lose its credibility as an administrator of a technical bodr of law?
Will no)t all of its decisions ultimately be suspect as “political” rather than
“legal”?

9. Conclugion

We must conclude that the proposed changes in depreciation are not good tax
policy. Rather than assisting in reaching a goal of equally taxing similarly situ-
ated persons, the changes assure us that similarly situated persons will be taxed
unequally.

ECONOMIC POLICY

Some have defended the action on the grounds that the new depreciation rules
will spur investment in capital goods which will obviously mean more jobs. This,
however, is an improper standard by which to test the action. There are many
ways to stimulate the economy, and the pertinent question is whether the distri-
bution of this amount of funds, $2.6 billions in 1971 but rising to $4.1 billions in
1976, could not be more effectively spent in other ways. While it is of course
impossible to estimate the amount of economic activity which will be generated
by the changed rule, a number of factors seems to stand out.

First, the potential revenue loss is estimnated on the approximate estimates
of capital spending in 1971 without regard to economic stimulation resulting
from the change. In other words, the revenue estimators assume that there would
not be increased capital spending as a result of the stimulation. Second. the
benefits are granted not just to those who respond to the incentive but to those
who would have invested in any event. To such a person the benefit is not an
incentive. It is a gift. The overall result is to fritter large sums in an ineffective
way even though some would say such waste is necessary for “fairness.”

Third, the experience with the investment credit indicated that the response
to it was a greater investment in assets which qualified to receive the credit. This
diverted investment from structures (which did not get the credit) into machin-
ery and equipment (which did). If this change has approximately the same
effect, and one can expect that it will, as an investment credit, some of the in-
vestment in assets which benefit from the change in rules will mainly be shifted,
for example, from short-lived assets to long-lived assets because they obtain
larger benefits.

Investment which would have otherwise gone into houses will be shifted to
machinery and equipment. To the extent that investment is diverted from what
would have been a more efficient use, absent the new rules, the policy is not only
wrong but it is also self-defeating because it will offset the incentive felt by
others.

Fourth, in terms of long-range policy, it is not apparent the the so-called in-
centive effect, if there is any, of these new measures will be considered beneficial.
Indeed, under the investment credit, we found that the investment credit neces-
sarily bad to be suspended in 1966 and repealed in 1969. In both cases, the belief
was that economically the incentive tool had overdone its job. We might rea-
sonably soon conclude that the incentive in this case has overdone its job. How-
ever, it is suggested that the incentive in this case cannot be reversed. As noted
above when discussing the tax policy aspects, the reversal of policy here would
have a severe restricting influence on purchasing power over one cycle of asset
lives. Thus, the operation of it would likely be much more haphazard and harder
to predict than a mere turning off of the valve. This argues for the proposition
that this innovation will be permanent and that there will be no way to reverse
it when additional purchasing power is no longer needed by the business com-
munity. Furthermore, history tells us that depreciation reforms have nearly
always liberalized, rarely tightened, depreciation deductions.

Fifth, there is a large bias here for capital intensive industries. It seems
hazardous to base one’s estimation that the current economic slump is based
largely on declining purchases of capital goods, particularly when manufacturing
capacity is now at T5% of capacity.

Finally, and most importantly, the question which must be answered is whether
a bigger payoff could have been achieved by spending the same amount of money
for other purposes. Suppose that the President had heen authorized merely to
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take $2.5 billion in the form of dollar bills and scatter it among the streets where
it will be picked up by people and 'spent. The question is whether or not this
money spent in this fashion would not resuit in a bigger economic payoff. Ob-
viously, such a course might not be politically sound in a number of quarters,
‘but alternatives which do exactly the same thing might be suggested. Suppose,
‘the President had been authorized to lower taxes in the lower income brackets
by $2.6 billion. It is obvious that in the lower income tax brackets, all of this
:$2.6 billion would be spent in consumer goods. Yet the corporate beneficiaries
may decide merely to pay higher dividends rather than make additional invest-
ments. Such dividends might be consumed but likely not as high a proportion
as if distributed to lower incomes.

"We must conclude then that there is not any apparent body of economic policy
which argues that the change in depreciation allowances is the best expenditure
0f $2.6 billions.

POLITICAL SCIENCE

Finally, one must question whether or not this action represents what one
might describe as good government. This question can be put in focus if one
recognizes that the Executive Department hag made a unilateral decision to
spend $2.6 billion in the current calendar year. Very shortly, this amount will
rise to an expenditure of $4.1 billion in each calendar year. The question is
whether or not the President should take upon himself the initiative to spend
this amount of funds and to do so without consulting Congress.

One must couple that question with a second one. Should the executive be able
to .nake a choice as to whom is to receive the benefits of the $2.6 billion? And is
the executive entitled to decide unilaterally that the economy is slumping because
corporate taxes are too high? Should this decision then be carried to solution
without approval of Congress?

Instead of discussing this matter with Congress, we are told the President
consulted with his Task Force on Business Taxation. The Constitutional stand-
ing of that group is not specified. It consisted of businessmen, lawyers, account-
ants, economists, a former United States Senator, and two former secretaries
of the Treasury, all exceedingly capable men. Very few, howerver, could be said
to represent the public view, Their recommendations were predictable : the busi-
ness tax rate is too high. But isn’t the individual tax rate too high also?

The President recalls that the Tax Reform Act of 1969 cut taxes for individ-
uals by $7 billion. One notes only that this was an act of Congress which was
considered for a long period of time by the House Committee on Ways and
Means, the Senate Finance Committee, and by both Houses as a whole. It was
signed into law by the President. At the same time, the Administration recom-
mended that the taxes on corporations, the major beneficiaries of the present
tax benefits, be reduced in a two step process from an effective rate of 48%
down to 469%. That recommendation was deliberated and rejected.

At hearing on the Tax Reform Act of 1969, the two point reduction in cor-
porate taxes was estimated to cost somewhere between $1.4 billion and $1.6
billion. Based on those figures, the present change can be restated as having the
same revenue effect as a reduction of nearly 49, in the corporate tax for 1971.
In 1976, the total tax reduction would amount to approximately 69. If these
benefits were distributed evenly to all corporations, this change by the Presi-
dent is an administrative action which has the effect of reducing the nominal tax
rate on corporations from 489 to 449 in 1971 and finally to 429, by 1976. Is
there any doubt that such a program could not be legislated? Is the President
attempting to do by the back door what he could not drive through the front
door of the Congressional legislative committees ?

The re-phrasing of the depreciation change as a reduction in the nominal cor-
porate tax rate is useful for another purpose. One recalls that President Ken-
nedy once suggested that the Executive be given authority to raise and to lower
the corporate business tax rate as the economy required. Congress took no action
on the proposal, and many fulminated against it on the ground of vesting too
much authority in the Executive.

The recent action with respect to depreciation is strikingly similar to a lower-
ing of the tax rate. Certainly, if the President is not to be trusted with the
power to create jobs, promote economic growth, and increase competitiveness of
U.S. goods abroad through the lowering of the tax rate, he should not be em-
powered so fo do by a change in depreciation rates. But even if the statute so
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-empowered the President, the exercise of the power is questionable where Con-
gress has refused to reduce corporate taxes.

In a sense, the President is going Congress one better. Because he has seized
‘the opportunity to alter tax rates. But the power here exercised is not likely
4o be reversed. Thus, the discretion is not unlimited. It may be exercized in only
.one direction—down. And only in favor of taxpayers making new investments of
certain machinery and equipment. His discretion is fettered, but I think few
+vould suggest that this fettered discretion is philosophically preferable to unfet-
tered discretion which Congress refused to legislate to the President.

The decision was irresponsible, but politically astute, on another ground. When
tax relief is distributed by administrative fiat, those who are the beneficiaries
of it do not complain. Members of the general public who maust fill the gap
created by the relief may be unable to question the matter in court. When up to
$4.7 billions of annual revenue are involved, is the Executive wise to take the
initiative in distributing funds of this magnitude? Particularly, when effec-
tive review of the legality and desirability by other branches of government
presents some procedural difficulty?

Tt seems to me that the Executive is wise to act in this fashion only if he is as
+willing to subject his economic policies to Congressional scrutiny. Indeed if this
is the best policy will not Congress applaud and adopt it?

CONCLUSION

There can be no doubt that the economy of this country has been sick for the
1ast couple of years. But can the patient be made well by a distribution of more
than $30 billion of tax relief in the coming decade to the business community after
.consistent Congressional refusal to grant it tax relief? Certainly, the economic
opinion and evidence to support the action is flimsy. The nearly irreversible nature
of the action is both bad tax policy and questionable economic policy. The relief
'has been granted in a fashion which may preclude review of its legality, let alone
it wisdom. For these reasons, the ADR regulations should be withdrawn.

‘To: Commissioner of Internal Revenue, Washington, D.C.

(Attention CC:LR:T). ]
‘Re Treasury authority to issue the proposed “Asset Depreciation Range System”
regulations.

(By Boris I. Bittker, Sterling Professor of Law, Yale University)

On March 12, 1971, the Treasury Department issued proposed regulations to
‘implement the liberalized system of depreciation for machinery, equipment and
.certain other property—the Asset Depreciation Range or ADR System—an-
nounced by President Nixon and former Treasury Secretary David M. Kennedy
.on January 11th. Mr. Kennedy asserted that the ADR System was “based on an
intensive study by the Treasury Department and its Internal Revenue Service of
-steps needed to provide greater jinvestment incentives and for job creation.”
He also stated:

“The reform of depreciation policy will encourage business to increase its in-
~vestment in new machinery and equipment, and by providing significant tax re-
.ductions in 1971 and subsequent years, will help business accumulate the capital
required for investment. As a result, our economic growth will be stimulated
strongly and many new jobs created for those who are now unemployed or who
will enter the work force in the future. Every American—manufacturers, farmers,
miners, storeowners, professional and service companies, all others and those who
work therein—will benefit.

“By liberalizing and simplifying the depreciation provisions of the tax law, we
-also have taken a needed step to help U.S. businesses to modernize their produe-
tive facilities and keep abreast of rapidly changing technology. New and better
equipment in American industry will bring increased productivity, and a strength-
ening of the competitive position of our country’s goods in world markets.”

The purpose of this paper is to determine whether the Treasury Department
ha§ the authority to adopt these measures by the issuance of regulations under
existing law, without further action by Congress in the form of enabling
legislation.
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A. THE “ASSET DEPRECIATION RANGE SYSTEM”

The ADR System consists of four interrelated departures from the existing de-
preciation rules:

1. “Range” of depreciable lives.—The ADR System grants an election under
which taxpayers may depreciate assets over a period selected by them, within a
range specified for designated classes of assets. The range allowable under this
“Asset Depreciation Range System” runs from 20 percent below the present guide-
line lives (promulgated in 1962) to 20 percent above these lives. The ADR Sys-
tem applies only to assets that are placed in service after December 31, 1970, and
it excludes (a) buildings and their structural components (with some exceptions,
discussed below) and (b) property used outside the United States.

2. Write-off of certain rehabilitation and improvement expenditures.—A tax-
payer who elects to depreciate eligible property undér the ADR System is granted
a further election, in the form of a special “repair allowance.” This s a privilege
to deduct expenditures for the “repair, maintenance, rehabilitation, and improve-
ment” of eligible property (up to a specified amount, and subject to an exception
for “excluded additions,” described below), even though part or all of the ex-
penditures would otherwise have to be treated as capital improvements under
§ 263, with the result that (absent an election) they could not be deducted cur-
rently but would instead have to be depreciated over an appropriate period of
years. The privilege is exercisable annually ; it covers deductible repairs as will
as non-deduectible rehabilitation and improvement expenditures, and requires the:
electing taxpayer to capitalize any such amounts in excess of the applicable re-
pair allowance. The “repair allowance” was not described by the President or
Mr. Kennedy in their January announcements of the ADR System, but was un-
veiled for the first time in the proposed regulations.

3. “First-year convention.”—In the year of acquisition, eligible property will
entitle the taxpayer to either a full year or a half year of depreciation, depending
upon whether it is placed in service in the first half or second half of the year.
This election will be an alternative to the “half-year” convention of existing
law, under which half a year’s depreciation may be taken for all assets placed in
service during a given year.

4. Termination of the “reserve ratio test.”—The “reserve ratio test,” promul-
gated in 1962 as a backstop to the reduced guideline lives then announced, is
to be terminated for post-1970 years under regulations to be issued “in the
near future.”

The proposed regulations also contain rules relating to the salvage value and
retirement of property depreciated under the ADR System.

* * % L3 * * *

In my opinion, for the reasons set out below:

(2) The Treasury does not have the statutory authority to permit taxpayers:
to depreciate assets over the ranges proposed by the ADR System or to deduct
rehabilitation and improvement expenditures as part of a “repair allowance;”
and

(b) If interpreted to support these aspects of the ADR System, the statutory"
provisions on which the Treasury relies would equally support the most extra-
ordinary departures from widely-accepted principles regarding the division be-
tween current expenditures and capital items in the computation of taxable-
income,

B. THE REVENUE IMPACT AND ECONOMIC OBJECTIVES OF THE ADR SYSTEM

Before setting out the basis for these conclusions, I wish to call attention to-
the revenue impact and economic objectives of the ADR System. These aspects
of the ADR System are so drastic in their implications as to raise, in and of
themselves, serious questions about the Treasury’s authority to issue the pro-
‘posed regulations without explicit Congressional authority.

1. Revenue loss—The Treasury estimates that the revenue loss from ADR
System will start at $0.8 billion in fiscal 1971, and will range thereafter from.
$3.0 billion in fiscal 1972 to $3.8 billion in fiscal 1980, with a high of $4.7 billion in
fiscal 1976.

I do not recall any action by the Treasury in prior years under any of the-
statutory sources on which it now purports to act, or indeed under any other
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;provision of the Internal Revenue Code, with such momentous revenue con-
sequences. While Congress might perhaps vest the Treasury with this extra-
.ordinary authority over the level of federal revenue collections—authority that
is a first cousin to the power to fix the tax rates themselves—the Treasury’s
claim that it now has the power by regulations to alter revenue collections by
.$35 billion or more in a decade calls for close scrutiny.

An instructive parallel! may be found in the enactment by Congress, in 1954,
-.of Sections 452 and 462 of the Internal Revenue Code of 1954, designed to bring
tax accounting into closer harmony with business accounting by permitting tax-
payers to postpone the recognition of prepaid income and to deduct reserves for
estimated expenses. When the Treasury concluded that these provisions would
cause a larger loss of revenue than estimated, it rushed to Congress with an
urgent request, which was granted, for repeal of the provisions. In contrast to
the panic induced in the Treasury by the possibility of a one-time transitional
loss of several billion dollars (an estimate that the Congressional committee
thought was too high), we now have a claim by the Treasury that it can, on its
«own initiative, court a continuing loss, estimated to range from $0.8 to $4.7 bil-
lion each year for at least 10 years.

The Treasury, to be sure, predicts that increased business activity and em-
‘ployment ‘“will provide substantial additional feedback revenues to offset these
reductions.” This is of course a standard—virtually boilerplate—accompani-
ment to proposed tax reductions. Giving the fullest possible weight to these coun-
tervailing forces, the fact remains that the Treasury proposal entails such enor-
.mous revenue consequences that one may properly ask: “Did Congress really
.authorize this trip ?”

2. “Interpretative regulations” or basic fiscal policy-makingf?—Under § 7805,
:authorizing the Secretary of the Treasury to “prescribe all needful rules and reg-
alations for the enforcement of this title,” ambiguities and uncertainties in the
Internal Revenue Code can be resolved; and such “interpretative” regulations
are entitled to great weight. See Koshland v. Helvering, 298 U.S. 441 (1936) :

“Where the [revenue] act uses ambiguous terms, or is of doubtful construc-
tion, a clarifying regulation or one indicating the method of its application to spe-
cific cases not only is permissible but is to be given great weight by the courts.
And the same principle governs where the statute merely expresses a general
rule and invests the Secretary of the Treasury with authority to promulgate
regulations appropriate to its enforcement. But where . . . . the provisions of
the act are unambiguous, and its directions specific, there is no power to amend
it by regulation.”

This modest role for regulations—either interpreting an ambiguous statute
or filling in gaps deliberately left by Congress to the administrator—is not easily
reconciled with the sweeping objectives of the ADR System, as announced by the
President and the Treasury, viz.,, to create jobs, promote economic growth,
strengthen our balance of payments, increase productivity, and modernize pro-
ductive facilities. Of course, a valid regulation is not undermined by the fact
that it simultaneously serves broad economic objectives. At the same time, how-
ever, these dramatic claims for the ADR System properly invite an inquiry into
whether the Treasury, in its conviction that the national economy needs a shot in
the arm, has forgotten to ask Congress permission to administer the stimulant.

3. Administrative substitute for the investment credit?—The possibility that
the Treasury has exceeded its authority is heightened by the strong resemblance
that the ADR System bears to the investment credit, which was repealed by
‘Congress, after ample debate, in 1969. Thus, the ADR System applies only to so-
.called “eligible property,” which is defined by reference to the two major criteria
employed by § 48 in defining the property that was eligible for the investment
.credit. These criteria, enacted by Congress to define “investment credit property”
and adopted by the ADR regulations to define “eligible property,”’—are as
follows:

(a) The property must be either tangible personal property, or other tangible
property (not including buildings and tbeir structural components) if (1) u'sed
-as an integral part of manufacturing, production, or extraction, or of furnish-
ing transportation, communication, electrical energy, gas, W&j:er, or sewerage
disposal services, or (2) constituting a research or storage facility for the fore-
going activities. Save for the omission of a provision relating to.elevato‘rs and
.escalators, these requirements are taken from the general deﬁnit_mn ojj “invest-
aent credit property” in § 48(a) (1). In that context, they embodied a judgment
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by Congress that the acquisition of these types of property—and not other types—"
should be encouraged by a deliberate offer of a tax incentive. The lines of de-
marcation, however, make no sense whatsoever if the ADR regulations are in-;
tended to reflect the impact of technological or economic change on the useful
service lives of business equipment. They can be understood only as the result
of a Treasury decision that investment in particular types of property should be’
encouraged by a tax incentive, and that other types of property are not deserving-
of this incentive. This decision may be sound as a matter of fiscal policy, but it
can hardly be defended as an “Interpretation” of the Internal Revenue Code.

(b) The second criterion of “eligible property” is that it must be “pre--
dominantly used within the United States.” Here again the proposed ADR
regulations turn to the definition of “investment credit property,” incorporating:
by reference the elaborate rules of §48(a) (2) and the regulations issued there--
under. If the ADR rules were intended to reflect the impact of technology on’
the useful service lives of business equipment, they would not require a tax-
payer to distinguish between equipment used in Buffalo and the same equip-
ment used in Toronto, between a vessel documented under the laws of the’
United States and the same type of vessel documented under the laws of
Liberia, or between a truck driven between Toronto and Buffalo and the same
truck if driven between Toronto and Montreal. All of these distinctions were"
thought by Congress to have an appropriate place in the investment credit,
which was designed to encourage domestic investment only in order to improve"
our international competitive position. The same rules might be equally ap-
propriate if Congress decided either to restore the investment credit, or to pro--
vide a substitute for it by authorizing the fast amortization of business equip-
ment. Their use by the Treasury reinforces the conclusion that it is seeking by
regulation to provide a substitute for the investment credit.?

This attempt would be suspect in any event, but it is made even more dubious’
by the language used by the Senate Finance Committee in recommending repeal
of the investment credit as.part of the Tax Reform Act of 1969.: . .

- even though an investment credit may have been useful in the past
in inducing investment in periods when there was a large deficiency of ins”
vestment, it is not clear that the same type of problem will be faced in the
future. For this reason also, the committee concluded that it was better to’
repeal the credit, rather than suspend it. If the need should, in the future;
arise for a further stimulant to investment, the Congress will then be free
to consider various alternative types of treatment. Moreover, it is not clear
once the appropriate rate of investment has been restored, whether in the fu-
ture special inducements to investment will again become necessary. It may
well be that the normal incentives of potentially greater profits in the con=
text of a stable growth, full employment economy will provide the investment
needed without resort to special devices to stimulate investments which. on’
ocecasion, appear to give rise to investment booms, (8. Rept. No. 91-552, p.-
226 ; emphasis added.)

4. Administrative adoption of cost recovery method?—The ADR System bears_
a striking resemblance to the “cost recovery” method of accounting for capital
outlays. Indeed, President Nixon described the proposal as “consistent with the-
recommendations of the President’s Task Force on Business Taxation,” whose"
central recommendation was that “for machinery and equipment, the present
depreciation system be replaced by a simplified system of cost recovery allow-
ances” over periods 40 percent shorter than the 1962 guidelines. This idea has‘
of course been in the air for some time; another recent instance is the 1969

1 The dollar advantage of permitting taxpayers to depreciate their business equipment_
20 percent faster than the 1962 guideline lives depends upon the liyfe of the asset, the’
method of allocating depreciation, the salvage value, and the taxpayer’s tax rate and time_
preference for money. A 1969 Treasury study (Tax Depreciation Policy Options: Meas-
ures of Effectlveness and Estimated Revenue Losses, Congressional Record, July 23,
1970, p. E-6964) estimates that a 40 percent reduction in the 1962 guideline lives is
equivalent to a reduction in the price of the asset of 6.8 to 8.7 percent, assuming an un-
adjusted useful life of 10 to 20 years, a tax rate of 48 percent, and an after-tax rate of
return of 12 percent. A 20 percent reduction, as proposed by the ADR System, would
of course be less advantageous, but it would be augmented by four other factors: (1)
the opportunity to deduct rehabilitation and improvement expenditures by’ electing the
“repalr allowance,” (2) the elimination of the reserve ratio test. so that a taxpayer can
apply the 20 percent reduction to the 1962 guideline lives even if they are shorter than the
actual service lives of his assets, as reflected by his replacement experience, (3) the
Hberalized first-year convention, and (4) the ADR System’s more tolerant treatment of
salvage values,
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proposal of the ABA Section of Taxation (Committee on Depreciation and Amor-
tization) for cost recovery periods “which will be shorter than useful lives for
most taxpayers and which will apply uniformly without regard to individual tax-
payers’ actual experience.” Both the President’s Task Force and the ABA Com-
wittee, however, candidly acknowledged that their proposals required legis-
lative change; neither suggested that the Treasury had the power by regulations
to substitute a cost recovery system for the depreciation rules of current law. In
the wake of these proposals for legislative action, an attempt by the Treasury
to accomplish substantially the same objectives in substantially the same manner
raises, in acute form, the question whether it is treading on thin ice. The ADR
System, in short, seems to be an application of the cost recovery mechanism, which
has not yet been sanctioned by Congress, to the classes of property that qualified
for the investment credit, which was repealed by Congress only a few months ago..

C. ““USEFUL SERVICE LIVES” AND THE ARTIFICIAL LIVES OF THE PROPOSED REGULATIONS:

In assessing the Treasury's authority to issue the ADR System regulations,
I start with the fact that the useful service life of an asset (or class of assets) is
central to the statutory and accounting concept of depreciation. Although the de-
termination of this period requires an estimate, and often a difficult one, the In-
ternal Revenue Code does not authorize the taxpayer to select, or Treasury to
accept, an artificial period of time, unrelated to the asset’'s useful life, as the
proper period for depreciating its cost or other basis. As I will point out in more
detail later, when Congress has wanted to authorize an artificial period for writ-
ing off the cost of an asset (e.g., 60 months for World War II “emergency facili-
ties”), it has enacted a statutory exception to the general rule that “useful life’”
is controlling; so far as I know, it was never even suggested that the Treasury
could have authorized such an exception under any of the statutory provisions
cited in support of the ADR System.

The importance of the asset’s “useful life” has been frequently recognized. The
Internal Revenue Code uses the phrase in many places, e.g., § 167(b), (¢), (d),
and (f). As long ago as 1927, the Supreme Court, in an opinion by Mr. Justice
Brandeis, pointed out that consistently since 1913, revenue acts have provided an
allowance for depreciation that is related to the property’s useful life:

The amount of the allowance for depreciation is the sum which should be
set aside for the taxable year, in order that, at the end of the useful life of the
plant in the business, the aggregate of the sums set aside will (with the
salvage value) suffice to provide an amount equal to the original cost. [United
States v. Ludey, 274 U.S. 295] :

This statement has for many years been paraphrased, with minor amplifica-
tioms, in the basic Treasury Regulationg on depreciation. See Regs. § 1.167(a)~
1(a). The crucial importance of the asset’s useful life in the allocation of depre-
ciation has been noted in numerous other instances. Thus, Bulletin ¥ (the stand-
ard IRS guide to depreciation for many years) provided: .

[T1he period over which [depreciation] extends is the normal useful life of the
asset. .

The same idea was repeated when Bulletin F was supplanted by Rev. Proc.
62-21, 1962-2 C.B. 418, 429:

The purpose of the [depreciation] allowance is to permit taxpayers to re-
cover through annual deductions the cost (or other basis) of the property
over its useful economic life,

In explaining the 1962 guidelines, Rev. Proc. 62-21 employed a series of hypo-
thetical questions and answers, including : ) .

3. Question. At present, depreciation is based on the useful life of property in
the tazpayer's own trade or business. How does this depreciation reform aflect
this approach? .

Answer. The depreciation reform retains this approach. Every taxpayer should
continue to base his depreciable lives on his own best estimate of the period of
their use in his trade or business. The new reform provides guideline lives, based
on analyses of statistical data and engineering studies and assessments of cur-
rent and prospective technological advances, for each industry in the United
States. The guidelines which have been developed are felt to provide reasonable
standards for taxpayers in the various industries and if used will be presumed
to be acceptable unless subsequent events show that they are not appropriate
for a particular taxpayer’s circumstances.
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In Massey Motors, Inc. v. United States, 364 U.S. 92 (1960), the Supreme
Court held that depreciation: “is to be calculated over the estimated useful life of
the asset while actually employed by the taxpayer. . . .”

This holding was buttressed by repeated statements in the opinion to the
same c_effect, which were encapsulated by the Court’s description of existing
depreciation law as “a system where the real salvage price and actual duration
of use are relevant.” Finally :

We therefore conclude that the Congress intended that the taxpayer
should, under the allowance for depreciation, recover only the cost of the
asset less the estimated salvage, resale or second-hand value. This re-
guires that the useful life of the asset be related to the period for which
it may reasonably be expected to be employed in the taxpayer’s business.

F}'nally, as recently as last July, in a Treasury memorandum sent to Senator
Javits by Secretary Kennedy that discussed the “policy options” open to the

Treasury in !:he depreciation area, the statutory rules governing depreciation
were summarized as follows :

Tl}ese rules, in general, specify that the aggregate of all depreciation de-
dpctlons which may be taken by a business taxpayer may not exceed the
difference between the original cost, or other basis, of the asset and its
salvage value, and that this depreciable basis must be apportioned over the
estimated useful life of the asset by a consistent method. (Congressional
Record, July 23, 1970, page E-6964.)

The Supreme Court’s comment in Fribourg Navigation Co., Inc. v. Commis-
sioner, 383 U.S. 272 (1966), about the taxpayer’s right to deduct depreciation
in the year a depreciable asset is sold, is applicable a fortiori to the principle
that depreciation is to be spread over the period of an asset’s useful life in the
taxpayer’s business :

Over the same extended period of years during which the foregoing ad-
minjstrative and judicial precedent was accumulating, Congress repeatedly
reenacted the depreciation provision without significant change. Thus,
beyond the generally understood scope of the depreciation provision itself, the
Commissioner’s prior long-standing practice must be deemed to have re-
ceived congressional approval.

] * * * * * -

Against this background, I conclude that the “range of lives” sanctioned
by the ADR System exceeds the Treasury’s authority in two respects:

1. It provides for an artificial decrease or increase in average useful lives
(as estimated by the 1962 guidelines) by 20 percent, unrelated to actual changes
in the underlying facts; and

2. It permits taxpayers to employ these artificially-altered averages without
regard to the separate circumstances of their own businesses.

Neither of these “reforms’” finds any support, in my view, in the statutory
provisions cited by former Secretary Kennedy, when he described the ADR
System in his news conference on January 11, 1971:

1. Section 167(a), providing for a reasonable allowance for the exhaustion
and obsolescence of business assets, must, of course, be interpreted in the light
of the well-established rules of depreciation, including the principle that the
allowance is to extend over the useful life of the assets. In point of fact. Section
167 (b) —not mentioned by Mr. Kennedy in his statement—authorizes the Treas-
ury to prescribe regulations governing depreciation “methods and rates,” but
pointedly provides that no method may be prescribed that will provide an al-
lowance during the first two-thirds of the useful life of the property greater
than would be provided by the statutory declining balance method. This re-
striction on the Treasury’s authority would be utterly nugatory if the Treasury
could itself preseribe an artificial “useful life” for assets. Congress deliberately
provided that property must have “a useful life of 8 years or more” to qualify
for rapid depreclation under Section 167(b) and for the liberal salvage value
computation of Section 167(f). and “a useful life of 6 years or more” to qualify
for the additional first-year depreciation under Section 179. These—and a num-
ber of other Congressional restrictions based on the useful life of property—
are utterly inconsistent with the theory that the Treasury can confer an arti-
ficial useful life on property.
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2. Sections 446, 451 and 461, also cited by Mr. Kennedy as sources of authority
for the ADR System, are even less applicable than Section 167. Section 446(b)
permits the Treasury to prescribe a method of accounting if a taxpayer’'s own
method does not clearly reflect income; this provision ig obviously inapplicable.
Section 446(c) permits the Treasury to authorize a combination of certain ac:
counting methods specified by the Code itself, and is equally inapplicable to the
ADR .System. Section 451, relating to the taxable year in which items of
gross income are to be included, has nothing to do with deductions, and makes
no mention of regulations. Finally, Section 461 provides that deductions are to
be taken “for the taxable year which is the ‘proper’ taxable year under the
method of accounting used in computing taxable income.” Like Section 451, it
makes no mention of regulations to be issued by the Treasury ; still less, doeé it
permit the Treasury to override generally accepted principles of depreciation
accounting.

3. Section 7805 authorizes the Treasury to prescribe “all needful rules and
regulations for the enforcement of this title.” This is obviously a provision of
broad import, but it does not supplant the substantive provisions of the code,
such as Section 167’s rules regarding depreciation. If construed to permit the
Treasury to adopt the artificial useful lives for depreciable assets prescribed by
the ADR System, it could be employed with equal plausibility to reduce—or in-
crease—useful lives by 50 percent, to provide a uniform 3-year “useful life” for
all assets, to authorize capital investments to be written off in the year of ac-
quisition, or to permit assets to be deducted only in the year they are retired
from service.

Under the broad authority claimed by the Treasury, it would not have been
necessary for Congress to enact any of the numerous provisions for the rapid
amortization or immediate write-off of particular expenditures that have been
added to the Internal Revenue Code in recent years, since the Treasury—by
virtue of its alleged power to decide when capital investments are to be written
off—could have provided the same benefits by regulations. I refer here to such
provisions as § 174 (research and experimental expenditures), § 175 (soil and
water conservation expenditures), § 177 (trade mark and trade name expendi-
tures), §179 (first-year depreciation allowance for small business), §§ 180-181
(fertilizer and clearing of land), §§ 184-185 (railroad rolling stock and grading
expenditures), and § 248 (corporate organizational expenditures).

The foregoing discussion has focussed on the ADR election to use useful lives
that are shorter than the 1962 guidelines. My comments are, however, equally
applicable to the election to use artificially long lives, since they are also in-
consistent with the previously unquestioned principle that depreciation is to be
taken over the useful service life of the asset in the taxpayer’s business. Indeed,
there is an additional objection to an artificially long life, viz., Section 1016(a)
(2), requiring the adjusted basis of property to be reduced by depreciation “al-
lowable under this subtitle or prior income tax laws.” The clear import of this
statutory rule—which the Treasury has been given no authority to suspend or
nullifiy—is that the taxpayer cannot “save” depreciation that is allowable under
the law for the current year, in order to use it in a later year.

Finally. T wish to comment on the “repair allowance” authorized by the
Treasury in the ADR regulations. It is, at bottom. an election under which the
taxpaver may write off, in the year incurred, certain expenditures for the re-
habilitation and improvement of property that, under Section 263, constitute
eapital outlayvs. This inconsistency with the statute is transparently clear; if
Section 263 did not forbid a deduction for these expenditures, the taxpayer could
deduct them without making the “pepair allowance” election, and could take
similar deductions for comparable expenditures to rehabilitate and improve
real property or other assets that do not qualify for the ADR System. The pro-
posed regulations acknowledge this departure from Section 263 in a curious
way : they provide that rehabilitation and improvements expenditures (so-called
“excluded additions”) do not qualify for the “repair allowance” if they add an
identifiable unit of property, or modify existing property to a substantially aif-
ferent use. or substantially increase its original productivity or capacity. This
effort to distinguish among capital outlays has no statutory foundation whatso-
ever; Section 263 does not provide that some capital expenditures are more
non-deductible than others.

One more point: if the Treasury had the power to convert capital expendi-
tures into deductible expenses (under such provisions as Sections 446, 451, 461,
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or 7803), it could take far more drastic action than the proposed ‘repair-allow-
ance.” Its alleged authority would, with equal plausibility, permit a “repair
allowance” that was not restricted to a fraction of the asset’s adjusted basis,
that covered so-called “excluded additions,” and that embraced real property as
well as property qualifying for shortened lives under the ADR System. The
“Treasury’s alleged authority would also have enabled it to promulgate the rules
-0f Section 263(e) (rehabilitation of railroad rolling stock deductible despite
.Section 263) without Congressional action.

In addition to permitting taxpayers to deduct capital outlays, the “repair
:allowance” can also have the converse effect, viz., allowing the taxpayer to
-capitalize deductible repair expenses, instead of deducting them, if they exceed
the applicable annual limit. This attempt by the Treasury to permit taxpayers
to avoid the effect of Section 162 if they have an excess of current deductions is
as objectionable as its attempt to permit capital outlays to be deducted cur-
rently. Among other things, it violates the intent of Section 172, under which
excess deductions create an operating loss that can be carried forward for only
a limited number of years. It also implies that the Treasury could, if it so de-
sired, authorize taxpayers to capitalize repair expenses at will,

The distinetion between non-deductible capital outlays and currently deductible
expenses is so vital to the proper measurement of taxable income that statutory
departures from the principle, even if motivated by policy considerations, are
widely acknowledged to be tax preferences. Thus, the following items are either
defined as “items of tax preference” by Sections 56-58 (imposing a minimum
tax on tax preferences) or were proposed by the Treasury or the House Ways
and Means Committee for somewhat comparable corrective treatment:

Accelerated depreciation on §1250 property.

Accelerated depreciation on §1245 property subject to a net lease.

Rapid amortization of certified pollution control facilities under §169.

Rapid amortization of railroad rolling stock under §184.

Excess of depletion over basis.

Deduction under §§175, 180, and 182, and Regs. §1.64-4 and §1.162-12 of
farm expenditures that would be capitalized under normal accounting
principles.

Deduction of intangible drilling and development costs.

With the 1969 battle over tax preferences still so lively in our memory, it is
ironic to find that the Treasury is already proposing to add two new candidates—
artificial lives for certain depreciable assets and the current deduction of some
rehabilitation and improvement expenditures—to next year’s list of tax
preferences. .

. It so happens that the Treasury, on a memorable prior occasion, sought to allow
taxpayers to write off, as a business expense, expenditures that under conven-
'tional accounting principles would be capitalized: I refer to the Treasury’s pre-
1945 rules permitting intangible drilling and development costs to be deducted.
In F.H.BE. OQil Co. v. Commissioner, 147 F. 2d 1002 (5th Cir. 1945), this option
was held to be invalid :

A regulation giving the option which is in dispute has existed, with in-
<reasing complexity, since 1918, and has recently been broadened. The legis-
l1ative mind of the Treasury Department seems determined to maintain the
-option. The administrative mind, represented by the Commissioner and his
Jawyers, and supported generally by the courts, is bent on whittling it away.

" The question of its validity has seldom been raised, the taxpayers not wish-
© ing to attack it because it favors them, and the Commissioner not being in

" position to repudiate the regulation of his own department. The judges have

not thought it their business to raise the question; but if the option be in
truth contrary to the revenue statutes, it is void, and it is the duty of the
judges to declare and uphold the law, and disregard the regulation.

The court held that the option was inconsistent with § 24(a) of the 1939 Code
(the statutory predecessor of §263(a)), forbidding a deduction for amounts
paid “for permanent improvements or betterments made to increase the valu.e
of any property or estate”—an objection that is equally applicable to the arti-
ficial useful lives and the repair allowance contemplated by the ADR System.
Moreover, in the F.H.H. case, the court held that the drilling expense option was
invalid even though the statute explicitly provided for “a reasonable allowance
for depletion and for depreciation of [mine] improvements . .. to be made
under rules and regulations to be preseribed by the Commissioner, with the
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.approval of the Secretary.” * In permitting capital investments to be written off
(in the guise of the proposed “repair allowance”) or to be amortized over an
_artificially shortened period, the ADR System does not have even this statutory
_sanction; and is hence even less defensible than the regulations that were held
“to be invalid in the . H.H. case. . ’

® i ] ® £ * *

Two further observations are in order:

1. It is clear that the change in useful lives by the ADR System is not attrib-
‘utable to technical and engineering studies establishing that the 1962 guidelines
.are inaccurate. For one thing, the 1962 guidelines cannot be simultaneously too

long and too short, so as to justify a free choice within the “range” allowed
by the ADR System. It is even more fantastic to suggest that the 1962 guidelines
_are both too short and too long for the special classes of property qualifying
under the regulations (primarily tangible personal property used in the United
. States), but correct for other types of property. The deliberate disregard by the
'ADR System of actual service lives reaches its zenith in the treatment of public
utility assets. Under the proposed regulations, certain public utilities may elect
the 20 percent shortened lives only if they ‘“normalize” the tax deferral resulting
-from the election, an accounting practice that has a bearing on the utility’s
rates but that obviously has no impact on the useful lives of its assets. The
.proposed regulation is, of course, patterned on Section 167(1), which reflects a
., Congressional decision to relate the federal tax liabilities of public utilities to
. their rate-making bases—but this provides no foundation for a Treasury decision
to link the useful life of an asset to the taxpayer’s accounting practices.

Even if the ADR System were confined to a reduction of the 1962 guidelines,

and were generally available, it would be difficult to attribute the proposed change
.to technological developments since 1962; it strains credulity to assert that all
1962 guidelines are out of line by the same 20 percent error. Finally, the ADR
System applies only to assets physically placed in service in 1971 and later years.
If technological changes have made the 1962 guideiines too long for assets placed
.in service in 1971 and later years, however, they must be even more inaccurate
for assets now in service. Yet no correction is authorized for existing assets. In
this connection, it should be pointed out that there have been few litigated cases
,challenging the 1962 guidelines, and I know of no evidence that many taxpayers
have endeavored even at the administrative level to establish that they are too
-long. The complaints directed.at the reserve ratio test, indeed, imply that assets
_are not being replaced as fast as their guideline lives expire; and the ABA cost
recovery proposal described earlier states flatly that the lives prescribed by the
1962 guidelines “were purposely shorter than ‘actual lives’ in effect for most tax-
payers,” so that since 1962 “the tax system has in fact been operating on the basis
.of prescribed lives shorter than ‘actual lives.’ ”3 Finally, the President’s Task
Force on-Business Taxation, which offered persuasive evidence that foreign cost
recovery periods are shorter than ours, offered no evidence that the guidelines
are longer than ectual lives. Indeed, its assertion that United States industrial
.equipment is dangerously obsolescent in some industries suggests that actual use-
ful lives are even-longer.than the 1962 guidelines.

2 Although the court later confined its decision to a holding that the taxpayer did
not come within the scope of the regulations, this restriction stemmed from the fact that
.the regulations had been In force for 20 years, obviously with the full knowledge of the
appropriate legislative committees 1f not of Congress 1itself; and It was accompanled
-by the announcement that “we see no fault in our previous reasoning. and think the former
.opinion a right one to.-have been rendered 20 years ago.” F.H.E, Oil Co. v. Commissioner
149 F.2d 238 (5th Cir. 1945) ; see also a later installment of the same litigation, 15
F.2d 857 (5th Cir. 1945), refusing to reconsider despite a Congressional joint resolution,
.endorsing the regulations.

An earller case.had.upheld the validity of the regulations, but because in the court’s
opinion the taxpayer’s expenditures for drilling dld not in fact increase the value of the
.taxpayer’s properfy: ‘“The truth s that the hole upon which the money is expended is
_simply a means of reaching the oil sands, and it is the oil which was debatable. the court
concluded that there was room for an interpretative regulation, and that in any event the
.repeated reenactment of the statute after the regulations were promulgated constituted
“almost conclusive .proof”’ of .Congressional approval of the regulations. Ramsey v.
_Commisaioner, .66-F.2d 316 (10th Cir. 1933). It is a reasonable inference from the Ramsey
case that if.the expenditure-had produced a capital investment or if the regulations had
been newly promulgated, the conrt would have been less tolerant. .

8 The.reserve ratlo.test was to -be the corrective for this practice but, as noted above,
<1t is to be terminated as part of.the ADR “reforms."”
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2. No doubt the Internal Revenue Service could properly announce that it will,.
in general, not re-examine useful lives falling within a specified range of the
1962 guideline lives, 'in order to focus its audit resources on other areas of
dispute. A precedent for such a decision may be found in the IRS state sales tax
tables, setting out the amounts that may ordinarily be claimed as deductions,.
without substantiation, by taxpayers at various income levels. The Service re-
serves, however, its right to require substantiation in appropriate cases. In my
opinion, this power could not be effectively renounced by the IRS under existing’
law ; since the Code clearly contemplates that errors on returns can be corrected
at any time until the statute of limitations runs, unless a compromise or closing-
agreement is executed between the taxpayers and the IRS.¢ The useful lives.
promulgated by old Bulletin F and later by the 1962 guidelines both acknowledged
this inability to convert an audit rule-of-thumb ‘into a binding rule of law, by
permitting the announced lives to be re-examined if circumstances so required.

Even if, contrary to the foregoing reasoning, the IRS had the power to establish
conclusive administrative rules of thumb in the tax area, this power—like all
authority to issue regulations—would have to be exercised in a reasonable
fashion. I doubt that anyone would seriously argue that the reduction in admin-
istrative friction and cost achieved by the ADR System could justify a $3 or $4-
billion annual reduction in federal revenue. It is perfectly obvious from the
Presidential Treasury announcements that this price is to be paid for the ADR
System’s anticipated impact on the national economy, not for its administrative
virtues. Viewed as a substitute for the investment credit—the context within
which the President’s Task Force on Business Taxation recommended a reform
of depreciation policy—the ADR System may be a desirable way to step up the
pace of business investment, but this is a decision that should be made by
Congress.

Mr. Naper. These men have publicly expressed their concern that
the multibillion-dollar proposals are an unlawful excess of Executive
authority. Especially those Members of Congress who favor the stimu-
lation of business investment should be concerned about the unlawful-
ness of the Treasury action. Recent reports, which I also include for
the record, indicate that businessmen are reluctant to invest on the
basis of the proposed regulations. This appears in part to be because of
an impending court challenge to the validity of the new depreciation
system.

(The reports referred to follow :)

[From the New York Times, May 4, 1971]
BaYH TErRMS BUSINESS Tax CuT HeARING A ‘CHARADE’
(By Eileen Shanahan)

WASHINGTON, May 3—The Internal Revenue Service began three days of hear-
ings today on the Administration’s plan to cut business taxes by allowing bigger
deductions for depreciation—hearings that the first witness, Senator Birch Bayh,
characteried as “an elaborate charade.”

Senator Bayh, an Indiana Democrat, based his charge on “the repeated state-
ments by high Treasury officials” that the proposed changes in the depreciation
rules “will go into effect regardless of what ig said or done at these hearings.”

Assistant Secretary of the Treasury Edwin S. Cohen, responding to the same
accusation when it was made by another witness, said that he could “assure” the
witness that “it will be a meaningful hearing, and we will take into account your
views,”

¢Indeed, in the area of depreciation Congress has explicitly provided a procedure for

reducing disputes over useful Iives, viz., § 167(d) (relating to agreements on useful lives),
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SEE BENEFIT FOR NATION

The witnesses who supported the proposed changes disputed opponents’ conten-
tions t_hat the Administration did not have the authority to adopt the planned
liberalization without asking Congress for authority. They did not, however, speak
to the issue of whether the hearings themselves were being conducted improperly.

The advocates, instead, voiced their belief that shortening the period of time
over which businesses could depreciate their equipment—which is the principal
feature of the proposed rule changes—would benefit not only the economy but also
the nation.

A typical spokesman for this viewpoint was Clifford D. Siverd, president of
American Cyanamid Company, who testified on behalf of the Manufacturing
Chemists Association.

Mr. Siverd said that national concern with pollution of the environment “has
accelerated obsolescence in the chemical industry” to a degree that was not fore-
seen when the present time periods for depreciation equipment were set in 1962.
He said that larger depreciation deductions were needed if the chemical industry
were to have the money needed to minimize its pollution.

Opponents of the changes criticized both their legality and their probable eco-
nomic effectiveness. .

Dean Bernard Wolfman of the University of Pennsylvania Law School also
challenged the legality of the hearing on the ground that the Treasury had never
made public the economic basis for its decision to liberalize the depreciation rules.
Therefore, he said, opponents were not able to make an adequate response.

{From the Wall Street Journal, May 4, 1971]
TREASURY'S HEARINGS ON EASIER GUIDELINES FOR DEPRECIATION BEGUN

WITNESSES RESTATE PRIOR STANDS ON THE PLANNED LIBERALIZATION ; PROPONENTS
GET GOOD RESPONBE

WaASHINGTON—The Nixon administration opened three days of hearings on its
proposed liberalization of depreciation guidelines for business, with the archi-
tects of the proposals sitting as judges.

Sixteen witnesses testified at yesterday’s session, conducted by Internal Reve-
nue Service Commissioner Randolph W. Thrower and his chief counsel, K.
Martin Worthy; Edwin S. Cohen, Assistant Treasury Secretary for Tax Policy,
and his deputy, John S. Nolan; along with several other IRS and Treasury
officials.

All the witnesses reiterated previous contentions about the proposals. Sup-
porters claimed that the earlier write-offs were essential to stimulate invest-
ment and meet foreign competition and that the Treasury has the authority to
make these changes administratively. Opponents generally charged that the “tax
cut” for business is economically undesirable and only could be implemented
by Congress.

The treatment accorded the witnesses differed sharply, however. Critics of the
administration proposals frequently were peppered with technical questionms,
particularly from Mr. Cohen and Mr. Worthy. But advocates of the changes often

68-504—71—pt. 1——20
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‘were praised for their “definitive” analyses or for being “recognized experts” on
ithe subject and often were only asked to elaborate on the benefits of the liber-
:alized depreciation guidelines.

Although Mr. Cohen promised yesterday that all views expressed at the ‘hear-
ings will be considered, the administration has repeatedly emphasized it plans to
“implement the changes regardless of what transpires ata these sessions.

The administration proposals would create an “asset depreciation range” where
businessmen could take depreciation deductions up to 209 shorter (or 20%
Jlonger) than currently allowed in the IRS standard guidelines. The proposals also

would abolish the ‘“‘reserve ratio test” requiring businessmen to prove they’re
actually writing off equipment at about the same pace as they’re replacing
‘it, and would allow a larger deduction in the first year.

The Treasury estimates that the revenue loss from the liberalized depreciation
-would be about $3 billion in fiscal 1972, starting this July 1, and that through
fiscal 1980 the tax loss would total about $36.8 billion.

Some critics of the proposals were visibly annoyed by yesterday’s proceed-

sings. “Worthy looked like he was conducting a cross-examination rather than
listening to the important contributions that were brought out,” charged Thomas
H. Stanton, a lawyer with Ralph Nader’s Public Interest Research Group.
Another opponent complained that supporters of the liberalized write-offs ‘“were
~thrown one 1ob after another” in the questioning.

The question of the Treasury’s authority to administratively activate these
.changes also was sharply debated. Two Illinois Republicans, Sen. Charles H.
‘Percy and Rep. John B. Anderson, strongly defended the Treasury’s authority
to act administratively on depreciation guidelines and said Congress wasn’t
“being illegally bypassed.

But Democratic lawmakers, including Sen. Birch Bayh of Indiana, Rep.
-Charles A. Vanik of Ohio and Rep. Henry S. Reuss of Wisconsin, argued that only

Congress could make such changes. Sen. Bayh said he “strongly suspects that all
-of us here today merely are participating in an elaborate charade.” Rep. Vanik
worried aloud about “rumors” that “we’re just here to celebrate a hanging that’s
-already been decided.”

Mr. Cohen insisted this wasn’t the case and said he’s “certain there’ll be
some changes before the final promulgation of new depreciation guidelines.”

Others testifying against the proposals were Nathaniel Goldfinger of the AFI~
-CIO, Robert Bisner, a Northwestern University economist ; Martin David, a Uni-

versity of Wisconsin economist; Richard Pollock, a University of Hawaii econo-
‘mist, and Bernard Wolfman, dean of the Umversxty of Pennsylvania law school,
who was representing Common Cause.

The other supporters of the changes included Clifford D. Siverd of the Manu-
-facturing Chemists Association; Dale W. Jorgenson of Data Resources Inc., testi-
-fying on behalf of American Telephone & Telegraph Co.; Norman B. Ture of PRC
'Systems Sciences Co.; Ernst Anspach of Loeb, Rhoades & Co.; C. Lowell Har-

riss, a Columbia University economist, and John Ellicott, counsel for the National
Machine Tool Builders’ association and the American Machine Tool Distribu-
‘tors’ assoclation.

[From the Washington Post, May 6, 1971}
Nabper CHARGES ADR PREJUDGMENT
(By James L. Rowe, Jr.)

Consumer advocate Ralph Nader, who initiated the attack on the administra-
-tion’s proposed liberalization of depreciation polices, yesterday told the leading
Treasury tax official that he should resign from a panel hearing testimony
-on the proposals.

Nader cited a newspaper article quoting Edwin S. Cohen, Assistant Secretary
of the Treasury for Tax Policy as saying businessmen could rely upon the depre-
-ciation rules going into-effect.

The rules—called the Accelerated Depreciation Range system—would permit
businessmen to write off the cost of their investments 20 per cent faster than
they can now, cutting business taxes by $3 billion next year and $37 billion over
-the decade.

Tuesday, ‘Cohen refused to retract the statement while questioning one of
“Nader’s Public Interest-Group tax lawyers, Thomas Stanton.
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Nader charged yesterday, “This explicit prejudgment means that the many
earnest and able speakers before you have been talking into a void, whenever
their comments touched upon the basic unlawfulness of the ADR regulations.”

Cohen told Nader he would give the disyualification request “my every con-
sideration.” However, he said, his position was the necessary one “unless those
who propose the regulations do not pass upon them.” The Treasury proposed
the specific regulations in March. .

Cohen said he conceived of his obligation to “think these proposals through
as much as possible in advance,” before making them specific. He said his assur-
ance to businessmen meant that in the hearings ‘“nothing so fundamental will be
called to our attention that will cause us to change our mind completely.”

The Treasury’s proposals would also abolish the so-called reserve ratio tests—a
test instituted in 1962 which forces businessmen to justify the length of time
taken to write off investments as being the actual length of time the asset is
used.

Nader cited deputy Assistant Secretary of the Treasury John Nolan’s state-
ment Monday that a large number of corporations have failed the reserve ratio
test—they wrote off their equipment faster than they used it up.

Nader said, “One must wonder whether this is not a classic example of a
special relationship existing between the Treasury and favored constituents.
Rather than enforce the regulations to the best extent possible, the Treasury
simply proposes in the ADR system to abolish the otherwise applicable law.”

The Treasury claims enforcing the reserve ratio test presents unfathomable
administrative problems.

The three days of hearings on the proposed regulations ended yesterday with
53 witnesses testifying either in support of, or against, the regulations.

The Treasury panel, including representatives from Treasury’s tax policy
branch and the Internal Revenue Service, will re-look at the proposals.

Treasury officials predict some final determination-——which will probably be
a modified form of the current proposals—by early next month.

There is currently legislation in both Houses of Congress to block the regula-
tions and Nader’s group has promised to fight the proposals, which it considers.
unlawful, in the courts.

[From the Economist, May 8, 1971]
A MATTER OF DEPRECIATION

For three days this week, the Treasury sat as judge and jury over a little
matter of $37 billion which the Administration proposes to allow industry in the
form of more generous depreciation allowances when paying taxes. The very
phrase “depreciation allowances” is an immediate switch-off phrase; it reeks of
technicalities beyond the wit of laymen and of most Congressmen—a subject
surely fit only for lawyers and accountants. In announcing the change on January
11th President Nixon emphasized its “highly technical” nature and sought to pass
it off as a mere administrative reform. To buttress the argument that the reform
did not require legislation, Treasury officials stated that it was not a tax cut,
merely a matter of timing.

Companies were to be allowed to depreciate their assets for tax purposes over
a period shorter (or longer) by as much as 20 per cent than is laid down in the
guidelines instituted in 1962 (see box). Since the total allowance would remain
the same, it was argued, the Treasury would not be handing out any more money.
This line of reasoning incorporated a semantic confusion. It is true that a com-
pany making an investment of $1 million would still write off $1 million, but in
eight years rather than ten. Yet in fact companies make investments year by
year—and under accelerated depreciation the Treasury collects less revenue year
by year than it would otherwise do. The Treasury estimates the loss at $2.7
billion in the 1972 fiscal year, starting on July 1st, with a total of $37 billion
for the decade.

There, thanks to the abstruseness of the subject, the matter would have lain:
a large tax change presented as a small administrative measure. But this would
be to reckon without the groups of Administration watchers that have grown up
in the wake of Mr. Ralph Nader’s’ demonstration of the power of the well-in-
formed citizen in a democratic state. Lawyers in Mr. Nader’s public interest
research group thought that the Administration was probably exceeding the con-
stitutional power which gave to Congress the right “to lay and collect taxes”
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and that, at the very least, it was taking a major decision without sufficient public
debate.

So they threatened to challenge the legality of the changes on the ground that
public hearings Bad not been held. The Treasury then agreed to hold hearings,
even claiming that these had been planned all along, Mr. John Gardner’s move-
ment for more rational government, Common Cause, diverted some of its energies
to this esoteric battle. And the Taxation with Representation lobby, which tries
to bring the general public into the debate about tax changes which is usually
conducted solely by powerful pressure groups, weighed in by distributing state-
ments by both sides. Other groups have been agitating against what they see as a
diversion to corporate pockets of money that would be better used to alleviate
social ills.

The hearings centered on two groups of issues: whether the Treasury was ex-
ceeding its administrative prerogative and whether the changes made sound
economics. Meanwhile Mr. Edwin Cohen, the Assistant Secretary of the Treasury
for tax policy had already said that:

“We don’t anticipate changing our mind. As a very practical matter, a business-
man can rely on this going into effect in its broad outline.”

The question of the scope of administrative authority was hotted up by Sen-
ator Muskie the day before the hearings began. He released to the press an in-
ternal memorandum that a top Treasury official, Mr. John Nolan, had submitted
to the White House before Christmas. It judged that legislation would not be
needed to reduce the life of assets by 20 per cent as long as the reserve ratio test
(see box) was retained. The current proposals include the abolition of this test.
Mr. Nolan has changed his mind since writing that preliminary memo and the
Treasury now argues that the wording of the tax code allows it discretion, that
it has exercised such discretion several times and that the reserve ratio test has
not, in fact, operated since it was introduced. Some support for the Treasury’s
position can be found in the absence from the hearings of top Senators and Con-
gressmen from the committees most concerned with fiscal policy who are usuvally
jealous in guarding their prerogatives. But once the hearings are over the oppo-
sition may take its challenge to court.

The economic argument for the changes was the simple one that higher allow-
ances for depreciation would be an incentive to greater investment and modern-
isation of facilities and that, by comparison with other countries. American
allowances were paltry. The latter may be true, but the relationship between
investment allowances and investment is unproven. As the chart shows, the
decline in profits last year was offset by a handy increase in the value of depreci-
tion allowances from natural causes so that cash flow and dividends were kept
up. If companies are going to pass the money on to their shareholders, the case
for higher allowances is weakened.

Between 1963 and 1969 investment tax credits helped to set the framework
for high capital spending. These credits were done away with on President
Nixon’s recommendation in 1969—and the revised depreciation allowances are
clearly a politically digestible substitute. The argument against the substitute
as compared with the original credits is that as an incentive to invest it is less
direct and therefore probably weaker in its effect, though it may actually cost
the Treasury more and give more money to the corporations.

Further more, the new arrangements will probably not act to stimulate invest-
ment until reflation is already well under way. The worst sort of environment
for business investment is uncertainty. And the switch from one type of encour-
agement to another has helped to create it. The use of an administrative measure
to replace one abolished by Congress introduces political and legal conflict and
thus heightens the uncertainty.
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' PROSITS AFTER TAX

Depreciation is the amount of money which a company writes off against profits
as the assets, which generate those profits, get used up. The rate of depreciation
is based on a business judgment of how long the assets remain useful and com-
panies can charge whatever they like as long as auditors are persuaded that it is
reasonable. But the tax authorities are much more strict about how much depre-
ciation may be set off against taxable income and have firm guidelines for depre-
ciation allowances. In 1962 the Internal Revenue Service classified American
industry into about 50 groups and assigned depreciable lives to most of the assets
in each group. For example, assets in gas and electricity transmission were given
a life of 30 years, in railways 14, in mining 10, in aerospace eight.

To guard against the possibility that companies might not use the funds gained
from tax concessions to replace assets, a reserve ratio test was concocted. This
related the accumulated annual dollops of depreciation to the assets that the
reserve was being built up to replace.

In fact, the practical difficulties of calculating the ratio test have meant that
it has remained in abeyance. But, unless it is repeated, the IRS is now going to
have to put it into effect. If the lives set by the guidelines are shortened by 20
percent (or lengthened by 20 percent, which is whyv the proposals are referred
to as the “asset depreciation range system”) and there is no test, then all con-
nection between depreciation and the concept of “useful life” is severed. Critics
maintain that this severance can only be accomplished by congressional action.
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[From the Wall Street Journal, May 26, 19711

TaxX REPORT—A SPECIAL SUMMARY AND FORECAST OF FEDERAL AND STATE Tax
DEVELOPMENTS

Insiders predict little change in Nixon’s plan to liberalize business write-offs.

Many Washington sources consider the recent three-day hearings on the pro-
posal largely perfunctory. They say the hearings will likely have little bearing
on the Treasury’s final rulings, expected in two or three weeks. Opponents of the
more liberal depreciation rules continue their attack. Consumer advocate Ralph
Nader and John Gardner’s Common Cause plan to team up in a lawsuit contesting
the Treasury’s authority to institute the faster write-offs without new legislation.

Administration men already feel hamstrung. Some of them lament that any
short-term benefit from the changes (which would be retroactive to last Jan. 1)
has already been negated by businessmen’s fears about the lawsuit. The govern-
ment men say many tax consultants are advising business clients to stick with
their previous accounting methods and count the liberalized write-offs as “a
bonus” if ultimately upheld in court,

Congressional action to block the changes is considered extremely remote. But
Sen. Sam Ervin’s subcommittee on separation of powers is studying the matter
with an eye toward possible hearings.

[From the Wall Street Journal, June 2, 1971]
CAPITAL SPENDING PrANs rFor 1971 PARED SHARPLY

PROJECTED GAIN OF ONLY 2.7 PERCENT IS DOWN FROM 4.3 PERCENT BOOST INDICATED
IN PRIOR STUDY—NIXON OFFICIALS DISAPPOINTED

WasHINGTON—Businessmen have pared their 1971 capital-spending plans and
are scheduling the smallest rise in outlays in a decade, the latest government
survey shows.

U.8. .businesses are planning only a 2.7, increase from last year’s plant and
equipment spending, to $81.85- billion, according to the latest quarterly survey
by the Commerce Department and the Securities and Exchange Commission.

" This is a sharp cutback from the 4.39%, rise projected in a similar survey three
months ago, and less than half the 5.5% advance recorded last year. A rise of
only 2.79% would mark the weakest showing since 1961, when capital outlays
dropped 2.39%. The President’s Council of Economic Advisers had forecast that
such spending would rise about 3.59, this year.

The cutback in spending plans reflected in the latest survey suggests that many
businessmen apparently doubt the economy will stage a sharp recovery this year,
Nixon administration officials conceded. “Most businessmen still seem to expect
a sluggish economic performance this year,” one administration economist
lamented. .

Further, since capital-goods prices are expected to riseé more than 49 in 1971,
the latest survey indicates there’ll be a substantial drop in real, or physical,
volume this year, analysts noted.

“We’re certainly not pleased with this report” said one administration eco-
nomist. ‘But he quickly added that the downward revision in spending plans
“isn’t the difference between' success or failure” of the administration’s eco-
nomic projections. He also noted that these outlays “are a lagging economic
indicator, rather than a leading indicator. This really says that businessmen
haven’t seen enough of a recovery yet to justify upping their expenditure plans.”

The slim anticipated rise in capital spending also indicates that the administra-
tion’s proposed liberalization of depreciation guidelines has had little impact on
businessmen, other analysts said. One of the reasons frequently cited by officials
for the easier write-offs is to boost capital outlays. The Treasury is expected to
issue final regulations later this month on these new guidelines, which will be
retroactive to Jan. 1, but opponents of the plan are expected to challenge it in
court.

Government officials said most of the downward revisions from the earlier
survey were in the manufacturing area. Among durable-goods manufacturers,
significant scaledowns in spending plans were registered for aircraft and non-
electrical-machinery industries, they said. In the durables sector, the sharpest
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drops from three months ago were in chemicals and the food and beverage:
industries.

Actually first quarter outlays rose to a $79.32 billion scasonally adjusted annual
rate, from a $78.63 billion pace in the fourth quarter, the report showed. But this-
increase was narrower by more than $1 billion than that forecast in the survey
three months ago.

The latest survey projects a sharp $3.06 billion rise in the current quarter to-
an $82.38 ‘billion yearly pace. But only a slim rise is seen in the third quarter to-
a $82.83 billion rate and capital spending is expected to fall off slightly in the-
fourth quarter to a $82.74 billion pace.

The survey sees, manufacturing spending declining 4,29, this year, compared’
with an 0.3% decline projected three months ago and in contrast to an 0.8%
increase in 1970. Durable-goods manufacturers are expected to cut outlays 7.1%
from last year, while spending by nondurable-goods makers is seen falling 1.4%..

Nonmanufacturing industries anticipate a 7.3% rise in spending this year, rep-
senting little change from the 7.4% increase forecast three months earlier, but
down from 1970's 8.89, advance. The sharpest increases are the 18.3% rise fore-
cast for transportation companies, other than railroads and airlines, and the-
16.5% advance projected in outlays of public utilities. Air-transportation com-
panies are forecasting a 409 drop in spending plans this year.

Here is the breakdown by major industries of capital spending results for-
past periods and estimates for current and future periods. For comparability
with annual totals, the guarterly figures are at seasonally adjusted annual rates,
in billions of dollars:

1971

Actual 1970 Anticifated July-

total 1971 toal Jan.-March Apr.-June Septembes-

79.71 81.85 79.32 82.38 82.83

31,95 30.60 30. 46 30,54 30. 68

15.80 14.76 14.21 14,66 14,89

16.15 15.93 16.25 15.88 15.79

ining 1.89 1.99 2.04 . 2,00
Air transportation. ... 3.03 1.82 1.29 2.30 1.56-
Other transportation_ 1.23 1.45 1.33 1.59 1.56-
Public utilities. ... ... 13.14 15.32 14.64 15.18 15, 64-
Communications, commercial and other... 26,69 28.94 28.09 28.75 29,51

Mr. Naper. It would be a simple matter for the Treasury Depart-:
ment to withdraw the proposed regulations and submit the proposals
to Congress for consideration. Clearly, the Treasury is committed to:
this unlawful extension of power. It remains for the Congress and the
courts to invalidate this unlawful multibillion-dollar tax subsidy.

Direct subsidies in such areas as agribusiness, maritime, business-
Eromotion, research and development go on year after year with very

ittle congressional oversight or internal executive branch review and
corrective action, It is important to make sure that the conditions that.
led to the subsidy in the first place years ago still exist, and that the:
subsidies are being efficiently used for the congressional purpose that
is involved, or perhaps for a reconsideration of the congressional pur--
pose. Who, for example, monitors how the Department of Agriculture
decides to make what annual payments to whom in its subsidy pro-
grams? Big corporate farms receive the lion’s share, and who decides
what each recipient is to receive? These questions and many others
need to be answered if we are to determine ways to improve the public
usefulness of existing tax dollars.

Another portion of this subeconomy is inflated government con-
tract or procurement practice. Multibillion-dollar overruns are no
strangers to this subcommittee’s chairman who has been pointing out
regularly to the American people the waste in defense contracting,
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the mismanagement among the defense contractors, and the humane,
compassionate, and creative uses which these billions could be directed
toward if saved. But the defense area is not the only area of vast
waste. Other areas of government contracting—from the leasing of
buildings to the advisory industry that has grown up around dozens
of government departments and agencies—require the engagement of
the economy minded. Federal, State, and local procurement practices
could be improved to save billions and clean up politics as well, par-
ticularly at the State and local level—inducing an economy of tax
dollars doubleheader. State and local procurement practices are anti-
quated, frequently corrupt, and ridden with patronage for partyv con-
tributors. Simply following a GSA recommendation to the States
2 years ago that they try and cooperate in centralized purchasing
from manufacturers, thus bypassing the 20-percent to 30-percent por-
tion retained by wholesalers and other intermediaries, would save $6
to $7 billion yearly. Pooling purchases, with regional distribution
centers, would also permit economies of scale through volume purchases
and avoid regionally rigid market distortions or fixes.

(5) The compulsory consumption subeconomy is not part of any
recognized exchange system in its first stages, but it is directly related
to economic operations. I am referring to such compulsory consump-
tions as environmental pollution and occupational health and safety
hazards with clear economic costs that reduce the quality of the gross
national product and the citizen’s dollar. We know that in the agore-
@ate, pollution costs people and the economy billions vearly in health,
cleaning, property and resource damage, and agricultural crop dam-
age. The costs to the unborn or to future years are not even
estimated. The searing problem of job hazards in factories, foundries,
mines, and other workplaces—at least three times more serious than
street crime—is also a form of compulsory consumption with more
personal impacts visible. Clearly this compulsory consumption of
pollution—gases, chemicals, particulates such as coal and cotton dust—
represents silent, often invisible, forms of violence that inflict insur-
ance, medical, lost wage, and other consequential costs on people and
the economy.

Notice how many of these costs and distortions are really part of
the overall gross national product. We should not be proud, for ex-
ample, of a 10-percent increment, in gross national_produot_, a sizable
portion of which are expenditures for medical services for injuries as
a result of health hazards that should have been avoided in the first
place. So that is the kind of low-quality increase of gross national
product that deserves to be really scrutinized. The accident injury in-
dustry which provides insurance coverage, medical and legal services
to people injured in highway crashes, is a part of the gross national
nroduct. It employs people, it generates income, and adds to industry.
But it is not very consoling to say to somebody who is lying injured
or dving on the hirhway that at least he is contributing to the gross
national product. That is not something that we should be proud of
when that is incorporated in the gross national product, which is really
the whole point of my testimony in trving to articulate various sub-
categories of these wastes. or these avoidable costs.

Corporate polluters inflict these costs on workers and people when
only a fraction of these expenditures are needed if these companies
incorporated a strategy of prevention. An ounce of prevention at the



309

plant investment level is worth the proverbial pound of cure needed
when the harms proliferate. This is true of workers themselves in
being careful where their care can be an important safety link.

The compulsions emanating from corporations needs to be high-
lighted more; their power (to pollute for instance) is far more than
they care to exercise responsibly. General Motors, by virtue of the
engines it designs and the plants it operates, contributes over 30 per-
cent of the Nation’s air pollution by tonnage. How can a citizen escape
this compulsory consumption of GM’s engineering pollution? Is there
any city street safe from GM’s pervasiveness ? Does the economy receive
greater value by GM spending $250 million in the years 1967-69 to
change its signs to read “GM Mark of Excellence” when it could have
easily developed a nonpolluting engine to its satisfaction during these
same years or any years previous?

(6) The expendable subeconomy is composed mostly of poor Ameri-
cans who are being considered as off-limits by larger segments of the
service economy. This phenomenon goes far beyond the practice of the
poor paying more. It goes to the refusal to sell at all. Redlining is one
of the upper class words; redlining areas of our cities by insurance
and banking firms where no business is undertaken at all. Creaming
off the top by the insurance industry has been analyzed by insurance
specialists before other Senate committees, such as the Senate Anti-
trust Committee. But in terms of the economic development of urban
sela)ct_ors, the revo'lutionary effect of an insurance and credit lockout are
obvious.

Economic growth and the growth of Fortune’s five hundred in-
creasingly need less and less this expendable subeconomy of America’s
millions of poor. The restrictive policies by banks and other lenders
toward the funds needed for housing, small business loans and munic-
ipal bonds have obvious deteriorating consequences for the quality
of economic growth and the well-being of many citizens. Government
is manipulated or becomes a willing partner in such discriminations
and distortions. For example, fast tax writeoffs in leasing arrange-
ments and equity kickers taken for merger loans have quite predictable
results, as have the more publicized tax inducements for slumlords.
Moreover, is it not the responsibility of the Federal Government, when
it artificially restricts the money supply, to insure that all segments
of the borrowing public be given equal treatment in subsequent re-
strictions on loans. Several methods are available to accomplish these
objectives. One is to provide different reserve requirements against
different types of loans.

Another method is to link some types of deposits to some tvpes of
loans. For example, savings and loan association deposits are directed
toward housing loans. Banks have similar deposits—time deposits by
individuals—which could be similarly adhered as long as there is any
shortage of funds for home mortgages or home construction. Other
roles need to be alerted—when banks in New York City. for instance,
encourage mergers which result in deposits being taken from regional
or local banks, these regions find their local banks drained of neces-
sary credit and the local economies suffer as a result. If they suffer
too much, the taxpayer, through Washington, is called up.

What is necessary to emphasize about all these subeconomies. de-
scribed above so generally, is that their ability to support industries,
create jobs and generate income cannot in any way justify them in any
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scale of national priorities. Clearly, their activities or the needs they
meet are not socially desirable or responsible or in many cases are not
legal. A safer traffic safety system would certainly weaken or diminish
the accident-injury industry and that is as it should be. Our priorities
should obviously go in that direction. There is probably no dollar spent
better in the Federal Government than that dollar which is spent to
Erpvent pricefixing, to promote competition, with the economies they

ring to the average consumer in his or her purchases of goods and
services.

And so it goes for each of these subeconomies. The argument by
some social scientists that we need a social accounts system, a gross
national quality index is on all fours with the suggested line of inquiry
in my remarks today. Likewise, the deployment of the computer for
direct consumer-citizen uses—a, cheap, accessible information utility
to permit more intelligent and broader response to the market system
and the Government system by people throughout the country can
squeeze the waste and the “squeeze” out of the economy and Govern-
ment to improve the value of the consumer and taxpayer dollar. Sena-
tor Philip Hart’s estimate that of the $780 billion spent by consumers.
in 1969, about $200 billion received no value reflects this growing con-
swiner concern with how existing wealth is used for our individual and
societal purposes. For example, we have a trillion dollar economy in
our country this year. We also have enormous problems of poverty and
pollution and deteriorating cities, and inadequate medical service and
many other problems that an economy of our size shouldn’t have at
all. And the reason that the aggregate pile of wealth isn’t enough, is
that we are not paying enough attention to how the consumer dollar
and the tax dollar is being used, and what value is being received. And
my contention is that literally tens of billions of dollars are being
wasted through practices that are either anti-competitive or inefficient
or corrupt or wasteful, and I hold the hope that these misdirected
resources of consumer and taxpayer exploitation could be redirected
to solve many of our pressing problems without the necessity of in-
creasing taxes or of convulsive change in particular levels of sacrifice.

It is clear that Government has long had authority to begin freeing
citizens and itself in order to deal with these subeconomies. Much of
this authority deals with the most basic and historic functions of our
Government—enforcing the antitrust laws, collecting and acting on
economic information, promoting health and safety and spearheading
scientific and technological development for a higher quality of life,
not just spearheading an SST but spearheading a nonpolluting auto-
mobile, spearheading adequate ways for taking care of accident vie-
tims on the highway, and providing emergency medical services,
spearheading nutritional programs—these are all examples of what
needs to be given much higher priority. It is encouraging that this
subcommittee is exerting its efforts and prestige in this area to awaken
the country to the fact that priorities with our existing wealth can
open immense potentials that are eminently realizable for solving or
diminishing many of our problems and opening up more opportunities.
for human fulfillment.

Thank you.

Chairman Proxuire. Thank you very much, Mr. Nader. You have
given us a most useful added perspective.
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This committee understandably has looked at the problem primarily
from the standpoint of government spending and government taxing.
And I have been very puzzled about how we can begin to meet the need
that all of us recognize in the health area. We could spend $20, $30, or
$40 billion very constructively to improve health facilities a year. We
could spend, as I understand it—I have seen one projection of $40 or
$50 billion a year for family assistance, if we have the kind of a pro-
gram which would enable people to climb out of poverty.

We have had testimony this morning on the cost of a pollution chal-
lenge that we face. There is no way we can do all these things by just
cutting military spending, that can help. And we are working hard on
that. But no matter how much we cut military spending—and I don’t
think we can cut it more than 10 percent this year, we will be very
lucky to do that, such a reduction can only do a small part of the
priority job. It is hard to decide where the money is coming from. You
suggest reducing tax expenditures. This is a very fruitful area,
alﬁlough there isa limited potential amount. Now, you put your finger
on the private sector of the economy, the 70 percent of 1 ge NP that is
outside the Federal, State, and local spending. And I think this is the
most useful of all. This is the area where we have the greatest poten-
tial savings of all to meet these problems.

However in doing this, because you are almost alone as a prominent
American who is making this kind of charge, you have done it con-
sistently, you have been hit, very, very hard lately. I am aware of the
Fortune magazine article. Yesterday, we had a meeting of the Senate
Banking Committee to decide who our witnesses would be on the Loock-
heed hearing. And I am happy to say that we finally decided that you
would be one, although it was a tough struggle. There was a feeling on
the part of some members of that committee and on the part of many
Members of Congress that you have a gut-hatred of corporations, that
sometimes a corporate profit just makes you see red—and red is the
color that they use—that you would end up nationalizing our corpora-
tions, that you would preserve socialism, and that you have this kind
of a negative attitude toward our economic system, which many feel
hasbeen a very productive system.

What is your response to that criticism ?

Mr. Naper. The response is overwhelming. I can adduce all kinds
of statements and testimony that the entire thrust of the consumer
movement, which I have been identified with, is to increase the sov-
ereignty of the consumer in the marketplace, to eliminate monopolies
and shared monopolies and anticompetitive practices, and to reduce
the power of government where it is very arbitrary and negligent in
its exercise. As a matter of fact, this weekend, we are coming out with
a 1,150-page study of the antitrust laws and the monopolistic prac-
tices in the economy which are subverting the enterprise system by
the very practitioners who pay such lip service to it, namely, the
largest corporations in the land. I would not even go on the defensive
against that kind of criticism offered by the distorted corporate mind
directly. I would go on the offensive. T would say that they by their
practices are doing more to subvert the market mechanism, strip the
consumer of the sovereignty which is the touchstone of the whole
market system, and manipulate the powers of government to protect
these capitalists from the rigors of competition, ranging from import
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quotas to local monopolies to the licensee powers, than anything else.

Chairman Proxmire. Do you think that there is hope for this kind
of approach? Or do you think we can solve our problems primarily
through relying on the free market? Should we foster the free market,
or do we have to have a greater government ownership of resources?
" Mr. Naper. The free market can carry a much larger burden of
rationa] allocation of resources and efficiency than it is being allowed
primarily by corporate oligopolies.

Chairman Proxmrre. You want more free enterprise, not less?

Mr. Naper. We want more competition in the enterprise system.
The title of the study, Senator, is “The Closed Enterprise System.” It
indicates that in one area after another the concentration of economic
powers is closing the enterprise system in many avenues. In short,
what I am saying is that we have so many problems in this country—
not only now but we have to worry about projected risks in the
future—that the market system can undertake a large portion of the
burden, but it also requires a governmental presence. And I am sure
that industry has recognized, particularly companies like Lockheed,
that a governmental presence 1s required. And I think when we are
dealing with, for example, pollution where the main costs are going to
be on the young and the unborn, the market mechanism doesn’t take
into consideration future costs. It is a good regulator of the con-
temporary exchange of cost-benefit in many areas, but it simply can’t
deal with some of the enormous futuristic projections of our modern
tecll)llpology. For that we need intelligent planners, both private and
public.

Chairman ProxMire. Let me ask about that antitrust study to which
you have referred. It seems to me that the case is overwhelming that
we need far more vigorous and more relevant antitrust policy. The
last major case that I can recall, in which the largest corporations
were brought under suit was the electrical appliance case back in the
1950’s. What we seem to have here is a serious structure problem, and
one which goes beyond antitrust matters. The Justice Department has
become a political arm of the White House and the administration,
not just this administration but any administration. It depends upon
the corporate sector for campaign funds and other support, so the
executive branch of the Government looks the other way while corpo-
rations combine, conspire, merge into conglomerates, and effectively
eliminate competition. What can Congress do about that?

Mr. Naper. A number of very specific things. First of all, it can
recoghize that no government is going to be able to enforce the anti-
trust laws dealing with a fair and valid economy so replete with anti-
competitive practices with a budget under $15 million a year. And that
is roughly the budget of the Antitrust Division and the section in the
Federal Trade Commission which deals with mergers. That is so
ridiculous an amount that no matter what the law is in terms of
adequate authority, it is not going to be able to scratch the surface.

For example, the Justice Department has filed a suit against IBM.
There is a law firm in New York City which has a whole section of
the floor cordoned off, and it is stuffed with lawyers and computer ex-
perts and economists to fight this case, plus all of IBM’s lawyers and
all the consultants they can bring to bear, hundreds of full-time people.
And how many lawyers in the Justice Department are dealing with
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this historic litigation? Three. That is an example of totally inade-
quate resources. We have recommended a $100 million budget im-
mediately for the proposed competition protection agency which would
avoid the Justice Department problem which you alluded to and com-
bine the Federal Trade Commission and the Justice Department’s
antitrust activities in one streamlined agency.

The absorptive capacity for $100 miilion is immediate, and a pay-
off for the consumers fabulous. Every time a major price-fixing con-
spiracy is broken, millions of dollars are saved—hundreds of millions
in the case of the electrical price-fixing conspiracy and the plumbing
price-fixing conspiracy, which are recent cases.

I just give you one example. When the Federal Trade Commission
broke the bread price-fixing conspiracy in this Washington area, as a
result, consumers began to save demonstrably $314 million a year, just
from that small price-fixing conspiracy in the States, largest metro-
politan area. So more money is needed for this extremely economical
enforcement process.

Another thing that is needed is amendment of the antitrust laws to
cope with the conglomerate trend, and to cope more adequately with
the necessity of getting information ahead of time by the Federal
Government to pursue a sound antitrust policy. At the present time
it is very difficult, given the present powers, for the Government to get
any kind of systematic information. A memorable episode during the
sixties was the blockage in the Office of the Bureau of the Budget of
a request submitted to the agency by the Federal Trade Commission
under the Federal Reports Act to obtain, by an industry questionnaire,
basic information about the concentration trend in the econom which
would have permitted the Federal Trade Commission to intelligently
meet the merger wave of the late 1960’s. It was not permitted. Congress
can see to it that such information is obtained.

These three things that can be done by way of direct congressional
action.

Chairman Proxmire. Let me ask you about another area that we
have been working on.

Congress is having difficulty_ coping with the latest advance in
bureaucratic technology. This administration has done what no other
administration has been able to do. it has learned how to MIRV its
boondoggles—and as a result, subsidies, corporate bailouts, tax defer-
rals, and government contracts have proliferated and have been sent
over to the Congress in such great numbers that some of them, I sup-
pose, are bound to get through. What can the Congress do to protect
the taxpayer from this kind of thing?

Mr. Naper. The response to that is going to take a long time, if
you don’t mind.

I think, first of all, start with the General Accounting Office, and
lift from its shoulders the restrictions imposed by some Members
of the House of Representatives years ago on naming names. naming
corporate names, and instead of having these very fine studies only
in aggregate form, actually begin to allocate responsibility on the

art of firms and on the part of individuals, both in Government and
in these corporations. If Lockheed has been mismanaged, who has
been mismanaging it? Who has a share in the mismanagement? “No
one knows my name” is the cardinal watchword of the -defense in-
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dustry. And that is one very important step forward. But it also
highlights a much more important policy that the Congress can pur-
sue and that is the following: Institutions will only be responsible
when individuals are responsible within those institutions. And if
you will look back over your career of exposing waste in the Defense
Department, can you point to one or two instances where the culpable
official was fired or was demoted or was fined ¢

I am sure that you can point to an example where a very courageous
whistleblower lost his job—like Ernie Fitzgerald—on the pretext of
an economy move by the Pentagon. But for all of the people who are
involved in these repeated examples of outrageous waste, documented
again and again by your activities, and those of other Members of the
Congress, the GAO, and members of the press, dealing with the ones
that are responsible has been avoided. I think the most perceptive in-
sight the Congress can make in turning the Federal bureaucracy
around is to recognize that over the years sanctions have fled from
individual accountability, and the institution takes the brunt, the
agency takes the brunt, which can easily roll with the punches and
wear out any kind of congressional committee. But unless the individ-
uals, the officials, the middle management levels, or the higher man-
agement levels in both these industries and these agencies are subject
to a very intricate pattern of accountability and sanctions, we are not
going to see such progress. You have suggested legislation freeing
individuals of conscience who blow the whistle in these agencies to
Congress and other authorities from retaliation or demotion or ostra-
cism, or being fired without due process. »

And that is another ancillary innovation that has to be applied
throughout the Federal bureaucracy. Now these aren’t sloganized-
types of programs, they are not very easily dramatized. But I think on
reflection we ask ourselves what is most responsibly exercised in our
large institutions. It is those areas of public impact where the indi-
vidual is in charge of a particular segment of the institution and his
career is on the line and his promotion is on the line. And too often
what we have seen is not only the absence of sanction, but the exact re-
verse, that is, people who are culpable or who involve themselves in
very wasteful government and corporate activities get promoted, they
are the ones who get promoted, instead of, if anything, demoted. And
that is not the way to encourage motivation for self-correcting be-
havior inside these organizations.

Another suggestion is the following. I understand that the only
computer in Congress puts out the payroll and that is what it does.
And everybody knows that the executive branch has got hundreds and
hundreds of computerized systems, and everybody knows that the in-
formation flow is critical to any congressional policymaking function.
And until Congress begins to grapple with developing a technical staff
and computer system, not only machines, but also scientists and in-
vestigators, there is not going to be the congressional oversight that
the Constitution anticipated almost two centuries ago.

Chairman Proxmire. I am glad to say that the Joint Economic Com-
mittee at long last has access to a computer. And we are just beginning
to use.it. We have only done so in the last few weeks, but it is b_egin-
ning. But you have dramatized this very great need. It is a mighty
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small beginning, and you recognize what we are up against with the
thousands of computers, literally thousands, in the executive branch,
and with the utility of the computer in compiling and gathering in-
formation, you can recognize what an advantage 1t is for us to be in a
position where we can use it. But we share it ; we don’t have one of our
own.

Mr. Naper. An encouraging step, I must say.

A primitive analogy is the following: Suppose the Congressmen and
the Senators could not use the transportation and communication sys-
tems in their operations going to and fro and so forth, that only the
executive branch had access to transportation and communication.
Everyone would say, obviously, Congress couldn’t do its job. Well,
when you deal with computers you are dealing with something pretty
close in importance to traditional communications and transportation
systems. It is really a time to call on the executives of these large com-
puter companies and have them educate the Congress and inform the
Congress of the enormous services in terms of hardware and software
that they can provide to the congressional branch, so that it begins to
counteract this fantastic power of the executive department.

Chairman Prox»ire. My time is up.

Senator Miller. .

Senator Mirrer. Thank you,Mr. Chairman. .

First, before I ask any questions, I think that I would be derelict if
I didn’t make a response to a comment by the chairman. And the
response would be that after the so-called great society administration,
I don’t think that we ought to be talking about merely a boondoggle.
And I might add further that it is my understanding, based upon
pretty good authority, that most of the cost overruns that we are read-
ing about in the newspapers originated in contracts that were ne-
gotiated back in those days. Contracts which were negotiated on a
matter which Mr. Nader has been attacking and quite properly. This
doesn’t mean that the current administration is lily-white by any
means. But I just didn’t think that we ought to be too ready to throw
stones. And I don’t think it is going to help us in dealing with this
subject.

1\%ow, Mr. Nader, I can’t agree with everything in your statement,
but I want to commend you on the finest analysis of the qualitative
approach to gur economy I have ever seen.

Chairman Proxmire. Will the gentleman yield, just for a moment,
since he mentioned my name? '

Senator MrLrer. I didn’t mention your name, Mr. Chairman.

Chairman Proxmrre. You mentioned my office.

Let me say that I would agree wholeheartedly that the previous ad-
ministration is certainly responsible for a series of overruns that are
absolutely unforgiveable, a great waste. But I think that this ad-
ministration appears to be on the verge of even topping that. Now, it
is true that we don’t have the documentation completely for that, it
will take a year or two or three or four, before we can do it. But what
is coming on the line now, as they say in that song, “Baby, You Ain’t
Seen Nothing Yet,” it doesn’t look very encouraging. .

Senatpr'lsélun. May I say, I am quite sure that if anything does
come under the line, that the Joint Economic Committee—and I in-
clude the chairman in this—will do its-utmost to see that it gets off
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the line. That has been the trademark of the Joint Economic Commit-
tee ever since I have had the privilege of serving on it. o

An example, Mr. Nader, of why I can’t agree with everything in
your statement is where you referred to the Treasury’s action with re-
spect to depreciation as being unlawful. I don’t mind telling you that
I disagree with the Treasury’s action. But neither you nor I know
whether it is unlawful or lawful. As a matter of fact, there is a prece-
dent for the Treasury’s action going back to, I think, the days of the
Kennedy administration. Only time and the court decisions will reveal
whether it is lawful or unlawful. It may be unlawful, I don’t know. I
just disagree with it. But I don’t think we ought to label it unlawful
without something more than our own individual opinions to back
it up.

I\Fr Naper. I have submitted 11 opinions by legal authorities of
unquestioned eminence, Senator, just in terms of giving the committee
more detail.

Senator MILLEr. I am sure you didn’t dream that one up. But I can
tell you that there are tax lawyers and tax lawyers, and one of the
great things about the tax law profession is that we have many violent
disagreements over which court decisions are made. So until you get
the court decision you are not going to be able to call it unlawful.

Mr. Naper. Obviously, only the court can judge it to be unlawful.
So the Treasury’s saying it is lawful has no greater tenure under your
analysis than any other opinion at the present time.

Senator MmLeEr. Except as I say, there is precedent. Back in the
Kennedy administration days, the Treasury did take similar action.
I want to make it clear, I don’t agree with it, but I don’t think either
you or I, even though we disagree with it, out to label it unlawful at
this stage.

Mr. Napgr. With your permission, the difference between the Ken-
nedy action in the early 1960’s and the recent action has been clearly
distinguished in the material submitted. Let me just say, the simple
point is that under the Internal Revenue Code as it is written in the
depreciation sections, there really is no authority for the Treasury
issuing accelerated depreciation rates that have nothing whatsoever
to do with the wear and tear of the equipment. It has to have a reason-
able relationship to the wear and tear of the equipment. But having
nothing to do with the wear and tear of equipment is what caused
Professor Bittker of Yale Law School and other authorities to say that
it was significantly different from the actual depreciation -allowances
in the early 1960°s that the Treasury issued.

Senator Mirrer. I appreciate that that is the argument. On theother
hand, I think there is another side of the coin. The other side of the
coin is that Congress legislated other reasonable wear and tear rates
of depreciation. And I think that if you look at the committee’s reports
and the legislative history, you probably will be able to find some
legislative intent which would give the Treasury a broader brush. And
I believe that that is the basis upon which the T'reasury operated back
in the Kennedy administration, and which is what they are following
now. .

I don’t want to labor the point, but T thought T should mention it,
because aside from a few tll)lmgs in your statement, I think it is a
really very helpful statement. ,
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Now, on item 2 of your statement, I couldn’t help but think, when
you were reading from it, where does this fit with respect to farm
prices? I think you well know that there is a great concern on the part
of the farming community over the fact that the farmers’ prices are
not reflected very well in the marketplace, and that there are increased
prices in the marketplace where the farmer is not receiving an increase
in his prices, and when there are low prices, there is a long timelag
some time between that time and the time when it shows up in con-
sumers’ lower prices. Do you have any comments on that?

Mr. Naper. That is an example of Kow much work has to be done
in that kind of subeconomy, Senator. For example, the question is
whether the consequences are changing the subsidy pattern according
to the recipient? That is, should Standard Oil, for its w-acreage in
southern California, receive $140,000 annual subsidy per year? The
original intent of the agricultural subsidy was to help the poor farmer
cope with market fluctuations way beyond his control, and two, to do
something about the market fluctuations, period. The question is—

Senator MiLLer. May I suggest that there is a third, and that is to
insure to the consumer quality farm commodities and adequate farm
commodities? i L ol

Mr. Naber. The question is whether now the original basis in one
crop or another has so changed and the development of business corpo-
rations has so changed significantly that we have got to rethink them,
as to whether this is the best use of the tax dollar, = ~

As you know better than I, there are a lot of alternate plans being
offered. My point is that if we just take the criteria, is this the best
use of the tax dollar and the éonsumer dollar for the given program—
in other words, just measure it from another angle rather than the
recipient’s standard in order to develop this kind of analysis so that
we ‘can say, well, what are the cost benefits across these, programs,
and' not, just say, a sort of unilateral type analysis in.each pocket of

e
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*. Senator Miurer: Let nie follow that question with this one.  You say
to the extent that bargaining power, and so on, are weak, these trans-
ferring costs from one level to another are increased. Is it your.opinion
that farmer bargaining power is weak ¢ e -

Mr. Naber. In many areas; yes. And clearly that statement holds
true for the comsumer as well as for the'farmer. For exa,mgle, if
their bargaining as to shippin%l their goods.is very weak and they
have to pay higher rates than they should, then it is quite clear that
the transfer economy is going to.go into. motion in that direction too.
So it holds true’from both the consumers’ end and the farmers’ end.

‘Senator MrLLER. What about-the processor and the consumer in the
altimate retail price? . R TR LTI - :

“Mr. Napek' This kind of phenomenon could .cling to any segment
of the transfer economy. It just happens to be the.fact that the weakest
people are usually at the end, the ultimate consumer, unless you have
got an industry with very small participants-in i, like in the farm
Industry, where you still fortunately have some very small farmers.
But'in many other industries youw have got giant extractive companies
at the beginning that can't be considered as having poor bargaining
power, like copperoroil. .o L e e

Senator MiLLEr. My guess is that -when there is a weakness at the
farmer end, there is a weakmness at the consumer end.

68-504—71—pt. 1——21
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Mr. Naper. It is in the middle, you know, where there is a great
deal of the problem.

Senator MicLer. You mentioned labor monopolies under item 3 of
your statement. And one of the problems we have with an analysis
such as yours is that while we may agree on your approach, we may
disagree in the evaluations of the value approach. For example, do
you think that under item 8 would come wage increases beyond in-
creased productivity?

Mr. Naper. If it is the function of an illegality

Senator MiLLEr. I am not talking about illegality. I am talking
about economic power; that as a result of the economic power, there
are wage increases beyond increased productivity.

And, by the way, I want to make it clear, I think the same approach
should be taken with respect to prices, but you mentioned labor mo-
nopolies, and I felt that I ought to ask this question in connection with
that.

Mr. Naper. Let me give you an example. The construction trade,
which has restricted the pool of entry in such a way that they, in effect,
have a labor monopoly. And you can see the results, which not only
are extremely serious for the housing industry, in general, but it is a
shortsighted point of view for the-construction trade union, because
the:market for their services is just going to shrink more and more.

Senator MrLLer. Of course one of: the problems I have with your
analysis—T haven’t had a chance to think 1t through—is that you take
an economic approach to quality. And I think that is great, and I am
all for it. X think it is one thing that is long overdué, and T like the
way you have brought it out. But in taking an economic approach to
quality, we may forget about some of the quality that must be taken
into account in an economic approach. For example, I can ask you
now that we have talked about wage increases, about minimum wage.
And minimum wage may fall under item 3 if the work is not com-
mensurate with the minimum wage. But, on the other hand, there is a
qualitative part to this, and what is the social consequences that we are
looking for. Would you agree ? :

" Mr. NapER. Yes. . . : . .

Senator MiLLer. So while téchnically, maybe, the minimum- wage
would fit under item 3, we might excuse it because of the social con-
sequences; I mean, the desirable social consequences from it.

Mr. NapEer. Yes. In other words, we are saying that its benefits out-
weigh its costs. S R o

Senator MiLLEer. All right. Now, if you recognize that, let me-come to
the last item, item 4 of your statement in which you were talking
‘about indirect subsidies to the tax-system. Now, I suppose that if one
wanted to be technical about it, you could put under item 4 the tax
exemptions for foundations, for charitable organizations, for educa-
tional institutions. Technically, would that not fit under item 4? But
we could take it out because of the desirable social and possibly even
some economic consequences from: that exemption or. that subsidy.

Mr. Naper: That is quite true. For example, to take a recent case,
the use of tix fourndations as a way to siphon off the.tax liability of
commercial enterprise is:a’ clear-cut example of what I mean. The
straight-out tax exemption, say, foundations] should be. reviewed .to
see whether this is real y‘good"poiicy.' L R

.ty
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Senator MrLrer. I think what I am trying to get across to you is
this. As a member of the Senate Finance Committee, I can tell you
that in the provisions of the Tax Reform Act of 1969, we did try to
take into account quality as well as economics. You know we did a
substantial job of revising the foundation tax exemption laws. And
there are some who did not agree with what we did. But I think we
were trying to get the abuses out while at the same time preserving
the tax exemption for those who performed very good social activity.
In this item 4, I think you could probably include the investment tax
credit technically. But I suggest to you, while I disagreed with it at
the time it was enacted, I think we have got to recognize that there are
many social advantages by giving this tax subsidy to corporations and
businesses, and indeed farmers, for the purpose of alleviating an un-
employment situation.

Mr. NapEr. Yes. The fact that these examples are in these categories
doesn’t mean that they are per se undesirable. It does mean that when
something like that was given in 1950 or 1962, that it should be sub-
jected to some sort of current or periodic review rather than just ac-
cepting it as if it were etched in bronze in the statute book.

Senator MiLLer. I very much appreciate your very frank responses.
And I am pleased to say that I agree with them.

I think that we have, Mr. Chairman, a very fine analysis here on
which this committee can build.

And I want to again commend you, Mr. Nader, for this analysis.

Mr. Naper. Senator, may I add, on your point on quality and eco-
nomics, obviously there are many aspects that cannot be quantified eco-
nomically to the improvement of the quality of life. But with recent
developments of techniques of measurement, we are increasingly able
in this country to begin to quantify certain qualitative—if I could put
it that way—thoughts. :

For example, noise. Noise never found its way into any balance sheet
or any government audit. But it is clearly a deteriorating factor to the
quality of life. And it is important to begin to try to quantify its cost,
and to give rough estimates, where that is possible, in order that we
may justify the prevention of noise.

For example, when noise was first seen primarily as an annoyance, it

was difficult to say to an industry, you have got to invest 2 resources
to eliminate the noise. But in the last few years medical research has
shown that it is far more than just a noise, 1t has a clear physiological
impact detrimentally on the human being, particularly those who have
heart trouble. It has also been shown that it clearly impairs hearing
quality. At the University of Tennessee, tests given by University re-
searchers show that 25 percent of the freshmen tested have the hearing
capability of 60-year-old people.
. So we have got all these new dimensions which we can begin to bring
into an analysis with some economic quantification. The reason why it
is so important to that is because one, for example, can make a religious
characterization of noise as an endurable thing. I am sure the Golden
Rule applies to that. The reason why it is important to do it econom-
ically 1s not to refuse everything to a man living by bread alone, but
because this is a society that is primarily motivated in its power system
by economic inducements. - '

Chairman Proxmire. The Senator’s time is up, but by unanimous
consent he may ask another question.
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Senator MirLer. I merely forgot another question, which T am sure
you can answer quickly.

Where under the subcategories, would you fit the wastage that arises
from drug abuse?

Mr. Naper. Here is where we would want to begin bringing together
psychology and economics, because you can make 4 case for it under
compulsory pollution, for example, teenagers’ defenses are so reduced
that those who play on the teenagers, the people who push the stuff and
the people who make it and prepare and ship it, that this could be a
kind of analogy to environmental pollution.

Senator MrLer. Thank you very much.

Chairman Proxmire. Before I call on Senator Javits, I might point
out that probablv the most nersistently destructive noise is the elec-
tronically magnified rock-and-roll music. I don’t know if you have had
an opportunity to witness this at first hand. But what is going to
happen to people a generation from now? I didn’ have a chance to
listen to it until just about a week ago. And I was astonished. Tt is
incredible. It is louder on the decibel level than a pneumatic drill. And
this will have a very, very serious effect on the health of the future
generations. v

Mr. Naper. To be precise. it runs 182-140 decibels. '‘And that com-
pares with the level, the tolerable level of 80-85 decibels, And 132-
140 decibels is very serious exposure, particularly to the quality of
hearing. And that is one reason why these tests that were conducted
by a specialist at the University of Tennessee of incoming freshmen
produced these astounding results, that something on the order of
20-25 percent of the incoming freshmen had the hearing equivalent of
60-vear-old people.

And most people think of rock-and-roll music in terms of bands.
And how many hours do people sit listening to these bands? The prob-
lem is, as you know, the enormous magnification of sound by the
sound svstems, which are in millions of American homes. And the teen-
ager will just sit 10, 20, or 30 hours a week listening to this, and having.
as thev put it, their minds blown.

And it is a clear occupational hazard to the musicians; there is no
doubt about it. Ask any musician who plays acid rock music, and he
can point it out.

And there are also these twinkling lights, which have an effect on the
eves of people, in these clubs where these rock bands play.

The tragedy of it is that the people who are victimized by it are
assuming the rick if they enjov it. It is a pleasurable feeling to have
their minds blown, as they put it.

There are no standards. by the way, at all.

Chairman Proxumrre. Senator Javits.

Senator Javrrs. Mr. Chairman. T will not detain Mr. Nader long.
But T am amazed to find him so old-fashioned, almost reactionary. Our
teenage daughter can’t study without that 130-decibels, she can’t think.
She has to have her mind blown and relax.

Mr. Naper. You know, excessive noise is supposed to filter out pain.

Senator Javrrs. Tt doesn’t filter out mine.

But it is illustrative. Mr. Nader—and you know I have great respect
for vour thinking, which is verv originallv shown on this document
which T have had the pleasure of reading—T must apologize, but T was
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upstairs dealing with Latin America and other problems in the For-
eign Relations Committec. .

But what I have just said is not inapposite.

All the questioning about what you did, about the fact that you have
analyzed the leakage—that doesn’t necessarily mean that there is no
trait of an advantage. For example, I don’t happen to agree with you
on depreciation allowance. Whether or not the thing was legal as it was
done, I am really not prepared to pass on as a lawyer. And if that is
bad, the tax credit may be bad, and maybe the competitive system is
bad, it is too trustified. But we have to find some way of modernizing
the private economy.

The other thing that troubles me greatly is the antitrust Jaws. You
take for granted in your statement that the antitrust laws are good.
They may very well be bad from the point of view of the consumer. As

ou know, they are mainly restricting the little guy while General
otors, you know the biggest operation that there is, and the antitrust
laws don’t seem to affect it. But some little guy in a trade association
who is trying to standardize a few lines to avold waste in 50 or 100 of
them so that he can stay in business as 4 little businessman finds him-
self in the hands of the Department of Justice.

But as I say, you have saved me a lot of questioning by your very
characteristic and generous statement that you weren’t necessarily
passing judgment on the desirability.

I have something else to ask you, but I will stop at this point, should
you wish to comment.

Mr. Naner, Yes, Senator Javits.

You are quite right that because of the way the antitrust laws have
been enforced the large age-long concentration of powers tend to
escape enforcement, and oftentimes enforcement comes on those who
fix prices in bull semen, or gift stores in the Virgin Islands, and things
like that. T am saying that because I think it is important to distinguish
between the antitrust laws as they are written and as they are ad-
ministered. To give you an example, take the General Motors case.
There is something like over half a dozen detailed studies by economic
and legal specialists in the Antitrust Division as to whether the De-
partment should move against General Motors as a violator of the
antitrust Jaws. And they all ended up by saying that the Department
should do so; that there is a long established doctrine and basis under
the Sherman Act and the antitrust laws to move against General
Motors.

And one of those recommendations was by no less a person than
Prof. Donald Turner, who was a former assistant attorney general
in charge of the antitrust department. So it is a problem less of the
antitrust laws than how they are applied. And I would agree that
they have been applied in a highly discriminating fashion, and one
that is too correlative with the small-sized violators as compared to
the larger violators.

Senator Javrrs. We must remember, you know, as lawyers that it
is the courts who made the antitrust law. The construction of the
court still make it. And on the economy of scale it is generally thought,
much as I welcome mom and pop, that the supermarket is a very
extraordinary example of the economy of scale. But you can give me
50 instances which I agree with where scales turn out to be wasteful,
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monopolistic, oligarchistic, and contrary to the general public interest.

Mr. Naper. The beautiful flexibility of the antitrust laws, which
are like common law, really—and the courts have so interpreted it—
is that as they now stand, for example, and as they have stood for
many years, the supermarket as such is not considered at all in the
light of an antitrust violation. But if a large supermarket chain en-
gages in tying arrangements or monopolistic pricing, or price fixing,
it is. Antitrust is a beautifully adaptable tool to recognize both the
economy of scale, and to recognize that situations go far beyond that,
such as oligopolies or shared monopolies.

Senator Javrrs. But don’t you have to reconcile that, Mr. Nader,
yourself, in your own fashion, for streamlining and simplicity—for
example, your feeling about the great wastefulness in trademarks and
brand names; isn’t that brought on by the need for competition, even
if a lack of it in the non-Communist countries and in the Communist
countries would make more goods available to the individuals?

The only thing I would like to introduce—and I don’t want to get
you off on particulars, which wouldn’t be fair to you or me—isn’t the
other aspect—aside from the fact that you make no judgment, you
point out where the leakages are, but you don’t judge that they are
necessary costs we shouldn’t pay—isn’t the other argument that also
you must allow for social restructuring which is not necessarily tied
to the established structure that we have accepted for all these decades,
if you want to put society, not just to close up these loopholes but put
society on a totally different plateau, which may be more efficient and
more just in terms of social justice ?

Mr. Naper. Yes, of course. And in making that inquiry it is surpris-
ing how much wisdom is still retained in the concept of consumer
rights and antitrust enforcement.

Senator Javrrs. There is just one other question I have.

We have been trying to get installed as part of the Office of the
Comptroller General, or as an office comparable to it, an office of goals
and priorities analysis as a tool for the Congress. Are you aware of
that effort made by Senator Mondale and myself?

Mr. NapEr. Yes.

Senator Javrrs. You are. Would you have any view about it at all?
And does it bear upon this great social issue that you have been
describing ¢

Mr. Naper. It does. And the idea is a very good one. The question is,
Will the office have enough powers to get the information necessary to
really make the determinations, that its charter requires it to make?
And that is not a theoretical question at all; it really is the key. You
cannot deal with priorities unless you have almost carte blanche infor-
mation procurement powers, within constitutional limits, that is, to
make these determinations.

Senator Javirs. We thought that by putting it in the equivalent of
-ic_he Comptroller General’s Office, we would go a long way along that

ine.

Mr. Napgr. T think that certainly it should be under such direction.

Senator Javrrs. Thank you.

Chairman Proxuire. I just have a couple of questions.

I cannot let you go without asking you about Lockheed. Although
Senator Sparkman has agreed to invite you to testify on the bill to
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provide a guaranteed loan for the Lockheed Corp., I wonder if we can
get your general reaction to that proposal now without going into
details. Do you think it is a good idea, or do you oppose it ?

Mr. Naper. I do oppose 1t, and the alternative; that is, I oppose it
fundamentally. But 1f it should pass the Congress, there are a whole
number of conditions that have to be established, not only dealing with
the ability of the Government to get information, but also a whole
series of reporting functions and analyses of company performance, as
well as a turnover in management. I really think that the time has come
for Lockheed to shed its top management and to let some new man-
agerial blood take over. If the test of history doesn’t call for a change
i)n Lockheed’s management, then there is eventually no test that can

e met.

Chairman Proxmire. As I understand it, you are particularly well
qualified because you have done an intensive study, you are in the
process of doing one, on the aircraft industry from the consumer
standpoint, or the airline industry from the consumer standpoint, and
the need for the airbus, the 1011, which, of course, is the reason for
the guarantee. This kind of a viewpoint is so rarely available to
Congress. We zero in on the narrow problem of the particular com-
pany that wants the guarantee, with some kind of vague objections,
but ‘we don’t look at it in the overall or from the standpoint of the
significance of the precedent. And you can, I think, contribute greatly
to our understanding on that score.

Mr. Naper. For example, the effect of the airbus on mergers in
the airline industry, Western Airlines and American Airlines being
an example of the kind of situation. But there will be an opportunity,
hopefully, to discuss these in detail later.

Chairman Proxmire. The other question I have relates to a pro-
posal I made a couple of weeks ago—and Professor Haveman testified
on it very ably this morning—that instead of following the present
strategy that we are following on pollution, that we follow a policy
primarily based on an effluent tax or effluent charge. You came near
it in your statement when you said, “An ounce of prevention at the
plant investment level is worth the proverbial pound of cure needed
when the harms proliferate.” And the purpose, of course, of the
effluent charge would be to zero in with a clear-cut, understandable
economic disincentive for pollution. A reason why the corporation
will find it profitable to increase its income by recycling its waste and
by investing in research to determine how it can eliminate or reduce
ifs waste. Have you had a chance to consider this kind of a proposal
or come to a conclusion on it ? .

Mr. Naper. Yes, I have, Senator. And I am really opposed to it.
I think that a far superior mechanism would be to have an environ-
mental tax on corporations, which would be used to meet any economic
dislocations or wage loss that came about as a result of companies
having to adhere to straight-out standards for curbing pollution. I
think that it is far preferable to do it by setting standards, by having
stiff penalties for their violation, and by having an environmental
tax across the board, which would go into a fund to deal with what-
ever dislocation or labor force

Chairman Proxymire. That would or would not be related to the
amount of effluent discharge?
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Mcr, Naper. Noj it would not be related. The only additional incen-
tive that would operate here is that those companies who could show
true progress might get a reduction of the across-the-board environ-
mental tax that is applied.

Chairman Proxmire. In view of the fact that the environmental tax
has been tried in Cincinnati, and it works, and it has been tried in West
Germany, and it works, and it works in the sense that it has daramati-
cally reduced the pollution, in view of the fact that it allocates the
advantage that an industrial firm has in using the water as a free
commodity, it allocates that cost to the ultimate consumer. In view
of all that, I just can’t understand why you are fundamentally opposed
to it.

Mr. Naper. For a number of reasons. One, the Ruhr example is not
really that successful as it is made out to be. The reason why T oppose
it is that it is almost impossible to administer, if you are going to give
procedural safeguards to these companies. For example, if you deal
on the basis of how much you pollute the water, you use, and what
you take in and what you throw out, you are going to deal with the
problem of measurement, which means that you are going to deal
with the problem of inspection. which means that you are going to
have all the problems involving inspection of these plants and measur-
ing and trying to find an average and trying to plug the loopholes of
companies dumping the stuff at odd hours before various inspections.

And the other reason is that it doesn’t fulfill the various purposes
of this alternative proposal, in that this does not develop the burden
of proof of where it is. You see. in a surcharge situation the burden
of proof is on the Government. The Government has got to show that
the pollution is there. But the situation where we have an environ-
mental tax—you have a gasoline tax and vou have other taxes, but
where you have an environmental tax across-the-board, then the burden
of proof is on the company to prove that they have done better. or
thatil they have progressed in order to get a cut in the taxes that applies
to this.

There is also the issue that a more rational bit of planning can be
made with the standards—not the kind of standards that exist in
terms of ambient air quality, but rather like machinery and industrial
process standards, than can be done by the tax.

Chairman Proxmire. I don’t see any connection between the so-called
environmental tax which you say would be fairly uniform and one
related to the amount of pollution, the purpose of which is to provide
a clear-cut discouragement to using the water or using the air in a
way that pollutes it. It seems to me that you have the great advanage
in the effluent charge of giving the corporation the discretion to use
their best judgement, and a real incentive for doing so, and a reward
for doing so. and a penalty for not doing so. None of that, it seems to
me, is available in a generalized environmental tax. which you would
apply apparently to corporations whether they pollute or not.

Mr. Naper. This is in the sense of getting a rebate on the across-
the-board tax. ,

Let me pose another problem for you. Many of the major polluters
in the country are oligopolies, four or five major companies dominate
the industry; steel, aluminum, copper, autos, and the like. And they
have an incredible ability simply to pass these costs on. And there is
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every possibility that they can basically be assessed the same type of
cost, and simply pass them on.

Chairman Proxarre. I have no objection to their passing them on.
If you or I are using a product which requires that the water be pol-
luted in order to make it, I think that you or I as the consumers of that
product ought to pay for a substantial part of purifying the water,

Mr. NapEr. But my point is—the reason why you advocate a sur-
charge for one reason is to make it a competitive disadvantage to be
a polluter. My point is that—and I will simplify this to reduce the
objection at the moment—my point is that there 1s no guarantee that
these oligopolistic industries will—they can all behave in the same
way and not fight it out one among the other. There is no precedent,
like in the auto industry to——

Chairman Proxyire. We may not do a lot of other things, but we
pretty well pay taxes.

Mr. Naper. But all of these companies pay on a prorated basis the
same amount of taxes, because they don’t change it. They just keep
doing what they are doing. Then there is no definite advantage. Their
costs will go up roughly at the same rate. My point is that we should
try both areas. And I think we are both talking theoretically because
it hasn’t been tried.

Chairman Proxmyire. That is the part of your answer I like. You
want to try both of them.

Mr. NabEr. Yes, and see how they actually work because we are just
projecting into those areas in terms of human and corporate behavior.
It would be interesting to see how those work.

I just want to make one more point. The summary point which I
would like to make is the necessity for the Government to concentrate
on the qualitative accumulation of information dealing with economic
growth or lack of growth.

And, second, that we have to recognize that money is not going to
solve the problem. The medical costs of this country are half of the
food costs. They are over $50 billion, some estimates say $60 billion.
And they are projected to go to $100 billion in about 7 years.

Chairman Proxmire. What costs again ?

Mr. Naprr. Medical and hospital costs. Americans pay a little more
than one-half for medical and hospital care than they pay for buying
food. And it is going to go up to $100 billion in just a few years, on
every projection that has been put before a congressional committee.

And the point is, I think we have reached the stage in our economic
history where we have got to recognize that even if we find the billions,
we have got such an absorptive capacity to waste, that it is not going
to solve the problem. And that is why we have got to really vigorously
go into the area of the quality of service, the quality of the products,
%he quality of employment and the quality of tax expenditures, and the
ike.

Chairman Proxirr. Thank you for a very fine statement and an
excellent conclusion.

The subcommittee will stand adjourned.

Thank you, Mr. Nader.

(Whereupon, at 1:05 p.m., the subcommittee adjourned, subject to
the call of the Chair.)
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