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CAPITAL FORMATION

WEDNESDAY, JUNE 9, 1976

CONGRESS OF THE UNITED STATES,
JoINT EcoNnomic COMMITTEE,
Washington, D.C.

The committee met, pursuant to notice, at 10:15 a.m,, in room
1202, Dirksen Senate Office Building, Hon. Hubert H. Humphrey
(chairman of the committee) presiding.

Present: Senators Humphrey, Percy, and Fannin; and Representative
Brown of Ohio.

Also present: Courtenay M. Slater, William R. Buechner, William
A. Cox, Lucy A. Falcone, Robert D. Hamrin, L. Douglas Lee, and
Louis Krauthoff, professional staff members; Michael J. Runde, ad-
ministrative assistant; and Charles H. Bradford and M. Catherine
Miller, minority professional staff members.

OPENING STATEMENT OF CHAIRMAN HUMPHREY

Chairman HumpHREY. | call to order the meeting of the Joint
Economic Committee.

Unfortunately, today will be one of those times in which there
are a number of rollcalls and will most likely take place down in
the Senate. I'm not really sure of just what we're doing there, but
we're running back and forth. We're whipping ourselves, I think,
for the Olympics. We will ask your indulgence if we have to leave
from time to time.

[ called this hearing as chairman of this committee because of
the deep interest members of the Joint Economic Committee and
people in all walks of life have in the subject of capital formation.
I believe it is necessary at this time to reassess the outlook for capital
formation in the American economy.

We all understand the tremendous capital needs of industry, particu-
larly in areas such as utilities, agricultural production, and manufactur-
ing. Much has been said in the past few years about the needs of
various industries to expand capacity and their consequent need for
financial capital.

It is also widely agreed that the Nation needs faster capital forma-
tion to enhance productivity, and to sustain the economy on its up-
ward course. As long as the economy was in a deep recession, how-
ever, we could not expect business leaders to commit themselves
to many large or new investment projects. But now the economy
is recovering somewhat—and 1 hope steadily, with business profits
leading the way—profits excluding inventory gains rose about 25 per-
cent last year and are expected to increase again by at least that

much more in 1976.
)
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Profits retained by corporations for reinvestment have grown even
faster. This is all to the good. Credit markets have returned to
reasonably good health, so that investors now can raise money on
more favorable terms. But investment spending is not bouncing back
and this is the cause of major concern. It is estimated by the Depart-
ment of Commerce that this year’s business outlays for plant and
equipment will be only 8 percent higher in money terms than in
1974,

Now, if you translate that into real terms—that is, what the money
buys, after allowing for price increases—this means that outlays for
plant and equipment are 8 to 10 percent lower than 2 to 3 years
ago.

The latest surveys of future investment intentions indicate that busi-
ness investment will remain very flat in real terms in the next year.
If this is true, we cannot expect it to help much in sustaining the
economy’s growth. At today’s hearing we hope to shed some light
on the weakness in business investment.

The potential for capacity shortages in various sectors of the econo-
my remains even though the overall utilization of plant capacity is
still below what we would call a reasonable limit.

The significance of flat investment spending projections for the fu-
ture strength of our economy needs to be examined, and future of
interest rates and the availability of credit and the adequacy of cor-
porate resources for investment. So with these and other questions
in mind, let us ask the witnesses from the business community to
come forward: Mr. Frederick Jaicks, chairman of Inland Steel, if you
please, sir. We welcome you. And Mr. James O’Connor, senior vice
president of Commonwealth Edison Corp., and Mr. Leif Olsen, senior
vice president of Citibank.

This is our first panel and we will have a second panel following
yours. My colleague, Senator Percy, also has a statement that he
would like to enter at this time.

OPENING STATEMENT OF SENATOR PERCY

Senator PERCY. Thank you very much, Mr. Chairman. I certainly
commend you for calling these hearings. I don’t know of any problem
that is more pressing and more urgent to American business and
financial institutions than providing the necessary capital for American
business. Our ability to solve this problem will really determine
whether or not this economy is going to continue to move upwards,
whether we’re going to provide employment for those unemployed,
whether we’re going to absorb all of the new jobseekers. And we
have a series of conflicting proposals presented to us, almost as con-
flicting as the antitrust legislation on the floor of the Senate that
will probably pull us out several times this morning.

I'm very pleased, indeed, that half of our witnesses this morning
are from the heartland of America and the State of Illinois. Fred
Jaicks is one of our most respected industrialists in America and,
headquartering in Chicago, James O’Connor, excutive vice president
of Commonwealth Edison—we certainly welcome you. To have the
academic input, we certainly couldn’t be more pleased in our next
panel to have Robert Eisner, professor of economics of Northwestern
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University. And Leif Olsen has long been adviser and counsel to
many of us in the Congress. He has been generous with his advice,
counsel, and help. We haven’t always agreed, but his input has been
stimulating to all of us.

In my own judgment, some of the proposals that have been made
to reform our tax system and to alleviate existing and future employ-
ment needs, would have to be looked upon as somewhat shortsighted
and almost counterproductive in the long run. They could reignite
inflationary pressures and rob the private sector of the resources it
needs to provide an adequate number of well paying jobs in the
future.

I'm convinced that the only means to assure a healthy economy,
full employment, and acceptable standard of living for all American
workers and their families in future years is to increase our level
of capital investment today. To meet these goals by 1980, the Bureau
of Economic Analysis, Department of Commerce, estimates that we
must increase the proportion of our GNP devoted to fixed business
investment to 12.4 percent annually during the intervening 5 years.
Such investment has averaged 10.1 percent during the past 5 years,
an actual reduction from the preceding 5 years.

In dollar figures, Secretary of the Treasury Simon has estimated
that meeting these goals will require more than $4 trillion in savings
and investment over the next decade. I'm afraid that discussions of
this type and figures of this magnitude almost give rise to expressions
such as “the pointy heads in Washington.” But examined in its con-
stituent parts, the need is real and very well substantiated.

To achieve full employment during the next 10 years, we’ll need
at least 19 million new jobs. However, a large percentage of invest-
ment during this period—it was 62 percent during the decade of
the 1960’s—must be devoted solely to replacing and modernizing exist-
ing equipment. Also a significant portion of investment must be
devoted to pollution control equipment, safer working conditions, and
other expenditures necessary to maintain and improve the quality
of our lives.

We will need significant investment over and above such nonproduc-
tive investment, if we can call it that, which is mandated by law.
They are not going to create new jobs. They are improving the quality
of working conditions and improving the quality of life. So we must
have additional investment compared with what we did before.

We’re going to need significant investment over and above such
so-called nonproductive investment if we’re to provide 19 million new
jobs, enable the payment of higher wages, maintain our standard of
living. Adequate investment is the key to obtaining a level of produc-
tivity necessary to meet these goals.

Unfortunately, in some respects, we appear to be on the opposite
course. Rather than draw any conclusions, I’d rather leave the conclu-
sions to our witnesses, though we’ll not restrain from venturing our
own opinions occasionally during the course of questioning.

Our rate of capital formation is demonstrably insufficient, in my
judgment. I believe the situation is critical and that’s why I commend
Senator Humphrey for calling these hearings and we express our ap-
preciation. 1 know Senator Fannin will have his own comments, but
we both appreciate our witnesses appearing before us today.
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Like other Senators, I'll have to be back and forth on other
hearings, but we’ll be back and forth enough, we hope, to always
have minority and majority represented at these hearings this morning.
Thank you.

Chairman HumMPHREY. Senator Percy, thank you.

Senator Fannin, if you please.

OPENING STATEMENT OF SENATOR FANNIN

Senator FANNIN. Thank you, Mr. Chairman, and I join my colleague
from lllinois in commending the Chairman for calling these hearings.
I don’t know of any hearings as important as these hearings that
will be held at any time during this session of Congress. Capital
investment is the key element of providing jobs and we're all vitally
concerned about that. Regardless of the economic system employed
by society, the building and employment of citizens in constructive
jobs and improving the well-being of all of its people is directly
related to its savings and investment policies.

Capitalist, Socialist, and Communist societies share this economic
reality. Let us look at the hard economic reality facing our Nation.
The United States lags behind most industrial societies in both capital
investment and productivity growth. The average annual weight of
real economic growth during the decade of the 1960’s for the 20
OECD nations range from a high of 11.1 percent for Japan to a
median of about 5 percent for Australia—the Netherlands and Nor-
way—to a low of 2.8 percent for the United Kingdom. The United
States, during this time, experienced an average growth rate of only
4 percent a year—17th among the 20 nations. Now, that certainly
isn’t something to be proud about.

Capital investment is the key element influencing economic growth.
The United States retains a position of economic leadership because
it has enjoyed an adequate combination of several economic variables,
along with political stability and improving social mobility. However,
a quick examination of the relative rate of capital investment in this
country during the 1960’s will illustrate that our present economic
position is in jeopardy. the gap has increased between the U.S. level
of investment measured as a share of national output and the commit-
ment of other leading industrial nations.

Treasury Department figures indicate that total U.S. fixed invest-
ment as a share of national output during the period of 1960 through
1973 was 17% percent, which ranks the United States last among
a group of 11 major industrial nations. Our investment rate is 7.2
percentage points below the average commitment of the entire group.

We are very pleased to have gentlemen here that are very much
involved in the energy program of our Nation. The United States
lags behind other industrial nations in investment in these particular
facilities. Energy development has suffered and there are many in-
stances—I am very pleased that we will have these very prominent
leaders in the industry that are testifying before us today. Thank
you, Mr. Chairman.

Chairman HuMPHREY. Thank you very much, Senator Fannin. Gent-
lemen, I have a press release from Senator Edward M. Kennedy that
I want to place in the record at this time. It also carries with it
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the study of the Library of Congress on the question of appropriate
incentives for capital formation.

I mention this to you publicly because you may want to get a
copy of the Library of Congress study and I would really appreciate
from all of our witnesses today a critical analysis of that study. I
always have a high regard for the Library of Congress, but I also
think sometimes that there needs to be an analytical study made
of what they recommend.

And maybe our staff can see to it that each witness will get a
copy of the study that was made for Senator Kennedy. Second, 1
would incorporate in the record at this point a Washington Post
article of June 8, 1976, entitled, ““Business Investment Plans Improve
With Less-Than Expected Strength.” 1 defer to this summary from
the Department of Commerce, but I think it would be well to have
the full text of the article by Mr. David Wallace of the Associated
Press printed in the record.

[The material referred to follows:]

SENATOR EDwWaARD M. KENNEDY RELEASES LIBRARY OF CONGRESS STUDY ON Tax
INCENTIVES FOR INVESTMENT

JUNE 8, 1976.

One of the major issues that Congress will face in the forthcoming debate on tax
reduction and tax reform is the question of the appropriate incentives for capital
formation.

Recently, | asked the Library of Congress to analyze this complex question and
to compare the effects of several different types of widely discussed capital incentives.
I received the report of the Library of Congress yesterday, and 1 am pleased to
make it available to the Senate.

The report analyzed five proposals, using the Data Resources Inc. (DRI) model
of the economy. The report ranked the proposals in the following order in terms
of their effectiveness and efficiency in stimulating new investment:

1. Replace the current investment credit with an incremental investment credit,
available only for increased investment over a base period level.

2. Adopt an across-the-board increase in the current investment credit, with an
additional credit for incremental investment, with both credits made immediately
refundable and accompanied by repeal of the present ADR system. (Earlier this year
I suggested this proposal for consideration as part of the current tax reform debate.)

3. Adopt an across-the-board increase in the investment credit.

4. Adopt a more generous ADR (Asset Depreciation Range) system, allowing shorter
useful lives of property and hence increased depreciation deductions.

S. Reduce the current 48% corporate tax rate.

For purposes of the comparison, the Library of Congress analyzed the proposals
over the five years 1977-1981, and chose levels for each alternative that produced
the same overall revenue loss to the Treasury for the period—$11 Billion. In other
words, the study asked the question, how much new investment will be produced
over the next five years if a Federal tax subsidy of $11 billion is provided under
each alternative?

The comparison shows that the proposals differ widely in their efficiency in stimulat-
ing new investment, as the following summary, prepared from the Library of Congress
tables, indicates:



Increased
 Increased investment
investment, per doflar

1977-81 of revenue
(biflions) loss

1. Replace the current 7-percent credit with an 18-percent

incremental credit $25.8 $2.30
2. Increase the current credit to 10 percent, add a 5-percent

incremental credit, make the credit refundable, and repeal

134 1.20

3. Increase the current credit to 10 percent *......o.....covvrorrer. 5.5 49
4. Expand ADR to shorten the average usefu! life from the current

11.1 years to 8.9 years 39 35

5. Reduce the corporate tax rate from 48 percent to 46 percent 2 4 04

1 The report used a credit of 9.67 percent to reach the same revenue loss as in the other alternatives.
2The report used a rate of 45.47 percent to reach the same revenue loss as in the other alternatives.

These figures demonstrate the dramatic differences in efficiency that exist among
the various proposals now being considered as incentives for capital formation. A
“pure” incremental investment credit would be extremely efficient, with each dollar
of Federal tax expenditure generating $2.30 in new investment.

By contrast, a cut in the corporate tax rate would be grossly inefficient, producing
only 4 cents in new investment for each tax dollar lost to the Treasury.

Even the current investment credit is clearly inefficient, producing only 49 cents
in new investment for each dollar lost to the Treasury—or less than one quarter
as efficient as the incremental credit.

The incremental credit is of special benefit to new businesses and growing businesses.
In addition, by making the credit refundable immediately, the incentive will be available
to new and growing businesses, especially small businesses, when it can do the most
good—in their early years of growth, when initial losses and other expenses may result
in little or no tax liability to be offset by the credit. The refundable feature means
that such businesses will be eligible for the credit immediately, without having to
wait for future profits before they qualify for the tax incentive.

By contrast, as the “control” columns in the Library of Congress tables indicate,
the less efficient incentives are largely windfalls to businesses for investments that
would be made anyway. Thus, for each dollar of Federal subsidy through the present
“flat rate” investment credit, the nation receives 49 cents for new investment; the
other 51 cents is wasted as a “windfall” element that produces no additional investment.

Perhaps, if there were no other reasonable alternatives for the stimulation of new
investment, it would be worthwhile for the Federal Treasury to spend $1.00 to get
49 cents in new investment. But we face no such choice. Each of the two incremental
credit alternatives in the report has a superior efficiency to the present flat rate credit.
In fact, both alternatives produce even more than a dollar of new investment from
each dollar of revenue loss, and the “pure’ incremental credit actually produces over
$2 in new investment per dollar of subsidy.

The new Library of Congress report is especially valuable, because it is one of
the first quantitative econometric studies of the relative efficiency of various tax incen-
tives for capital formation.

Too often in the past, Congress has adopted tax incentives with little or no sound
economic analysis. Now, with the help of the Library of Congress, the Congressional
Budget Office, and the Senate and House Budget Committees, Congress is beginning
to answer questions that should have been asked long ago. In this way, we can reassess
existing tax expenditures and analyze new proposals, before committing Congress to
wasteful Federal subsidies through the tax system.

As the current study indicates, there are obvious ways to use the tax system to
stimulate business investment and encourage capital formation. But the method we
have chosen so far—the ‘“‘straight” investment credit—is now revealed as one of the
least effective methods available.

If we are genuinely concerned about achieving maximum efficiency from the use
of scarce Federal funds, it is clear that the incremental investment credit us far superior
as a tax incentive for growth and increased investment.

I intend to offer a floor amendment to the forthcoming tax reform bill to improve
the efficiency of the current investment credit, and I hope that the Senate will debate
and adopt a capital incentive that produces substantially more value for the taxpayer’s
dollar than the nation is now receiving.

Attachment.
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COMPARATIVE COST-EFFECTIVENESS OF ALTERNATIVE INVESTMENT TaAX INCENTIVES

(By Robert Tannenwald, economic analyst, and Warren E. Farb, specialist in
macroeconomics, economics division, Congressional Research Service, Library of
Congress)

1. INTRODUCTION

During the past several years, a number of economists and businessmen have been
waming the country of an iminent *“capital shortage”. They fear that the nation’s
capital stock will be insufficient to meet the demands likely to be placed on it during
the next several decades. In order to reduce this projected shortfall, they have suggested
various tax proposals designed to stimulate investment.

Those concerned about a possible capital shortage have expressed an interest in
comparing alternative investment tax incentives in terms of which stimulates the most
additional investment per dollar of revenue loss. This study makes such a comparison
for 5 specific proposals of equal revenue cost: (1) a reduction in the corporation
income surtax by 2.53 percentage points; (2) a shortening of the average useful tax
life of business machinery and equipment from 11.1 to 8.9 years; (3) an increase
in the investment tax credit from 7 percent (4 percent for utilities) to 9.67 percent
for all taxpayers (including' utilities); (4) a refundable incremental tax credit (ie.,
one that applies only to investment greater than that undertaken during a designated
base period) of 18 percent; and (5) Senator Edward Kennedy’s investment tax credit
proposal [a combination of proposals (3) and (4), coupled with a repeal of the Asset
Depreciation Range System].

After a discussion of what these proposals specifically entail, the study draws on
economic theory to formulate hypotheses concerning which tax proposal should have
the greatest economic impact per dollar of revenue cost. In addition, the impact of
each proposal is analyzed using the Data Resources, Inc. long-term quarterly model
of the economy.

1. DESCRIPTION OF PROPOSALS AND RELEVANT PORTIONS OF CURRENT LAW

(1) Reduction in corporation income surtax rate.—Under current law, the surtax rate
is 26 percent. This proposal would lower it to 23.47 percent.

(2) Shortening of average useful tax life.—Useful tax lives currently are determined
under the Asset Depreciation Range System (ADR). Promulgated in 1971, ADR allows
taxpayers to vary industry-wide class lives of machinery and equipment assigned by
the Department of the Treasury up to 20 percent in either direction. (In effect, there-
fore, it gives taxpayers the opportunity to shorten the useful tax lives of such assets
from pre-1971 levels by up to 20 percent). ADR also repealed the Reserve Ratio
test, a device which required firms to equate roughly their useful tax lives with their
actual asset retirement experience.

Currently, the average useful tax life of business machinery and equipment is esti-
mated to be to be 11.1 years.? Proposal (2) would change the flexibility of useful
tax lives under ADR so that, for 1977 and later years, this estimate would be 8.9
years. In other respects ADR would remain unchanged. The corporate income surtax
rate would remain at 26 percent. The investment tax credit would revert to its pre-1975
level, as provided for under current law.

(3) Increase in the standard investment tax credit.—As explained in footnote 1, page
1, The Tax Reduction Act of 1975 provides for an investment tax credit of 10 percent
for all taxpayers (including public utilities).® The credit applies only to non-residential
machinery and equipment; it does not apply to structures. On January 1, 1977, the
tax credit is scheduled to revert to its pre-1975 level of 7 percent (4 percent for
utilities).

Proposal (3) would provide that beginning on January 1, 1977, the investment tax
credit would become 9.67 percent for all taxpayers (including utilities). The corporation
income surtax rate would remain at 26 percent. The average useful tax life of business
machinery and equipment would remain at 11.1 years. The ADR system would remain
intact.

(4) Incremental credit.—Under this proposal, beginning on January 1, 1977, the
investment tax credit in its current form would be repealed. In its place would be
established a refundable investment tax credit applicable only to investment in non-

' Currently the investment tax credit is generally 10 percent for all taxpayers (including utilities).
According to the Tax Reduction Act of 1975, the credit is scheduled to revert to 7 percent (4 per-
cent for utilities) on January 1, 1977.

*This is the figure used by Data Resources, Inc. in its long-term quarterly model.

3 Firms which establish employee stock ownership plans are eligible for a bonus credit of 1 percent.
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residential machinery and equipment in excess of the average annual level of such
investment during the 3 previous years. If a firm’s investment in non-residential machin-
ery and equipment were to equal $500 million in 1977, while its average annual
investment in such assets during 1974-1976 were $400 million, it would be entitled
to an 18 percent investment tax credit on $100 million ($500 million-$400 million).
The average useful tax life of business machinery and equipment would remain at
11.1 years. The ADR system would remain intact. The corporation income surtax
would remain at 26 percent.

(5) The Kennedy proposal.—Senator Edward Kennedy has proposed that beginning
in 1977 the investment tax credit be retained at 10 percent for all taxpayers (including
utilities). Moreover, according to his proposal, beginning in 1977 an additional 5 percent
credit would be allowed for investment in machinery and equipment in excess of
the average annual level of such investment during the 3 previous years. If a firm’s
investment in business machinery and equipment were $500 million in 1977, while
its average annual investment in such assets during 1974 through 1976 were $400
million, it would be entitled to a 15 percent investment tax credit on $100 million
and a 10 percent investment tax credit on $400 million.

Starting in 1978, both the regular and incremental tax credits would become refunda-
ble, i.e., independent of the tax liability of the taxpayer.

In 1977, in addition to extending the 10 percent investment credit and introducing
a 15 percent incremental credit, Senator Kennedy would repeal that element of the
Asset Depreciation System which permits a 20 percent deviation from guideline lives.
He would restore the use of guideline lives as they existed prior to 1971 and the
authority of the Department of the Treasury to insure that guideline lives correspond
to actual business experience.

The changes in the economy that would occur were each of these proposals put
into effect were compared with changes that would occur were current tax law to
remain in effect through 1981.

The S alternatives outlined above, as stated above, are equal in revenue cost. More
specifically, they are equal in the amount of revenue each would lose from 1977
through 1980. However, in estimating the revenue loss of each proposal, the fact
that a dollar of revenue loss in 1980 is worth less than a dollar of revenue loss
in 1977 was taken into account.

As illustration of how this compensation was effected, consider this example. The
following are the projected revenue losses from the reduction in the average useful
tax life of business machinery and equipment from 11.1 to 8.9 years, as provided
for in proposal (3) described above: (in billions of dollars. Source: estimates made
by the Congressional Research Service)

1.78
3.09
4.00
4.36

To reflect the fact that a dollar of revenue loss in the future is worth less than
a dollar of revenue loss in the present, each annual figure was discounted in proportion
to how far into the future it would occur.*

In this study, based on a recommendation of the Joint Committee On Internal
Revenue Taxation, a discount rate of 10 percent is used. The present value of the
projected revenue losses over the next four years from reducing the average useful
tax lives of business machinery equipment is from 11.1 to 18.9 years is approximately
$11.2 billion.

*The discount formula employed was:
A 1 A 2 A 3 +A n

PV = 4 +
1+ (1+i)* a+i) a+"

Where:

PV equals the discounted value of the revenue loss over the 4-year period, or its “present
value.”

A° equals the loss in the first year

A* equals the loss in the second year

A? equals loss in the third year, and so forth
“;” in this formula is known as the “discount rate.”
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This amount is equal to the present values of the projected revenue losses over
the next 4 years from the other proposals whose economic effects are analyzed in
this report. In this manner, the estimated revenue costs of these alternatives are equal.

. THEORETICAL ANALYSIS

_ There are 3 major ways in which these 5 tax incentives could stimulate private
investment:

(1) By increasing the immediate cash flow of businesses in general; (2) By redistribut-
ing income towards firms with a relatively high propensity to invest; (3) By decreasing
the cost of capital and therefore increasing the after-tax return on investment.

By definition, the cash flow effects of the proposals are identical. This theoretical
discussion, therefore, concentrates on factors (2) and (3).

According to neoclassical theory, firms employ their funds in the most profitable
uses available. They will pursue projects, therefore, whose rates of return exceeds
the interest rate, the return on loans. They will eschew projects whose rates of return
are below the interest rate.

The reduction in the corporate income surtax rate, the increase in the conventional
investment tax credit, and the reduction in average useful tax life will increase the
net return on all investment projects by a uniform percentage. Some projects previously
less profitable than loans will become more profitable. Investment will therefore in-
crease.

An incremental credit, by contrast, affects after-tax rates of return only on levels
of investment above the pre-credit equilibrium—the investment “base™. Consequently,
only those investment projects above and beyond those that form the ‘‘investment
base” receive the benefit of an increased rate of return. However, the rate of return
on each of these projects is less than the interest rate. The incremental credit, therefore,
will lift some of them into the realm of profitability—it will increase their rates of
return above the interest rate. Consequently, the incremental credit also will augment
investment.

The Kennedy proposal would increase the net rates® of return on all investment.
However, because it entails a larger credit for incremental investment than for “base”
investment, it would enhance the rate of return on the former more than the rate
of return on the latter. Again, some incremental investment projects formerly less
profitable than loans will become more profitable. As a result, investment will be
induced bythe tax incentive.

All 5 proposals, therefore, theoritically would stimulate investment. The central
question addressed in this study is which would result in the greatest stimulus per
dollar of revenue loss.

The tax savings resulting from a reduction in the corporation income surtax rate
are a function of corporate profits, not corporate investment. A profitable firm which
substitutes labor for capital enjoys just as much tax savings from a surtax rate deduction
as one which substututes capital for labor. A profitable high growth firm enjoys just
as much benefit as a profitable low growth one. A profitable firm with a high dividend
pay-out ratio enjoys just as much tax savings as a profitable firm with a low pay-
out ratio, even though dividends might be consumed rather than reinvested. The tax
savings from the other 4 measures, however, are much more closely tied to investment
levels, In other words, they redistribute income more directly to firms with a relatively
high marginal propensity to invest.

Similarly, a refundable incremental investment tax credit should result in a greater
increase in investment per dollar of revenue loss than would either a shortening of
useful tax lives or a uniform investment tax credit. Neoclassical economic theory states
that all base investment is expected to be profitable with or without tax incentives.
Allowing tax reductions for this investment, therefore, merely provides a windfall gain
for successful investors. This gain is exactly what a standard investment tax credit
and a reduction in useful tax lives provide. An incremental credit concentrates alt
of its incentive where it can increase investment at the margin. It does not “use
up” revenue losses on non-incremental investment. Therefore, for a given revenue
cost it can effect a greater reduction in the cost of financing incremental investment.

Moreover, to the extent that it does provide some windfalls, it provides them only
to firms, both profitable and non-profitable (including officially designated non-profit
organizations), likely to expand investment, not merely to all profitable firms that
engage in any form of investment.

Theoretically, it is more difficult to rank a standard investment tax credit and a
shortening of useful tax lives in terms of cost effectiveness. Both are targeted on

sIt would do so under the assumption that the stimulative effect of the credits outweights the
depressing effect of the lengthening of useful tax lives.
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both incremental and non-incremental investment. The difference in impact of a dollar’s
worth of cach type or incentive is a function of their relative effect on the cost
of capital. A priori. it is impossible to predict which effect is greater.

To summarize. from the above analysis. one would predict the following ranking
of the 5 alternative investment tax incéntives in terms of their impact on imestment
per dollar of tax revenue loss: (1) Incremental investment tax credit: (2) The Kennedy
proposal; (3) (Stundard investment tax credit). (Reduction in useful tax lives): (4)
Reduction in corporation surtax exemption.

Implicit in the analysis which gave rise to this hypothesized ranking are two assump-
tions: (1) thut the tax savings arising from cach incentive are not shifted o the
consumer or to labor. and (2) that the cconomy is operating at tess than tull employ-
ment. If cither assumption is abandoned. the possibility that none of the 3 alternatives
would significantly increase the flow of investment must be considered.

If the tax benefits from the alternatives are to be shifted. then they would not
necesarily result in an increase in the net rate of return 1o the kinds of investment
to which they are targeted. Based on the assumption that firms are profit maximizers
and that labor markets are competitive. the general view is that the burden of business
income taxes fall on cupital in the short-run. This view is based on the arguntent
that the tax would not change profit-maximizing price and output decisions.

However. labor unions could use their power to preempt some tax benefits in the
form of higher wages. Furthermore, some economists have argued that corporations
maximize something other than profits, i.e. sules with a profit constraint. Under such
conditions. shifting of the tax benefits might occur in the short run. Moreover. in
the long-run migration of capital between sectors could lead to a complex pattern
of incidence involving some shifting.

If the economy is operating at full capacity, then the initial stimulus to investment
provided by the tax incentives might be negated by an increase in the interest rate.
Under such conditions, the economy would be incapable of providing a supply of
capital sufficient to satisfy investment demand without an increase in the savings rate.
In the absence of such an increase and without accommodating monetary expansion,
the change in investment demand arising from the tax incentives would bid up the
cost of capital in the form of higher interest rates."

This situation would work to the detriment of forms of investment usually financed
with debt, such as housing. In the case of changes in the investment tax Credit. this
bias would compound the discrimination that housing alrcady suffers by virtue of
the ineligibility of structures for the credit. (Structures are also ‘ineligible for the ADR
option). The ultimate result of the incentives under full-employment conditions, there-
fore, could be a change in the mix of investment without a real increase in its level.

IV SUMMARY OF FMPIRICAL ANALYSIS

Through the use of the Data Resources. Incorporated (DRI guarterly model of
the United States cconomy. the impact of the 5 tax packages were anabyzed. The
results of the analysis lend support to the ranking of investment tax incentives supported
in the theorctical discussion in part 117

In general, none of the tax proposal packages are likely to have a significant impact
on overall cconomic activity and employment. The strongest impact is on the volume
and allocative pattern of investment. The benetit to the cconomy would then be a
higher level of potential output and greater capacity in future years. While there
might be some minimal increase in inflation through ‘the years stadied. any increase
in total investment spending would probably lessen inflationary pressures later in the
1980,

This analysis suggests that with an incremental tax credit a moderate amount of
investment could be stimulated without giving rise to a significant increase in inflation.
Historically, however, inflation has been one of the weakest “links™ of cconomic model
analysis. [t is much more certain that, no matter what incentive is used, any expansion
of capital investment in durable equipment would be at the expense of investment
in residential housing. 1t s important to note, however, that these results rest on
the assumption of no change in policy by the Federal Reserve Board to accommodate
the increased cconomic growth. Any actions taken by the Board cither to case credit
conditions or to prevent credit from tightening as a result of the cconomic expansion
would attenuate the impact on housing and promote cconomic growth.

“The need of the Federal government to bid for funds in order to finance the increase in the
deficit resulting from the tay incentive would anly aggrinate the situation,
“More detailed information regarding the results of the wnalysis are provided in the appendin.
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V. APPENDIX: RESULTS OF COMPUTER SIMULATION

A. Impact on investment

1. 18 percent incremental credit.—This proposal clearly has the greatest impact on
the total level of investment. By 1981, total nominal investment® exceeds by 8.6
billion dollars, or 2.0 percent, its level under the control situation. This translates
into a $4.9 billion boost to real investment.?T1 Real investment in non-residential
machinery and equipment increases by $4.8 billion, or 4.2 percent. Real restdential
construction decreases by only $900 million (1.8 percent).

2. Kennedy proposal.—This incentive ranks second in its impact on investment. By
1981 nominal total investment increases by $4.8 billion, or 1.1 percent. Real investment
increases by $2.5 billion. Real investment in non-residential business machinery and
equipment increases by $2.4 billion, or 2.1 percent. Real residential construction
decreases by $700 million, or 1.4 percent.

“The sum of nominal business fixed investment, nominal residential construction, and nominal in-
ventory investment,

®The sum of real business fixed investment and real residential construction.

19 Personal savings as a percent of disposable income.

3. 9.67 percent siandard tax credit.—This alternative ranks third in its stimulus to
investment. By 1981, nominal total investment increases by only $1.7 billion or 0.4
percent. Real investment increases by $1 billion, or 0.4 percent. Real investment in
non-residential machinery and equipment increases by $10 billion or 1.0 percent. Real
residential construction decreases by $200 million. (.3 percent).

4. Reduction in useful tax life.—The impact of this incentive is relatively small,
and is not significantly more stimulative than a reduction in the surtax. Total nominal
investment increases by $1 billion, roughly 0.2 percent. Real investment increases
by $600 million, or 0.3 percent. Real investment in non-residential machinery and
equipment increases by $800 million (0.7 percent). Real residential investment
decreases by $200 million, or 0.3 percent.

S. Reduction in corporation income surtax rate.—This proposal has virtually no
discernible impact. Investment increases by only $300 million, or 0.1 percent. Real
total investment increases by only $200 million. Real non-residential investment in
machinery and equipment and real residential construction do not change by more
than $100 million. .

A detailed breakdown of the impact of each alternative on key investment variables
for the years 1977 through 1981 can be found in Tables 1 through 5.

B. Impact on savings rate

The only proposals which affect the savings rate® are the 18 percent incremental
investment tax credit and the Kennedy proposal. The former increases it to 0.080,
compared with 0.077 under the control situation. The latter increases it to 0.078.
The other 3 proposals have no discernible effect on this variable.

(From the June 8. 1976, Issue of the Washington Post]
BUSINESS INVESTMENT PLANS IMPROVE WiTH LESs-THAN EXPECTED STRENGTH

(By G. David Wallace)

The investment plans of business showed improvement in a government report issued
yesterday, but a Commerce Department economist said he’s disappointed at the strength
of projected investment growth.

Economists generally have been banking on a lift from business spending later this
year to make up for an expected slower growth in the consumer spending which
has carried the recovery so far.

Business spending is crucial because it packs a double punch for the economy.
It not only creates new jobs and more efficient production for the company, but
also generates jobs and income for the firms supplying the goods.

The signals on business investment have been mixed so far, however, and the latest
report from the Commerce Department indicated that spending for the year will be
virtually flat in terms of the volume of goods and facilities purchased.

“I don't think it's a disaster,” said Maynard S. Comiez, acting chief economist
for the Commerce Department. “But it’s not as strong as I would have expected.”

The Commerce survey, taken in April and May, covers business spending plans
for the last nine months of the year and actual spending for the first three months.
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The survey pegged total spending for the sear at $121 billion. up slightly from
the $120.1 billion set as spending plans in January survey. But actual spending for
the first three months of the vear. at an annual rate of S114.7 billion. was 3.4 per
cent below expectations from the January suney.

The Commerce report comes after the Conference Board. a business-oriented rescarch
group in New York. reported capital appropriations—the money business sets aside
for investment—were off by 12 per cent in the first quarter among 1000 of nation’s
largest corporations.

The Conference Board projected a 4 per cent growth in capital spending for the
vear. But it inflation were not included. that. too. would indicate flat spending in
volume terms.

The survey findings come despite the tact that corporate cash tills are flush with
profits. Commerce had upmtul carlier o 3.5 per cent jump in corporite after-tay
profits in the first quarter. “1Us @ litde puzzling to me.™ Comicz said.

He said his department’s surnvey indicates business is being cautious despite growth
of the cconomy so far. although” he figures an cventual pickup in business spending
is inevituble. The pickup now is III\LI\ to be kater than he evpected. he said.

The $121 billion projected by Commerce for capital spending this year represents
a 7.3 per cent increase over 19750 when the dollar value of “capital” spending rose
by three-tenths of 1 per cent. The 1975 performance was the worst since 1961 when
spending dipped 2.3 per centin value.

But the crosion of inflation last year meant capital spending was down about 10
per cent in volume. Commerce said the figure of 6.5 per cent inflation at an annual
rate for capital goods so fur this vear would mean real spending this year would
be up only cight-tenths of 1 per cent in volume.

The strongest gains expected in the value of imvestment are in tetiles, 32 per
cent: the food and beverage industry. 20 per cent: rubber, 19 per cent: paper. 18
per cent: and motor vehicles. 15 per cent. The biggest decreases were projected for
the transportation industry. with airline plans oft by 26 per cent and railroads down
IS per cent.

Chairman Huarenrey. Now, we will proceced with our witnesses.
I believe the first witness that | called was Mr. Jaicks and so we'll
ask you to open up for us, please.

STATEMENT OF FREDERICK G. JAICKS, CHAIRMAN OF THE THE
BOARD AND CHIEF EXECUTIVE OFFICER, INLAND STEEL CO.,
CHICAGO, ILL.

Mr. Jatwcks. Thank you, Chairman Humphrey, Scnator Fannin, and
members of the Joint Economic Committee. I am Fred Jaicks and
I am chairman of the Inland Steel Co. Although 1 am speaking today
on bechalf of Inland, I am also the immediate past chairman of the
American Iron and Steel Institute, a responsibility which provided
me with a broad overview of the stecl industry and, I hope, qualifics
me to speak about onc of its principal problems, the generation of
capital to finance its long-term expansion. This probem came into
prominence in 1973 and 1974 when both steel and capital were in
acute short supply

In retrospect, the sharp decline in demand for steel in 1975 can
be secn as a temporary recession related phenomenon that has been
followed by a sharp rebound. Production of raw steel, which stood
at 67 percent of capability utilization last summer has risen to 91.4
percent of capability in the latest weck.

For some products, facility utilization is cven higher. Production
lcvels arc expected to continuc upward during the remainder of the
year, resulting in shipments for 1976 of 98 million tons. Next year,
shipments are forccast to rcach approximately 108 million tons which
would place them close to the peak levels of 111.4 million in 1973
and 109.5 million tons in 1974,
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By now it is well known that the surge in steel demand has been
led by the automotive and other consumer-oriented industries. Next
year the biggest gains are expected to come from producer durables
industries and construction and from the steel service centers who
serve these basic industries at the retail level.

My company’s forecast of shipments by major market sector for
1976 and 1977 are included in a table in my prepared statement.
It shows the breakdown by four of these market areas that are con-
sidered to be the largest: Consumer markets, producer durables, con-
struction, and steel service centers, totaling about 98 million tons,
and in 1977, 108 million tons.

It shows a slight increase in consumer markets in 1977 versus 1976,
but nevertheless a continued high level with the major growth being
the 7-percent shipment increase in producer durables in 1977 over
1976, 20 percent in construction, and 18 percent in the service center
sector.

[The table referred to follows:]

Thousands of tens

Percentage
1976 1917 of change

Consumer markets 800
Producer durable markets gg;ZOO %}iggg ig
Construction markets 14900 17,900 +20
Steel service centers 16,100 18,000 +18

Al other 13,000 14,700 +13
98,000 108,000 +10

Mr. Jaicks. The outlook as we see it, almost certainly indicates
tight steel supply conditions for flat-rolled products later this year.
Next year should see a general tightness over the whole range of
steel products reminiscent of 1973-74. Not much can be done to
increase domestic supply capabilities in the short run since facility
expansions in the steel industry are long-term propositions, necessitat-
ing from 2 to 5 years to complete. Decisions made by the Congress
to increase the availability of capital to industry will influence longer
term steel supply conditions. However, the sooner attention is directed
to the capital adequacy issue, the sooner the Nation can be assured
of steel supply availability.

Chairman HumpHREY. Could I interrupt?

Mr. Jaicks. Yes, sir.

Chairman HumpHREY. We won’t do this too often, but I was im-
pressed by those figures of 20 percent and 18 percent—construction
markets and steel service centers. Those are basically for expanded
construction, both items, aren’t they?

Mr. Jaicks. Yes, sir. Construction and in the producer dura-
bles—that is, the machinery market, both electrical and nonelectrical
machinery, Senator.

Chairman HUMPHREY. Most of the models that we have witnessed
here or studied in the committee do not indicate that much of a
growth and I just wondered what you base those figures on.

Mr. Jaicks. Well, really, it’s a composite, Mr. Chairman, of growth
and we see considerable growth—in fact, we’re already beginning
to feel it in the initial stages in the steelplate sector for construction
machinery, agricultural implements—producer durables, we call them.

83-402 O - 77-2
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But the other factor is the factor that we now have arrived in almost
all of our product lines at a stable level of inventory management
in that last year one of the major problems of steel was a tremendous
inventory liquidation phasc against shipments. total domestic shipments
for steel last year. of 80 million tons as against this Y8 projected
for this year. And it’s pretty well in hand—and the highs of 109
and 111 in 1973 and 1974 respectively. To our best estimates. there
was an inventory liquidation last vear against this 80-million-ton new
shipments of about 12 million tons. Now. the reason that these num-
bers, 1T would submit, are somewhat higher perhaps than the ones
that you scc, it really isn't a total reflection of the upturn in demand,
but it’s the fact that against 1976, when inventory—at least up to
now—has been in the liquidation stage. you are now really seeing
not only shipments of steel based on the consumption levels, but
as we read it, a slight change in the beginning of an inventory accumu-
lation picture, which relates strictly to our shipments.

Chairman HumpHrey. The McGraw-Hill survey was much more
modest, as you know.

Mr. Jaicks. Correct.

Chairman Humpnrey. And T want us to be optimistic, but 1 have
here the McGraw-Hill survey of business investment intentions.

Mr. Jatcks. We really can’t discount this major shift in direction
of inventory management.

Chairman Humenrey. 1 see. Well, thank you very much.

Mr. Jatcks. Given the crosscurrent of debate over the future course
of the American economy, there is surprising agreement on likely
growth in steel requirements among groups that have made serious
studics of the the subject. On April 27, 1976, the Council on Wage
and Price Stability issued an economic study of the steel industry
prepared by Paul Marshall of the Harvard Business School. The study
encompasses a wide range of steel industry economic analysis, includ-
ing steel price behavior, profits, capital requirements, aspects of import
competition, future capacity requirements, and demand.

Its purposc was to synthesize the discussion which occurred at the
steel symposium conducted by the council last December. Professor
Marshall ~ concludes that studies taking different approaches to
forccasting arc in substantial agreement and substantiate steel industry
projections that demand for steel products in the next 8 to 10 years
will increase at an annual rate of about 2% percent.

Current debate over long-run steel requirements revolves about the
energy situation and its likely impact on auto size and weight. Our
own—and admittedly tentative—estimates of steel usage in the auto
industry suggest that stcel usage is actually moving up in the latest
model year because of a shift in the model mix toward larger cars.

Senator Humpurey. If 1 may interrupt—with regard to cars, [ un-
derstood that we were slipping off on the market for larger cars.
I understood that this was the last ycar for larger cars.

Mr. Jaicks. Well, 1 think my comments here, Senator Humphrey,
are addressed to your note which really related to 1976-77, so what
I've said so far, really, arc the facts of lifc in terms of our supply
to Detroit and elsewhcre——-

Chairman Hunpnrey. This year?
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Mr. Jaicks. This year. And the shipments for the small General
Motors car are far lower from what they have been estimated at
earlier. The shipments to the plants for the intermediate and the
large cars are way beyond what we had anticipated as—the automobile
people gave us their projections before the model year got very far
along.

And as we look at 1977, we are giving effect to know decreases
in auto weight, but they are not substantial in the 1977 model year
either. There is going to be, obviously, more of the smaller models
and newer ones introduced, to which you are referring, but it’s not
a major change. And, as | pointed out, these have got to be considered
to be crude projections because whether or not the consumer is still
going to want to stay in the higher end of the range, which has
been happening in the 1976 model year, is really something that
is only for the future.

But giving effect to our estimates, which tie really close, I think,
to Detroit’s estimates, and giving some generous allowances for
unknown changes in the market picture and making no allowances
for further changes in the model mix for the 1976 year or for increase
in sales, 1977 over 1976, we come up with automotive demands
for next year at about 1 percent plus or minus against what we
see going there this year, which is, of course, the great strength
of our market in steel this year.

Chairman HUMPHREY. Yes.

Mr. Jaicks. Prospects for increased sales of both autos and trucks
lead us to believe that the auto industry will actually require perhaps
slightly more steel.

Past experience suggests there will always be engineering design
changes in progress that tend to economize on steel and other raw
materials. But economic growth and new technologies invariably lead
to a net increase in steel or other material requirements. The energy
situation presents similar prospects.

One might cite large quantities of steel involved in obtaining more
energy from new sources and transporting it and in making this
country more self-sufficient. It should also be pointed out that the
cost and availability of competing materials to steel, especially alu-
minum and plastics, may well be more seriously affected by the energy
problems than the cost and availability of steel. So steel may rather
gain than lose competitively.

It is probably too soon to make any confident judgments regarding
the balance of these factors, but at most, only a slight shifting upward
or downward of past growth rates seem justified until much more
information and experience is available.

All in all, it appears that the consensus forecast of a 2%-percent
annual growth in domestic demand for steel is still valid. Studies
done at the American Iron and Steel Institute and confirmed by
Professor Marshall, indicate that under this conservative steel demand
projection, the steel industry will have to install sufficient capacity
to provide an additional 30 million tons of raw steel by 1983.

Using this estimate, we can confront our subject of capital adequacy
in steel head on. To meet all of its requirements, the steel industry
will have to spend, each year, between now and 1983, a minimum
of $5 billion applied as follows: About $1.5 billion to install additional
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capacity—that is tied to the 2's-percent growth rate annuallv—about
$2 billion annually to maintain existing capacity: about $1 billion
annually to mect pollution control requirements: and about $0.3 billion
a year for other nonsteel activities, in which the steel companics
are involved.

Notwithstanding the severe market conditions of 1975, the steel
industry spent $3.2 billion for capital needs. a level almost twice
as high as the $1.7 billion average for the vears 1963 through 1972,
but still considerably short of the needed $5 billion expansion.

Planned expansion programs over the next several vears also fall
short of the projected need. Through May 1975, stéel companies
had announced expansions in the range of 20 to 23 million tons.
Many of these programs were announced late in 1974 when the
prospects for continued improvement in shipping volume and profit
margins rendered expansion attractive. The recession which followed
caused a number of these announced expansions to be rescheduled.
In all likelihood, some will continue to be slowed or deferred until
profitability improves to the point that internal cash flow and exter-
nally gencrated capital are sufficient to cover financial requirements,

It profitability and capital availability do not improve, I think the
economic conscquences are obvious: Scarcities of many steel products
and hence of products made from steel; increased steel imports at
premium prices; fewer new jobs created and fewer existing jobs main-
tained; and slower economic growth.

We know that this committec agrees that it is in the national interest
to be able to build the facilities, to create the jobs, to produce the
needed goods and services in this country. What are the prospects
of raising this much capital? The steel industry’s record  cash
flow—that is, reinvested profits plus depreciation—was achicved in
1974, $3.4 billion. If steel companies were to continue to generate
cash flow at this record level—and during 1975 the net cash flow
was $2.5 billion—and if we were to continue to add new long-term
debt of about $600 million a ycar, maintaining our present debt-
equity ratios, stecl companies would nevertheless have only about
$4 billion available annually toward their $5 billion nceds—$1 billion
short.

Some additional capital quite likely could be obtained through the
sale of new shares. Our own company was successful in raising some
equity funds recently, but I share Professor Marshall’s view that cquity
financing will play a rather small role in stcel industry expansion
over the ncar term. The principal problem arises from the fact that
on average, the steel industry’s ratc of return on equity has been
disappointingly low for over a decade and a half and only equaled
the average of all major manufacturing industriecs—by Mr. Olsen’s
bank’s ratings—in 1974, which was the record year for stecl.

Steel companies must offer prospective investors a competitively
attractive ratc of return over a sustained time period to attract the
considerable capital necessary to accomplish their investment objec-
tives.

At the moment, there is just no assurance that the gap between
the steel industry’s capital necds and capital resources can be filled.
Still, the very fact that this invitation to spcak before your committece
has come is encouraging. Many of the steel industry's problems
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originated through Government policies and their solution lies in the
same domain. In fact, it would appear that the country as a whole
needs a change in its basic Government economic policies to cn-
courage gencration of the capital necessary to provide adequate sup-
plics of vital materials and energy and employment.

And there is a close relationship between plant and equipment.
investment and jobs. Rising investment means that jobs are created
immediately to produce the plant and equipment. to operate and
maintain them. and to supply them with necessary materials and ser-
vices. As to the need for increased capital formation. the question
arises as to how this can be brought about. A wide varicty of public
policics has been suggested over the past year or two. A consensus
of these policies would undoubtedly include the following approaches
to stimulate capital formation: Permit market forees to operate freely:
permit faster capital recovery under the tax laws through shorter
depreciation periods for production facilities and first-year writcoft
of pollution abatement equipment: and to permanently extend  the
investment tax credit.

I have just a couple of brief comments on each of these points.
It is almost sclf-cvident to us that frec markets assure the best alloca-
tion of resources, including capital resources. Government controls.
especially price controls, interfere with the market. distort market
relationships. and reduce economic growth.

As to faster capital recovery under the tax laws, reduced deprecia-
tion for productive facilities is particularly key in a capital-intensive
industry such as ours. Facility investment represents huge sums of
investment capital in steel. Present tax laws unfortunately do not
permit an adequate rate of recovery of this investment. Enactment
of a simplificd and flexible capital recovery system which will permit
the cost of all productive investment to be recovered over a period
as short as 5 years would provide substantial help in financing stecl
industry expansion.

On pollution abatement, the steel industry and others required to
make hcavy expenditures for pollution abatement facilities should,
we belicve, be able to recover these expenditures as quickly as possi-
ble. While pollution abatement facilities produce social objectives,
they produce no stream of income—in fact, only further cxpense—and
thus provide no continuing economnic benefit to thc company in-
volved.

Accordingly, traditional concepts of capital recovery should not
apply. Permitting first-ycar writcoff of such expenditurcs would frec
up more funds for investment in productive facilitics. Neither of these
measures would reduce the steel industry’s tax liabilitics. They would,
rather, change the payment schedule, making more capital available
for reinvestment in the ncar term when the need is greatest.

The present investment tax credit of 10 percent— 11 percent under
certain circumstances—provides a substantial incentive to business to
make investment in plant and equipment. However, the on-again-otf-
again character of the investment credit has made it an unrcliable
factor in facility planning.

Maintaining or increasing this credit and extending it permancntly
would improve the ability of the stecl industry to expand.
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The changes | have mentioned above involve the corporate income
tax and certainly some changes are in order. Those that we have
Just discussed involve basic actions that need to be taken if we are
to have the investment climate in this country that will enable us
to install the steel capacity necessary to meet our Nation's needs.

I suggest a couple of changes in other policy arcas. We are working
to acheive some modification in environmental control standards
whick have an enormous financial impact on our industry. There
can certainly be no objection to legitimate standards, but many of
the futurc environmental expenditures required by existing laws rélate
to cosmetics or stem from questionable criteria selection lacking much.
if any, semblance of environmental justification.

A reduction of this burden. which is forecast to reach $1 billion
annually or 20 percent of the industry’s capital investment. would
be a great step toward decreasing the industry’s capital gap.

I would make one brief comment with® respect o trade policy
because of its impact on capital formation in steel. We have noted
at length to U.S. trade policy officials that other governments tend
to maintain employment in their steel sectors at the low end of the
business cycle by increasing participation in U.S. markets at prices
reflecting less than full costs of production. The effects of such policies
on the domestic industry is to aggrevate the already cvelical nature
of our business.

Clearly, some form of safcguard against such practices is justified.
In addition to the favorable impact on domestic employment, we
belicve that the improved stability would enhance the industry’s ability
to attract outside capital.

Mr. Chairman, I have briefly mentioned some of our concerns in
the arca of capital adequacy to mceet requirements for steel industry
expansion and have touched upon some public policies which can
affect the future domestic supplics of steel.

I appreciate very much my opportunity to present this testimony
and assurc you that my associates in the industry—and I'll be glad
to provide you with morc detailed information, if you wish. Thank
you very much.

Chairman Humpnrey. Mr. Jaicks, we do thank you very much.
I'll come back to each of you for some questioning. 1 want you
to know that many of your recommendations I find to be very hearten-
ing and, quite frankly, I find myself in considcrable agrcement. I
want to come back and visit with you about them.

Mr. O’Connor, you have given us a finc statement here on the
utilitics. Might | make this suggestion? The statements are all very
well documented. If you could abbreviate in order to accommodate
the questioning period, I'd appreciate it. You can put the
highlights—the entire statement will be in the record.

Mr. O’Connor. All right, fine, sir.

Chairman HumPHREY. [ should have told Mr. Jaicks that, but this
will move our testimony along. Thank you, Mr. O’Connor.

STATEMENT OF JAMES J. O’CONNOR, EXECUTIVE VICE PRESI-
DENT, COMMONWEALTH EDISON CO., CHICAGO, ILL.

Mr. O’ConNoOr. Thank you very much, Senator Humphrey, and
gentlemen. 1, too, am pleased to appear on behalf of Commonwealth
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Edison Co., an electric power company that serves the northern half
of Nlinois, roughly 8§ million people. and at the same time in my
capacity as chairman of the National Association of Electric Compa-
nies’ tax committee to talk about the important problem of capital
formation.

Mr. Chairman, | will follow your advice and try to abbreviate the
comments contained in my rather lengthy written statement.

Chairman Huyenrey. May | make this suggestion. Senator Fannin
is going to be back. He went over to vote. We have short rollealls
here today. If vou would permit me—I don’t want to miss any of
these votes—Ill go over and when Senator Fannin comes. you tell
him to procced with the opening of the testimony and you—would
you just hold? :

Mr. O'Coxxor. Certainly.

Chairman Huampnrey. We have regrettably arrived at the day in
which our schedule around here is a Jittle bit flaky. I'm afraid. Bear
with us.

{A short recess was taken. |

Senator Faxxin. The hearing will resume. Mr. O'Connor, will you
please proceed? And I'm sorry about the interruption. I'm sure you
understand. And Scnator Hansen of Wyoming is with us now.

Mr. O'Coxxok. Thank you very much, Senator. I've been asked
by Chairman Humphrey to abbreviate my comments, which Tl try
to do. 1 filed a rather lengthy statement with the committee.

Basically my comments this morning center around two arcas of
activity: First, financial problems of our industry, and second. recom-
mendations which would aid significantly in restoring the financial
integrity of our business.

In 1975 the Edison Electric Institute, which is a trade association
representing about 99 percent of all of the investor-ownced utilitics
in the country, completed a report on growth in the clectric power
industry and ‘growth in the country in gencral. And they came to
the conclusion that even with a moderate rate of growth in the years
ahead, it is anticipated that the increased growth of the power industry
will be on the order of 5.3 to 5.8 percent a year.

Now, this contrasts with the traditional rate of growth in our indus-
try of around 7.5 percent, so it's slightly lower. We base this new
estimate largely on the fact that in the next 10 years we're going
to have a significant increase in the number of new houschold forma-
tions, roughly 34 percent by the year 1985. As Senator Perey pointed
out earlier, we're going to need 19 million more jobs in the labor
force in the next 10 years to sustain relatively full employment in
the Nation—and the fact that people in the age catcgory of 25 to
34 will be 61 percent greater in 1985 than they are today.

In our industry we've been particularly hard hit by intlation. In
the last 10 years the cost of our fuel has incrcased fourfold. For
example, in 1964 the cost of fuel on a million Btu basis was 25
cents; by 1974 it had increased to 95 cents. The cost of construction
has also quadrupled during this period. We werc able to build a
1-million-kilowatt nuclear powerplant in 1964 for about $150 million.
Today the Icast that you could build a comparable sized plant would
be for about $550 to $600 million.
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At the same time during this 10-year period. we've scen interest
rates more than double—from the 4.5 percent level in 1964 to
between 9 and 10 percent in the period 1974-76. During the last
2 years, the bond ratings of 35 of the 50 largest electric power
companies in the Nation have been reduced. During the past 2 vears
we've seen more than half of the 50 largest electric power companices
in the country sell equity capital below book value. which resulted
in a dilution of existing sharcholders® values.

In 1964, just 12 vears ago. our companics were able to finance
internally about two-thirds of the capital required for new construction
expenditures. By 1976, that's dropped down to about 30 to 33 percent.
So it has been cut in half. And this is all happening at a time when
the requirements and the demands for new capital are greater than
they have ever been before.

For example, between now and the year 1990—1976 through 1990,
a I5-year period—it’s anticipated that the privately owned sector of
the electric power industry will require $500 billion in new construc-
tion expenditures just to finance a growth rate of about 5.5 percent.
This is four times—once again. four times—the amount of new capital
that was required during the preceding 15-year period. from 1960
to 1975.

I think it’s important to point out also that partly because of the
rather sluggish economy . partly because of conservation efforts, partly
because of the high costs of raising capital, we've scen in the last
2 years a very significant deferral or reduction in the amount of
new capacity additions that have been planned.

For example. between the period of April 1. 1974, through the
end of 1975, we witnessed the canccellation or deferral of roughly
181,000 megawatts of new gencrating capacity. Of this total. about
two-thirds or about 125 megawatts was nuclear capacity. To put that
into perspective, the amount of new generating capacity that was
deferred or canccled during that period represented about 35 percent
of all of the presently installed capacity in the country. In terms
of jobs, we estimate that this reduction or deferral in the expansion
of new capacity cost labor roughly 100,000 jobs per year.

Onc other point I might make, Senator, is the difficulty that we
have in our business is being the most capital-intensive industry in
the world. For example, to produce $1 of revenue, we have to spend
$4 in new plant. In the automobile industry, on the other hand,
to produce $1 of revenue, it must spend only about 55 cents. In
the oil industry, which is generally considered to be a capital-intensive
industry, in order to produce $1 of revenue, it has to make only
$1 of investment.

So, by contrast, our industry has to spend a great deal more—four
to eight times as much moncy—as almost any other industry just
to producc §$1 in revenue. So our capital requircments are con-
siderably greater.

Clearly the main solution of the problem that we facc is adequate
and timely rate relief by local regulatory commissions at the State
level. And this has been forthcoming in modest amounts in recent
years, but not fast enough to kecp pace with the inflation that we've
been afflicted with the past few years.
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Certainly also there are measures that can be taken in the Congress
which would help to alleviate our problems and assist us in regaining
financial intcgrity.

We strongly endorse the proposals put forward by the President’s
Labor Management Committee, which. among other things. call for
an increasc in the investment tax credit to the level of 12 percent
for electric utilitics and urge that it be applied indcefinitely.

ft takes about 3 or 6 vears to build a coal-fired or an oil-fired
facility. It takes us about 10 vears to build a nuclear facility. It's
very difficult to plan ahcad and determine what sort of capital
resources you are going to have and what sort of cash generation
you arc going to have, if vou have an off-again-on-again type of
situation which presently exists with the investment tax credit.

So we urge that it be applicd indefinitely for our industry so we
can take advantage of it for the entire length of time new construction
takes. At the same time, we urge removal of the limitation on the
usc of the investment tax credit, which is scheduled to drop in succees-
sive periods back to the S0-percent level by 1981, Finally, with respect
to the investment tax credit, we urge that the credit be included
on qualificd progress expenditures.

One of the principal features of the President’s proposal deals with
the matter of tax trcatment of dividends reinvested. Our industry
is going to have to raisc roughly $3 million a year in new cquity
capital in the next 5 years. We're at a point today where industrywide
our stocks arc selling at about 50 percent of the level that they
sold at just 10 years ago.

As | mentioned earlier, the vast majority of our stocks are sclling
below book value. Dividend reinvestment, that is, the deferral of the
tax on dividend income that is reinvested in the business until the
time the stock is sold would aid us materially in helping to finance
the equity portion of our needs in the years ahcad.

We need some things to encourage this acquisition of new cquity
capital if we'rc going to have any sort of financial strength. We
think that this trcatment—deferred treatment—is even less favorable
than the treatment presently given stock dividends, which we in our
industry arc generally unable to take advantage of just because of
the very nature of the kind of investors that we have.

The third item in the present proposal, the labor-management
proposal, deals with tax depreciation on construction work in progress.
As 1 mentionecd a moment ago, it takes between 5 and 10 years
to build a plant. We're not presently permitted to take any tax
depreciation on that plant until it is placed in service.

In the casc of a million-kilowatt nuclcar unit, for example, the
standard size being built today with a 10-year period of construction,
not until that plant is placed in service arc we able to takc any
tax dcpreciation on those expenditures that are made. So we tic up
huge amounts of capital without being able to gencrate anything inter-
nally to bring that money back. Because of the long lcadtimes and
also because there is no permanent loss to the Treasury involved
in permitting tax decpreciation on construction work in progress, we
urge that consideration be given by the Congress to this important
proposal.
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Last is a matter that Mr. Jaicks touched on and that dcals with
the rapid writcoff of pollution control facilitics. the S-vear amortization
period or even faster, if possible. to encourage industry. including
the electric power industry, to make these expenditures. and at the
same time, to assist them in making them through rapid writcoff
periods.

In concluding, the proposals that have been set forth in the labor-
management package involve lost taxes only insofar as the investment
tax credit is concerned. All of the other items that we've been talking
about in the labor-management package are deferrals and are taxes
that will be picked up at a later date.

On balance, adoption of these proposals would provide a very
needed “shot in the arm™ for the electric power industry and permit
us to once again start to plan and build the kinds of capacity additions
that are going to be required as we go into the 1980%. Without
these additions we're going to face some very scrious power shortages
throughout the Nation.

Thank you very much.

Senator FanNIN. Well, thank you, Mr. O'Connor. for an excellent
statement. As Chairman Humphrey suggested, vour entire prepared
statement will be printed in the record.

Certainly you brought out the seriousness of the situation in your
industry and we will have questions.

[The prepared statement of Mr. O'Connor follows: |

PREPARED STATEMENT OF Janmis J. O'Coaxor

My name is James J. O’Connor. | am Executive Viee President of the Commonwealth
Edison Company which provides clectricity to Chicago and the northern one-third
of llinois. 1 appreciate the opportunity to appear here today to discuss capital formation
and its importance to the clectric utility industry.

CAPITAL NEEDED 1O MERT ELECTRIC ENERGY GROWITH DIEMANDS

In 1975, the Edison Electric Institute. the major national association of investor-
owned companies in our industry. completed a major study which concludes  that
moderate. continuing cconomic growth is desirable to improve the “quality of life”
and the standard of living of the American people and that growth can be’ sustained
by the United States for the foresecable future. Improved productivity is essential
to growth and this means capital investment—buying more and better tools to produce
more per manhour, which cffectively curtails inflation, and building new facilities to
provide cmployment for the nation’s growing work force. While other factors are
important, the key to increased productivity is the formation of capital.

The Institute estimates that under conditions of moderate economic growth clectric
energy consumption will grow at an average rate of 5.3 to 5.8 percent per year.
(In 1975, growth was below the anticipated average due to the depressed condition
of the cconomy. Although residential and commercial sales increased, 6.2 percent
and 7.0 percent respectively, industrial sales declined 4.5 percent, resulting in an overall
growth of only 2 pereent.)

The clectric_utility industry has encountered difficult problems in raising the capital
necessary to finance the power plants and associated facilities required to supply the
anticipated growth in clectric energy consumption. The problems result from drastically
increased costs—particularly the cost of fuel, the cost of new plant facilites, and the
cost of capital required to finance the facilities—together with an inability to obtain
prompt authorization for increased rates to cover these increased costs. For some
companies this has led to inadequate “‘coverage™ of interest and dividiends. which,
under indenture covenants, limits or prevents the sale of senior sccurities. Despite
improvement during the past year, the market price of many clectric atility stocks,
including that of my company, arc still below book value. Accordingly, as it becomes
necessary to sell additional common stock, there is a dilution of the value of existing
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shares. Because such a dilution shrinks their earning power. investors become increas-
ingly reluctant to purchasce utility equity sccurities.

In 1964, electric utilities were able to provide about 64 percent of the funds needed
for new plant investment with internally generated funds. principally retained carnings.
depreciation. and deferred  tases. By 1974, declining carnings and rising prices for
the cquipment needed to serve utility customers made it possible to finance only
33 percent of capital expenditures in this way.

The electric utility industry is by far the most capital-intensive industry in the country.
For every $1 of revenue, about $4 must be invested in plant facil In contrist.
the oil industry, generally considered to be very capital-intensive. needs only about
ST of investment for every S1 of revenue. and the automobile industry requires only
about 50 cents of investment for cach $1 of revenue.

In a study concluded in 1975, the Technicil Adsvisors Committee on Finanee to
the Federal Power Commission estimated that construction expenditures ot the clectric
power industry will increase from an annual rate of $16': billion in the first halt
of the 1970 to about $23 billion in the Tast half. From 1976 through 1989, construction
expenditures of the investor-owned utilities are cxpected to total in eveess of 300
billion in current dollars: this is four times the expenditure during the preceding com-
parable period. (Sce attached chart showing breakdown by year.) As o result. the
need for financing from outside sources will increase more than proportionatelv. and
the investor-owned clectric industry will have to raise over 5300 hillion in the outside
market during this time.

Difficultics experienced by most electric utility companies in raising capital have
been a mujor reason for deferrals and cancellations of new generating facilities. Cur-
rently, our figures show that between April 1. 1974 and October 1. 1975, a total
of 181000 megawatts of capacity were delayed or removed from the schedule. OF
this total. 125,000 megawatts were in nuclear units, most of which were due o be
completed in 1980 or later. This is cqual to roughly 35 percent of the total present
installed  generating capacity. It is estimated that the projects deferred or removed
involve approximately 100,000 construction jobs annually. Of course. deferrals and
removals have an immediate deterring cffect on employment and the current cconomy.,
Even more important are the implications for the national cconomy in the future
it there is then a significant shortage of electric power. In all likelihood. there will
be shortages of clectricity it action is not taken promptly to restore the deferred
and cancelled projects.

The principal solution to this serious problem is adequate and expeditious authoriza-
tion for rates to cover increased costs and attract new capital. However. changes
in the Internal Revenue Code are a necessary concomitant in the overall capital picture
because existing tax laws impose a severe burden on capital investment.

RECOMMENDATIONS OF THIF PRESIDENT'S LABOR-MANAGEMENT COMMITIEE

The President’s  Labor-Management Committee  has recommended o number  of
changes in the Internal Revenue Code that would help to solve our industry’s financial
problems and thus stimulate construction of urgently needed clectric facilities.

We strongly endorse their recommendations and urge carly and favorable considera-
tion by the Congress.

INVESTMENT TAX CREDIT

We support the recommendation of the President’s Labor-Management Committee
that the investment tax credit be increased to 12 percent for clectric utilities, that
it apply indcfinitely and that it be applicable in full to qualified progress expenditures.
Also, we urge that normalization accounting and rate treatment be required for addi-
tional investment credits under any new legislation.

Since 1962, the investment tax credit has been authorized, suspended, restored,
terminated, and then authorized again. Because of the long lead time necessary for
the construction of large gencrating plants and transmission lines, there is a need
for assurance that the credit will be allowed for an indefinite period. On the average,
it takes over five years to place a coal-fired gencrating unit in operation and ten
or more years for a nuclear facility. Large amounts of capital are ticd up during
these extended periods, which serves to strain the financial position of utility companics.
Allowance of the investment credit at a 12 percent rate would provide important
capital funds and significantly ease the strain.

In order to receive full advantage of the increased cash flow resulting from the
additional investment credit, the limitation for clectric utilitics, which is scheduled
to fall ten percent per year until it reaches 50% in 1981, should be maintained for
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?‘nb.ilr}deﬁnite period at 100% of an electric utility company’s pre-credit income tax
1ability.

Also, allowing the investment credit on the full amount of qualified progress expendi-
tures without regard to the transitional adjustment should reduce the lag between
incurring the expenditure and realizing the credit.

The increase in investment credit should apply to generating facilities in which
petroleum products (including natural gas) are to be used where the utility was com-
mitted to the construction of the facilities prior to recognition of the energy crisis.
Denial of the investment tax credit on such facilities would cause an undue burden
on companies which have acted reasonably and in good faith.

Finally, it should be pointed out that provision of the current one percent investment
tax credit to finance Employe Stock Ownership Plans (ESOP) should be extended.
The proposal of the Labor-Management Committee to increase the present 10 percent
investment tax credit to 12 percent does not appear to contemplate a loss of the
ESOP credit but does not provide for the extension.

DIVIDEND REINVESTMENT

One of the principal recommendations of the President’s Labor-Management Commit-
tee concerns the deferral of current income taxes on dividends immediately reinvested
by a shareholder of an electric utility company into stock of the paying company
under a qualified dividend reinvestment plan.

This proposal is of considerable importance to the industry. Our industry’s needs
for new common equity financing are expected to be over $3 billion a year during
the next five years. These requirements are 50 percent higher than those in each
of the past five years.

The dividend reinvestment proposal would assist materially in encouraging investment
in utility common stock and aiding in the formation of capital for utility investment.
In December, 1975, the average utility stock was trading at about 47 percent of
its level ten years earlier. Even with overall market conditions improving in recent
months, many utility stocks are still valued below book value and with the financing
needs of the industry some means to encourage investment in utility common stocks
is essential. We strongly urge this proposal because the primary effect of tax deferral
on dividends reinvested would be to provide needed equity capital.

This would merely provide a treatment similar to that now provided conventional
stock dividends. Many utility stockholders purchase their stock for the cash yield
and it is therefore not practical for utilities to change their dividend policy to provide
for lower cash dividends to be supplemented by stock dividends. Under the language
previously suggested by the Treasury Department, the proposal results only in a deferral
of ordinary income taxes which is even less favorable than the treatment accorded
stock dividends.

Taxes will be recouped by the Treasury at ordinary income rates when the stock
is disposed of by the shareholder. Hence, there is no permanent loss of tax revenues
to the Treasury.

It should be pointed out that the public service obligation of utilities distinguishes
our fund-raising needs from those of other industries. Our industry must raise capital
on terms that are, at times, highly uneconomical because we must construct required
plant to meet customer demand. Common stock is the foundation of our capital struc-
ture and, to continue construction, stock must often be sold even when market condi-
tions make such issues uneconomical. Since utilities do not have the investment discre-
tion enjoyed by other industries, the dividend investment proposal offers an important
and needed way to make electric utility stock more attractive.

The results of a survey made last spring of Institute members which presently have
a dividend reinvestment plan indicate that the deferral of taxation on reinvested
dividends primarily would help the small stockholder. The results of the survey are
as follows:

Companies Companies
using usin,
outstanding unissu
shares shares
Percent of total common shareholders participating ........ 54 96
Percent of total common shares held by those participating 18 49

Average common shares held by those participating 95 125
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DEPRECIATION

In view of the long lead time necessary to bring major generation and transmission
facilities into operation, we urge that qualified progress expenditures included in the
base for ratemaking purposes be eligible for tax depreciation. Normalization accounting
and rate treatment should be required in order to obtain this tax benefit. The combined
efects of additional tax depreciation and inclusion of qualified progress expenditures
in rate base will add materially to the internal cash generation of an electric utility.

Many regulatory commissions have already recognized that some or all construction
work in progress (CWIP) should be included in rate base. By allowing qualified progress
expenditure property to be eligible for tax depreciation only if the regulatory body
allows the utility to include the same property in the rate base and to normalize
the tax effect of the depreciation, the internal cash generation problems of electric
utilities would be materially alleviated. With major generating plants now taking five
to ten or more years to construct, the need for additional internal generation of
capital is obvious. With CWIP in the rate base utilities will be replacing bookkeeping
earnings with real earnings, and normalization of rate treatment will assure that the
cash remains available to the utility for use in acquiring needed facilities. This results
in a tax deferral not a permanent loss in taxes to the Treasury.

For the reasons stated above under the investment credit heading and where long
standing commitments have already been made, qualified progress expenditures relating
to generating facilities in which petroleum products are to be burned should be eligible
for tax depreciation when incurred.

AMORTIZATION OF POLLUTION CONTROL AND FUEL CONVERSION GENERATING FACILITIES

The President’s Labor-Management Committee recommends extension of the provi-
sion for rapid amortization of pollution control facilities and also recommends that
rapid amortization of the cost of fuel conversion generating facilities to use fuels
other than oil or gas be permitted. Our economic studies show that this proposal
would not achieve the goals intended unless the investment tax credit also is available
with respect to such facilities. Loss of the investment tax, credit would nullify the
advantage of rapid amortization because it would be more advantageous for a taxpayer
to elect an accelerated method of depreciation, the ADR system, and a 12 percent
investment tax credit rather than rapid amortization with no investment tax credit.
Of course, the 60-month amortization period would limit the amount of the investment
tax credit to two-thirds of the amount otherwise available.

The right to amortize fuel conversion costs should include as eligible costs those
associated with conversion from gas to oil. Boilers in plants which were designed
to burn natural gas could rarely if ever, be converted to burn coal. Because of the
differences in the nature of the two fuels, essentially a new boiler with storage and
handling equipment would be required. Because natural gas-fired plants are the least
costly to construct, the cost of converting one to burn coal, together with the cost
of adding coal handling equipment, would probably be as much as or more than
the original cost of the entire gas-fired plant. Further, many natural gas-fired plant
sites do not have the physical space to stockpile coal, making an adaptation to coal
impossible.

A conversion to burn residual oil would be entirely consistent with the national
energy program for the best usage of natural resources. Residual oil (the product
existing after refining crude oil into gasoline and distillate oil) has only industrial
uses, with the most common being used as industrial boiler fuel. If rapid amortization
for the costs of converting a gas-fired plant to burn residual oil is denied, many
companies’ conversion efforts will be impaired, which would not be in furtherance
of the national energy program of the most prudent usage of natural resources.

ESTIMATED TAX REVENUE IMPACT

In recent testimony before the Budget Committee, Assistant Secretary of the Treasury
Charles Walker estimated that the enactment of these recommendations would reduce
electric utility income tax liabilities in future years.

A breakdown for fiscal year 1977 indicates that a $300 million temporary loss
would result from the deferral of taxes under dividend reinvestment, and while the
proposal generates cash for the utilities, the tax deferral would be to the benefit
of utility company stockholders rather than reducing the electric companies’ income
tax bill. Also, as previously mentioned, the tax deferral would not be a permanent
loss to the Treasury.

Tax savings of $200 million to the electric utilities are attributed to depreciation
of qualified progress expenditures. The savings again are only temporary in nature
because the total depreciation deductions applicable to such facilities over the lives
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of those facilities would be the same as those allowed by current law. The tax benefits
are accelerated but not increased.

Consequently, the increase in the investment credit. estimated by Secretary Walker
to amount to $70 million in fiscal year 1977, would be the only permanent tax benefit
to the electric utilities. assuming that limitations relative to the credit would currently
or eventually alfow use of the credit.

ADDITIONAL TAX PROPOSALS—INTEGRATION OF THE CORPORATE AND INDIVIDUAL
Incoa Tax

In recent statements, Treasury Sceretary Simon. Ways and Means Chairman Ullman,
Securities and Exchange Commission Chairman Hills and others have focused on the
growing problem of capital formation in the United States. They agree that our present
tax system is biased against capital formation. By taxing corporate profits twice—once
at the corporate level and uagain at the sharcholder level—the system inhibits the
flow of capital in the economy. Because the capitad needs of the electrie utility industry
are so great, it is particularly affected.

Double taxation obviously encourages the retention of carnings so as to avoid the
sccond tax. But traditionally many purchasers of utility stock have acquired such stocks
on the basis of vield and utilities which therefore have a high percentage of carnings
are placed at a substantial disadvantage when compared to those corporations which
retain a much greater portion of their carnings. Elimination of the second tax would
greatly assist utilities in raising equity money.

Many plans have been suggested for alleviating these problems by integrating cor-
porate and individual income taxes. We fully support the underlying principles and
objectives of such proposals.

CARRYOVER AND CARRYBACK MODIFICATIONS

Section 172 of the Internal Revenue Code currently provides for net operating loss
carryover and carryback periods for taxpaying businesses of five and three vears, respec-
tively. Because those clectric utilities currently experiencing the most severe financial
problems have little or no taxable income. the granting of additional incentives which
turther reduce taxable income would have little or no meaning because little or none
of such incentives could be utilized within the current statutory carrvover and carryback
periods. However, these utilitics have paid substantial income taxes in the past and
will undoubtedly find themselves in this position once again in the future.

We recommend, therefore, that Scction 172 of the Code be amended to provide
for clectric utilitics maximum periods of 7 years for carryover and 10 years for car-
ryback of net operating losses, with an increase in the carryback period to be available
only if the taxpayer reduces the carryover period by an equal number of years.

Congress has in the past recognized the special needs of particular classes of taxpayers
and has provided several modifications to the general rule, such as the 10 year car-
ryback period applicable to “Financial Institutions™ and the 7 year carryover period
provided for “Regulated Transportation™.

Analogous modifications of investment credit carryover and carryback provisions
would be similarly helpful to companies that would gain little or nothing from the
grant of additional current tax deductions and investment tax credits.

COSTS OF MEETING NATIONAL ENVIRONMENTAL STANDARDS

The meeting of reasonable national environmental standards, a goal which the electric
utility industry fully supports, accounts for a substantial part of the industry’s capital
needs in coming years. Our latest estimates are that in the ycars 1976 through 1980
the investor-owned electric companies must invest over $10 billion for this purpose.
This is intimately tied in with attainment of national energy goals, since a substantial
part of the environmental concerns result from the switch to nuclear and coal from
oil and gas as energy sources.

Two particular income tax provisions could be of immense value in helping the
industry meet its capital requirements in this area. First, 5-ycar amortization of all
pollution control facilities, not just facilities retrofitted on cxisting plants, should be
permitted. Essential elements of such a provision would be that the investment credit
be allowed and that fast amortization not be permitted unless the resulting tax deferral
is normalized for rate-making purposes. As previously pointed out allowance of the
investment credit is necessary becausc little, if any, tax advantage results from use
of 5-year amortization without the credit instead of accelerated depreciation over asset
depreciation range lives with a ten percent or higher credit. Normalization is necessary
both because it is sound economically and because if the tax deferrals are flowed
through in rates no capital is provided to help tinance the required facilities.
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Second, there should be incorporated in the tax law provisions which make cffective
the cexisting provision of Section 103(¢)(4)(F) relating to industrial development bond
financing of air or water pollution control facilities. We believe that the Internal
Revenue Service and the Treasury Department have largely nullified this provision
by means of highly restrictive interpretations and unconscionable delays in responding
to requests for ruling. There should be included in the statute a definition of “uir
or witer pollution control facilities™ that expressed the intent of Congress specifically
enough that Section TO3(CH4)F) will become truly effective as o means of helping
in the financing of pollution control facilities. This is a vitaly important matter for
at least two reasons. First, because interest rates are lower on tav-exempt than on
taxable borrowings. tax-exempt tinancings exerts a lesser upward, inflationary pressure
on electric rates. Second. the market for tas-exempt obligations is in the main, distinet
from the market in which most utility debt financing is done. and aceess o this
other market should significantly enhance the industry s ability to raise needed capital.

We suggest as an additional measure to assure that the intent of Congress in enacting
Section T03(cH4HF) is given cffect that it be made possible 1o sue o obtain o
declaratory judgment when IRS acts adversely or tuils to act with respect to a request
for ruling on a proposed financing. The provision should closely parallel Section 7476.
declaratory judgments relating to qualifications of retirement plans, which was enacted
as o part of the Pension Reform Act of 1974, Pollution control financings and qualifica-
tions of retirement plans have the common attribute that when IRS acts adversely
or fails to act. the affected parties are virtually helpless.
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Senator FaxNIN. Mr. Olsen. please procced.

STATEMENT OF LEIF H. OLSEN, SENIOR VICE PRESIDENT AND
ECONOMIST, CITIBANK, N.A.. NEW YORK. \.Y.

Mr. OLsEN. Senator Fannin, | want to thank you and other members
of the Joint Economic Committee for this opportunity to share with
you some of our views on capital formation. 1. too. will summarize
my remarks. 1 have endcavored to answer the questions addressed
to me in the letter sent to me by Chairman Humphrey on May
25. 1976.

I would also like to ask permission to introduce into the record
a speech given by Walter Wriston, chairman of Citicorp. before the
44th International Conference of the Financial Exccutives Institute.
that deals with our tax structure. Because our tax structurce, in its
various incentive aspects and disincentive aspects allocates capital
resources, 1 feel that this specch has bearing on the discussion of
the committee.

Senator Faxxin, The specch will be made a part of the record.

Mr. Owsen. The title of that speech s “The  Ultimate
Loophole—Spend Your Own Moncey.™

[ The speech of Mr. Wriston follows:]

Tir Uit Looenori—Seean Youkr Ows Moy

(An address by Walter B, Wriston. Chairman. Citicorp. before the 44th Taternational
Conference of the Finuncial Executives Institute)

Any of you who have observed with sorrow the disappearance of the American
handyman have had cither to learn some of his skills. or watch many ol the mechanical
devides in and around your homes break down. In acquiring handyman skills. you
come to realize that a badly designed machine can never be fixed even by an expert
at tinkering. Something more radical is required—redesign. This principle applies o
many patchwork legislative solutions o social and  cconomic problems which have
been pasted together over the years.

The ultimate insult used to be to say something looked as it it had been designed
by a committee. To the extent that we can use the word designed, our tax laws
actually fit that description. They were patched together by a multitude of committees
over many years. All oo often changes were made without reference to what existed
before. Sinée the beginning of time, no tax structure has cver won the plaudits of
the citizens. but there are few instances in history where all shades of political opinion
have agreed unanimously that our tax laws are unfair, unclear. indeed, beyond un-
derstanding. 1t is literally truc thut no one in the world knows for sure what the
tax law means. No policeman can read you your rights.

It is a maxim of cryptology that what one mun can devise, another can unravel.
This principle keeps armies of tax lawyers and accountants empioyed, but adds nothing
to our national productivity. The distortions in our society caused by the quirks of
the law beggar the imagination: companies that have lost money may be more valuable
than others which make money. People with cqual incomes pay uncqual taxes. Often
the heaviest burden falls on the working man or woman.

The blue-collar worker who has struggled hard to support his family, cducate his
children, and save his money suffers. His is the only group in our socicty that gets
a plethora of kind words from Congress but laws which catch him in a double bind.
Inflation pushes him into higher tax brackets while cutting deep into his purchasing
power. His savings melt under the heat of inflation, while the interest on his proposcd
mortgage rises beyond his reach. Meanwhile Congress increases the payments to the
non-worker so that subsidics of the idle rise to mect the shrinking rewards of thrift
and industry.

Now we can fairly charge, as did our forchears in the Declaration of Independence.
that taxes are “imposed without our consent.” Today, again, we have taxation without
representation, because it is impossible to have your point of view fairly represented
in a matter so complex that no one understands it This lack of understanding s
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not limited to the ordinary person trying to pav his tax in accordance with what
someone tells him the law requires. 1t is o pervasive malaise extending to our representa-
tives in the Congress who vote the laws, At a closed hearing on the tan bill last
spring. several Scnators complained that they did not understand for what they were
being asked to vote. The Chairman of the Senate Finance Committee is réported
to have said: “If every man insists on knowing what he's voting for before he votes.
were not going to get a bill reported out by Monday.™ Monday clearly had priority
over clarity.

The Constitution says that Congress is to provide for the “general weltare.” Instead
Congress pays more attention to special interests. Hundreds of bills are introduced
to amend some part of the tax code. Many of the bills seeh 10 benefit some sector
of our socicty which has persuaded a Congressman that it needs help. Change s
then effected by amending a section of the law. often referring to another section
which itself refers to still another. A recent “simple™ amendment to the tay reduction
bill was “read by title.”™ The title consisted of one sentence containing 69 words.
Nestled among them was a key phrase “and for other purposes.”™ which meant anything
with which Congress chose to fill what came to be called “the Easter bashet.”

No Congressman, no lawyer. no accountant can tell the taxpaver his rights with
any certainty. No one even bothers to try to make a case that the present faws
are cquitable. Any law which cannot be understood is, by definition, an assault on
democracy. Whenever o legislator. hard-pressed for a headline, needs a litle free
publicity. he or she announces in a tone of outrage one or another of the legitimate
consequences of the law. The results are often so bizarre that cach new announcement
merely reinforees the public awareness that the Congress has legislated a ripotl.

Each year one of the hallowed rites of spring ix @ legislator peering carnestly out
of the television sereen and bewailing the fact thut some people pay no incomd ta.
What they say is true. In 1973 for example. the IRS suid there were seven persons
with incomes in excess of a million dollars who paid no federal income tan. Yet
no one can assert that they did not obey the law. They did no more than their
Congesss mandated. Obviously such a result makes no sense. and 1 do not think
anyone should go tax free. The fault, however, is not with those who pay no taves
but with those who turned taxation into a puzzle. You can be sure that some IRS
officer built @ government carcer auditing the returns of these non-taspayers. A law
which produces this result is obviously wrong. In place of holding up these Tew wealthy
people to obloquy, the legislators should examine their own conscience in writing
a law so complex that they did not know what they were doing. That is the veny
essence of legislative irresponsibility. Their acts lessen respect for all law and are
disruptive of our society, .

Since no one belicves the present laws are fair, it is worthwhile inquiring how
we got into this mess. An cconomist. Adam Smith, writing in the vear our nation
wits tounded laid down basic principles. Taxes should be “certain, and not arbitrary

clewr and plain to the contributer, and to every other person.”™ Today taxes
are uncertain, arbitrary and unclear: common sense has been stood on its head. We
have arrived at our present absurd position because the original purpose of taxes
as defined by Article 1 of the Constitution has been forgotten or ignored. The Constitu-
tion gave power to Congress “to lay and colleet taxes™ in order “to pay the debts
and provide for the common defense and general welfare.™

No mention is made in the Constitution in any form of what was called social
engineering during the Roosevelt cra. The original idea was to raise money to pay
the costs of government. It was a straightforward concept. Limiting taxes as a safeguard
for individual liberty was much in the minds of the founding fathers. They knew
that the power to tax was the power to destroy. They understood with great clarity
that when the government tukes a part of our income, it is commandecring the fruits
of our labor.

As carly as 1753 Benjamin Franklin suggested a standard. He wrote: “It would
be thought a hard government that should tax its people one-tenth of their time,
to be employed in its service.” The fundamental principle laid down by our founding
tathers has now been reversed. Today, the part of your income you succeed in keeping
for yourselves is denounced as a “loophole.” The ultimate logic of that assumption
is that cverything you carn belongs to the state. The benevolent Congress may permit
you to keep a little, not as a right, but only as a benefit.

Levying taxes to pay the government’s bills is a sound idea. From the very start
of our country, however, our toleration of taxes has always been tempered by a
well-founded public awareness that government expenditures tend to be too high and
to keep rising. When Thomas Jefferson won clection as President in 1800, his campaign
promise was to roll back taxes. George Washington was portraved as a big spender
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sit.¢ he had a Federal budget of about 2 percent of the national income. The budget
was then financed without income taxes. The well-to-do paid a tay on imported goods.
but taxation in America remained light until an income v was levied to help finanee
the Civil War. That income tax was repeaded in 18720 The Supreme Court found
the income tax of 1894 unconstitutional.

It took a Constitutional amendment in 1913 1o bring the income tay back into
being. Even so. as late as 1935 only one out of 60 citizens was required 1o pay
any income tax at all. To bear the cost of the New Deal and of World War il
one out of every three—or just about every working adult—began turning a portion
of his income over to the government.

No one has to remind vou that today, federal. state and local tases take more
than a third of the money Americans carn. While the proportion is Targe and growing.
the point | want to make is that the tax burden does not fall upon people with
any semblance of cquity. The principal reason that this is so is because tay laws
have not been used primarily o raise revenue. Rather. the purpose was o allocate
private resources to achieve what were deemed at the time to be social priorities.

Tax policy aimed at social engineering. instead of raising revenue. inevitably provided
individuals and organizations with a patchwork of deductions. exemptions. credits and
variable rates of such complexity as 10 boggle the mind. n mosving along this path.
Congress stretched the Constitution which speaks only of the “general welfare.™ Far
from looking to the general welfare, the tay laws help develop special interests and
privileges. Doubtless. at the time they were enacted into faw, cach gimmick seemed
like a good idea.

But our value systems constantly change: what was once thought to be good s
now denounced. The result is that today’s social priorities will inevitably become tomor-
row’s tax loopholes. Examples abound: the oil depletion allowance was designed 0
induce people to engage in the financially risky search for petroleum because America
needed supplics of energy. When Congress adopted o concurrent resolution in 1945
to allow a deduction for intangible drilling and development costs. the resolution was
introduced with the words, “That in the public interest Congress hereby  dechares

. The Arab ol price increase blunked out Congressional memories and turned
on a spate of oratory which denounced profits as “obscene™ and depletion as
“loophole.™ The list of special cases includes just about every category of business.
labor or voluntary organization and grows longer with every legislative tinkering. But
the point is simple: when the unpleasant job of raising revenue is superseded by
government allocation of resources through subsidies, exemptions. loopholes and deduc-
tions. we have tax laws which not only cun be understood by no one. but with
good reason are perceived to be untair to every sector of our socicty.

When a democritic consensus believes something is wrong. it is time for reform.
Laws which arc not only unfair but unintelligible should be repealed before social
damage becomes irreparable.

In the words of the Declaration of Independence the government “has crected a
multitude of new offices and sent hither swarms of officers to harass our people,
and cat out their substance.” That phrase from the pen of Thomas Jefferson sounds
like someone who has just heard that the manuals on which IRS agents must rely
have grown to an incredible 40,000 pages.

We have arrived at the point where it has been proven the tax machine has been
so badly designed that no tinkering can help. It is time to throw the machine away
and retarn to the people the decision on how they wish to spend their own money.

Just as no-fault auto insurance, despite its deficiencies, leveled premiums for motorists
and cut down on endless litigation in the courts, a no-fault tax policy would restore
taxation to its original Constitutional purpose of raising revenue and providing for
the general welfare. There is much to be said for abolishing the whole complex of
laws we now have, and replacing it with a simple graduated rate with no deductions
except for taxes paid to other political jurisdictions to avoid paying taxes on taxes.
A top tax rate of 20-30 percent for individuals and corporations alike would produce
as much revenue as the government now collects. Some have estimated a flat rate
of 13 percent would do the job. The exact rate is not as important as the fact
that it would make the law clear, certain and fair. It would climinate loopholes that
now make tax laws resemble a sieve.

Since only people pay taxes, the present policy of differentiating between corporate
and personal income taxes makes absolutely no sensc. In reality corporate and personal
taxes are one and the same. A large percentage of the popelation has a stake in
corporations by either owning shares directly or relying on life insurance and pension
funds which make the investments. In fact, the greatest asset the working man has
is u claim on his pension fund in the future. Directly or indirectly, the retired worker
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must rely on corporate payments for his pension. The majority of jobs in this country
are provided by corporations. Whether or not we work for a corporation. we are
all consumers. and in the end the consumers pay the corporate tax. If the tan s
too high. the buyer pays more for the product of the corporation. I the buver retrains
from buying. the sharcholder's dividend declines or cvaporates. the working man’s
paycheck shrinks or disappears. Since it is a truism that no country can be richer
than what it can produce. income can be divided but not multiplicd through
laws.

If the tax rate were the same for corporations and individuals. the sharcholder
and the working man would have more money to spend. not as the government decides.
but as they choose for themselves. Free people nuiking free choices in o free market-
place form the wellspring of our ecconomy. Business would be spurred to rescarch,
mvestment, and development. As a consequence it would hire. compete and produce
more and more at less and less cost. This program would answer the fears of a
capital shortage. because capital s nothing more than stored up labor: to the extent
all people can keep more of the fruits of their lubors—more capital s ivailable o
increase production and the quality of life.

This simple but fundamental truth has not been observed by those whao determine
our tax policy. Voted in response to populist pressure 1o tap the corporate exchequer.
negative sunctions on saving and investment hane depleted the public’s pocketbook,
thrown people out of work. and weakened the ceonomy.

The cold fact is that the Congress, business. labor and individwds have come to
have a vested interest in the complexity of the law. The beneficiaries of tay bresks
have come to regard them as constitutional rights. Their proponents in the Congress
ase them as a4 means to court their constituents and ensure reelection. Out of habit
the homeowner thinks that his deduction for mortgage interest is all that stands between
him and foreclosure. The businessman insists that the investment tan credit s the
only thing that stands between progress and stagnation. Doctors and lawyers, farmers
and laborers, young and old. rich and poor. all tend to be seduced by “the psychology
of entitlement.” They have become habituated to look 1o government to subsidize,
directly or indirectly. their education. their homes, their food. their medical care and
their retirement. Each person regards the other man's loophole as evil. but his own
as essential. Congress, instead of placing a tax reduction under public scrutiny. all
too often prefers obscure subsidies and loopholes with complex credits. deductions.,
tax carrvbacks: they fill the law with these and other riddles. As long as handouts
to rich and poor alike are buried in the muaze of our tx structure., public contidence
in the fairness of the rule of law will continue to decline.

At a time when people grow cynical about all institutions which promise more
then can be delivered, it is time for reform. What is nceded is a simple, clear tax
law, understandable o all, to reduce bias and restore balance. It is time to recognize
that freedom and incentives—not tax dodges or loopholes—are what inspire people
to work, 1o save and to invest. Let us return these decisions to the people by climmating
our present maze of laws and putting in a simple graduated rate unencumbered by
exemptions, deductions, deferrals, loopholes, incentives or disincentives. Perhaps then
we can begin to repair the social fabric.

Freedom can be as effectively destroyed by a tax policy designed to allocate
resources, as by the repeal of the Ist Amendment. When business and personal decisions
are made not on cconomic grounds, but are shaped by tax consequences, which may
or may not make any cconomic sense, our American system of cconomic and political
frecdom is in jeopardy. The framers of our Constitution were well aware of this
danger as they were the recipients of discriminatory tax acts promulgated from across
the seas. Governments have not mended their ways anymore than human nature has
changed. Using tax policy to cither foree or induce people to do what the government
wants, and not what the citizen cxercising his free choice wants, is based on the
assumption that government knows best. It reflects a distrust of freedom.

A paternal government permitting some favored section of our population o benefit
more from the results of their labor than some other section illustrates point made
by the great Justice Louis Brandeis when he wrote: “Experience should teach us
to be most on our guard to protect liberty when the Government's purposes are
beneficent . . . The greatest dangers to liberty lurk in insidious encroachment by
men of zeal, well-meaning but without understanding.™ Our tax laws are writien by
men of zeal, and it is equally true that they surpass all understanding

Mr. OLsEN. I'd like to just begin by briefly giving you conclusions
on certain aspects of the capital formation discussion. A decline in
the share of total output allotted to capital formation will, over time,
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result in a deterioration in the standard of living. An increasc in
the ratio of capital formation to total output will enhance our standard
of living, including our ability to cope with improvements in our
environment, our encrgy needs, and the general quality of life.

An increase in capital formation will not prevent inflation. however.
We can always print money faster than we can build new plants
and equipment. The pervasive shortages and bottlenecks that occurred
in 1973-74. both in the United States and in many other countries,
were caused by an overwhelming acceleration in demand emanating
from un explosion in world money growth in 1971-72.

In addition, the adoption of price-wage controls and the devaluation
of the dollar in the United States further aggravated the situation
in this country. Capital investment lags economic trends. It is one
of the last sectors of the economy to turn down in recessions and
to turn up in recoveries. While expected capacity utilization and rates
of return in individual industrics determine changes in levels ininvest-
ment, capital investment is basically caused by economic growth and
not the other way around.

Therefore, monetary and fiscal policies that foster cconomic growth
will encourage overall investment spending.

Increases in interest rates are primarily the function of inflation.
Recognizing the link between capital formation and the country’s stan-
dard of living, we should also recognize that capital, that is. wealth.
is privately owned in our economic system. There are those in our
socicty who are offended by the private ownership and accumulation
of private capital and wealth and propose policies to penalize or
discourage wealth and capital accumulation.

Conscquently, we should recognize that such proposals strike at
the capital base of the Nation and the means by which our standards
of living rise or fall.

There exists today a pervasive belief that the shortages and bot-
tlenecks in American industry, accompanicd by double digit inflation
similar to the events of 1973-74, will occur again in the next few
years. What is the probability that this will happen again?

Now, I'd like to summarize the next couple of pages of my remarks
by simply saying that in the analysis that we have done on the events
of 1973274, we have concluded that while there was much slower
increasc in new additions to capacity from 1970 to 1973, that this
slowdown in new additions to capacity alonc is not sufficient to explain
the rather extraordinary events of 1973-74.

We have, in past periods, reached full capacity utilization. We have
in past periods had rapid incrcases in inflation, as markets clearced
the excess demand. But we had not previously experienced the bot-
tlenecks and shortages, the nonprice allocation that occurred in 1973
and 1974 in many industrics, particularly in the basic materials indus-
tries where customers were placed on a quota allocation basis.

It's our conclusion that excessively expansionary monetary and fiscal
policics worldwide, together with thc introduction of price con-
trols—particularly the phasing-out of price controls in 1973 and 1974,
which led to anticipation of higher prices with the phasing out—led
to extraordinary inventory demands, creating bottlenccks  and
shortages.
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While capital formation is essential—and I have emphasized this
again and again, particularly for increases in our standard of liv-
ing—it’s also important to rccognize that stable monctary and fiscal
policics arc equally essential in avoiding the kinds of conditions that
occurred in 1973-74 and in avoiding double-digit inflation disruptions
in the capital markets.

The evidence strongly supports a conclusion that the events of
1973-74 were not the product of insufficient capacity. but rather
the extraordinary demand. heightened by monetary and fiscal policies
and price controls. The fact is that any given quantity of capacity
can be swamped by printing enough new money and creating a specu-
latory demand based on the assumption that prices will rise in-
definitcly. When that happens, prices increase faster than money and
income growth precipitating a decline in real income and recession.

Once a recession has ended, increases in consumption spending
typically characterize the recovery period and that has been true
in this recovery. Investment spending comes later as orders move
back through stages of processing. increasing capacity utilization and
corporate profits. After a period of time it varies industry by industry.
Corporate managements extrapolate the growth trend into the future
with somewhat greater confidence. This lcads to decisions 1o increase
capital investment expenditures, even before capacity is fully utilized.

Unless real economic growth is unusually anemic because monetary
and fiscal policies are excessively restraining, such increases in capital
investment typically begin about one to two quarters after the end
of a recession—in the case of national income data—and somewhat
longer in terms of the capital spending survey data.

We expect capital investment to accelerate in 1977 in response
to economic growth, rising capacity utilization, and improved profits.
Increases in capital investment as a percent of total output are not
essential over time in raising total employment. Countrics with low-
capital investment ratios may have relatively little unemployment. For
example, a country that builds highways with millions of manual
laborers breaking stones by hand may have little unemployment, but
very low productivity and very low per capita real incomc and low
standards of living compared to, say, the United States which builds
highways with thousands of workers employing heavy machinery and
equipment.

Now, if I may, Senator, I'd likc to ask permission to amend my
preparcd statement at this particular point, becausc this question of
the impact of capital formation on employment is somewhat complex.
And in the casc of the United States, a decline in the capital to
output ratio over time would unquestionably lcad and dislocate in
labor allocation because the process would, by necessity, involve a
reallocation of labor and therec would be periods of time in which
labor might be unwilling to take jobs at essentially lower real income,
so that we could very well have higher levels of unemployment as
a conscquence of such a decline, even though, in theory, you can
have low capital to output ratios and still have a full employment.

Senator FannIN. Mr. Olsen, your prepared statement will be made
a part of the record, with the amendment included as you have
requested, at the conclusion of your oral statement.

Mr. Ousen. Thank you, Senator Fannin.
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With a more productive economy we can enjoy a much higher
standard of living, and for the individual American citizen, this is
the critical aspect of increases in capital formation. Moreover, declines
in standards of living that occur because of less capital formation
occur rather deceptively over time. They may not be as apparent
in the Ist year as they are in the 10th or the I5th year. The same,
of course, is true of increases in capital formation.

The lists of capital needs that have been prominent in the discussion
of capital shortages imply a desired standard of living. The extent
to which we achieve those investment goals will determine the degree
to which we have maintained or improved our standards of living.
This includes transportation, housing, heat and light, the products
that flow from energy, the quality and quantity of our food, as well
as the quality of our air and water.

Concern over capital adequacy typically springs forth during periods
of historically high interest rates because inflation stimulates strong
bidding for available funds necessarily squeezing out a large number
of potential borrowers. Capital is perceived to be in short supply
and the condition is extrapolated into the indefinite future.

When inflation accelerates rapidly, departing from its expected
trends, borrowers with short-term needs such as those who roll over
inventories, bid aggressively. They can afford to pay rates of interest
equal to the expected short-run rate of inflation plus a real rate
of about 2% percent.

Long-term borrowers, on the other hand, expecting inflation to be
higher over the long-term life of their investment than they did at
an earlier date, do not expect that it will be as high as in the year
in which it is actually accelerating, however. Consequently, these bor-
rowers step back from the credit market as they are outbid by
short-term borrowers. Among those who are outbid are home buyers,
corporate issuers of long-term bonds and States and municipalities.

Long-term borrowers adjust their inflationary expectations more
slowly. Their long-term inflationary expectations are a function of
the actual rate of inflation over the previous 5 years. Hence a 5-year
moving average approximates the inflation premium on a long-term
bond. The difference between 4%-percent bond rates in the early
1960’s and the more than 10-percent bond rate we witnessed in the
summer of 1974 represented changes in inflationary expectations. The
real rate of interest that runs about 3% percent remained relatively
unchanged.

If I may just make a comment here apart to show you the effect
that inflation has on the rate of return to savers. A 9-percent bond
is taxed at the nominal rate and at a 50-percent tax bracket, this
yields a 4% percent-after-tax rate of return. If inflation is running
at 6 percent, it provides a negative 1%-percent rate of return to
the bondholder, penalizing him as a saver. It would require, in fact,
something in the neighborhood of a 19-percent rate on a bond in
order to provide an after-tax, after-inflation 3%-percent real rate of
return to a saver.

Now, we’ve asked the question: Why do people continue to buy
bonds if that is the case? And while it’s difficult to come up with
the answer, one answer is that there are no alternatives because on
the equity side, turning to equity investment, the investor or the
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saver finds that here the double taxation of dividend extracts an
even greater penalty.

Hence, as the owner of the business he is taxed once beforc the
dividends are paid and then once again after the dividends are paid.

Chairman HumpHrREY. Well, unless he has a good stock that has
a very good growth factor.

Mr. OLSEN. Yes.

Chairman HumPHREY. | know that some stocks. even with the dou-
ble taxation on dividends and so on—splits three or four times in
a period of 4 or 5 years.

Mr. OLsiN. In extreme cases of extraordinary ratc of return or
productivity, but even still there, obviously, the yield would be even
more attractive to the saver had the double taxation not been in
effect.

Chairman HumpHREY. When you've got capital gains tax structure,
for example, as compared to regular taxation, which helps.

Mr. OLseN. If we want to avoid congestion in the credit markets
in the future, we should avoid inflationary monetary and fiscal policics.
The problems for housing and other long-term borrowers are causcd
not by tight monctary policics but by overly expansive monetary poli-
cies that start the inflationary wave moving.

Attempting to estimatc corporate resources for investment is an
interesting exercise, and this has been done at great length in many
discussions on the question of capital formation. But the actual alloca-
tion of funds will be determined largely by whether we have stable
economic growth or whether we have a recurrence of the inflationary
turbulence that we witnessed in 1973 and 1974.

In conclusion, I would emphasize the desirability of encouraging
higher levels of capital formation because herein lics the fundamental
determination of our economic, social, and political well-being. When
expectations are frustrated, we can usually expect public unrest. There
is irony in attempting to satisfy public desires for a better quality
of life through more consumption at the expensc of less capital forma-
tion.

The result is short-run satisfaction with longer run disillusionment.
We have many policics today that penalize the saver and encourage
consumption. When Government runs larger full employment deficits
or when States and municipalities find it necessary to borrow in order
to cover opcrating deficits, we tend to shift resources from potential
savers to consumption.

As a nation, we should undecrstand that taxation that discourages
capital formation by lowering rates of return, such as double taxation
of dividends, capital gains taxes, and confiscatory inheritance taxes,
extracts a social cost over time that may far exceed the putative
short-run advantages obtained from the higher Government revenues.

Thank you.

Chairman HumpHREY. Thank you very much, Mr. Olsen—and Mr.
O’Connor—I regret missing your analysis and the summary of your
statement, but you were kind enough to provide us with a copy
of your prepared statement so we’re somewhat familiar with what
you have had to say.

Mr. O’Connor. Thank you, sir.

Chairman HUMPHREY. Also, it will be inserted in the hearing record.

[The prepared statement of Mr. Olsen follows:|
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PREPARED STATEMENT OF LEiF H. OisEN

Mr. Chairman, 1 want to thank vou and the other members of the Joint Economic
Committee for this opportunity 1o share with you some of our views on capital forma-
tion.

I would like to begin by giving you very briefly our conclusions on certiain aspects
of the capital formation discussion.

(1) A decline in the share of total output allotted to capital formation will over
time result in a deterioration in the standard of living: an increase in the ratio of
capital formation to total output will enhance our standard of living including our
ability to cope with improvements in our environment. our energy necds and the
general quality of life.

(2) An increase in capital formation will not prevent future intlation: we can always
print money faster than we can build new plants and equipment.

(3) The pervasive shortages and bottlenecks that occurred in 1973-74 both in the
United States and in many other countrics were caused by an overwhelming acecleration
in demand emanating from an explosion in world money growth in 1971 and 1972,
The adoption of price-wage controls and the devaluation of the dollir further aggravated
the situation in this country.

(4) Capital investment lags econome trends. It is one of the last sectors of the
economy to turn down in recessions and to turn up in recoveries. While expected
capacity utilization and rates of return in individual industries determine changes in
levels in investment, cupital investment is basically caused by cconomic growth and
not the other way around. Therefore, monetary and fiscal policies that foster economic
growth will encourage overall investment spending.

(5) Increases in interest rates are primarily the function of inflation.

(6) Recognizing the link between capital formation and the country’s standard of
living, we should also recognize that capital, ic.. wealth, is privately owned in our
cconomic system. There are those in our society who are offended by the private
ownership and accumulation of private capital and wealth and propose policies 10
penalize or discourage wealth and capital accumulation. Consequently. we should recog-
nize that such proposals strike at the capital base of the nation and the means by
which our standards of living rise or fall.

There exists today a belief that pervasive shortages and bottlenccks in American
industry. accompanied by double-digit inflation similar to the cvents of 1973-74, will
occur again in the next few years. What is the probability that this will happen?

For the answer it might be helpful to analyze the probabie causes of the events
of 1973 and 1974. Did the extraordinary inflation and the shortages and bottlenecks
emanate from inadequate capacity or from excessive demands?

The most common explanation tends to emphasize the role of inadequate capacity
growth in recent years. This conclusion is not without some substance if you look
at increases in manufacturing capacity that grew only 2 percent a year between 1969
and 1973 in contrast to an average of 5 percent between 1954 and 1969, This reflects
in part withdrawals of capacity that became uncconomic as a result of required pollution
control expenditures. But more importantly. it reflects a slowdown in real capital invest-
ment to only 3% percent a year between 1969 and 1973 in contrast to a 4.9 percent
average annual rate between 1954 and 1969. While the rate of increase in investment
during this period appears to be somewhat low compared to earlier cyclical slowdowns
in capital investment, it is not so remarkable as to suggest some fundamental shift
in the composition and timing of capital investment.

Over a long period of time we observe that capital investment tends to move in
cycles covering spans as long as seven or eight years. Investment tends to risc overall
in response to improved rates of return and decline with diminishing rates of return.
What is more, the presence of excess or unutilized capacity tends to producc relatively
poor rates of return on capital investment. As a result of unusually rapid growth
in investment—and in capacity—during the 1965-69 Vietnam war period—capacity
utilization in manufacturing was somewhat low in the carly 1970s. Thus, rates of
return were not particularly conducive to continued strong investment growth. In other
words, two factors were acting in a manner that had previously slowed the rise in
capital investment. Consequently, we have some plausible reasons why new additions
to capacity were growing more slowly in the early 1970, but another basic question
remains: Why did capacity utilization rise so rapidly between 1973 and 19747

There exists another line of reasoning that offers a far better explanation of the
traumatic events of 1973 and 1974. We begin with the imposition of price controls
and devaluation of the dollar in the summer of 1971. Theory based on past evidence
tells us that when prices are not permitted to rise and perform the critical task of
clearing markets of excess demand, demand continues to mount and there is nonprice
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allocation of goods and services. This means suppliers pluce customers on a quota
system. Shipments and delivery dates stretch out interminably and new customers are
turned away. The conditions that prevailed in 1973-74 are exactly the conditions
that theory would lead vou to expect as a result of price controls.

. We had experienced previous slowdowns in capacity additions in basic materials
industries as well as in manufacturing as a whale préviously. We had experienced
previous high levels of capacity utilization in carlier periods. And we had experienced
previously a rise in prices to clear markets of excess demands in carlier periods.
But we had not previously experienced the absence of orderly clearing between supply
and demand to such a degree as to necessitate pervasive allocation and quota programs.
What then caused this remarkable phenomenon to occur? Evervthing points to price
controls.

Nincteen seventy one was a recovery vear from the recession of 1969-70. The
imposition of price controls in the summer of 1971 caught many basic materials indus-
tries with cyclically low prices. This is not true of finsihed goods prices. however.
As_a result, under the controls period, basic materials prices were Jow relative to
finished goods prices. This tended to increase the demand for basic materials. In
other words, stronger final demand for finished goods as a result of the combined
stimulative money growth on the one hand and price controls on the other created
extraordinary demand for commodities. Here is what followed: The average annual
growth rate of sales in basic materials industries ran substantially higher than their
long-run historic e¢xperience. For example. from 1955 to 1971, the average annual
growth rate of sales for the steel industry was 1.3 percent. from 1972 10 1973 it
was 9.3 percent; for copper it was 1.7 percent in the carlier period. and 6.4 percent
under controls; for aluminum it was 5.7 percent in the carlier period, and 17.6 percent
during price controls; and for paper it was 3.6 percent compared to 6 percent.

During the final period of price controls late in 1973 and carly 1974, you may
recall that controls were cased gradually. This led to widespread expectations of price
increases once decontrol occurred and encouraged inventory hedging against those
price increases. National policies from 1971 to 1974 concocted the most disruptive
circumstances. this further ballooned the already extraordinary demand leading to the
widespread imposition of quotas and nonprice allocation.

Another cvent oceurred in this country as well as internationally that helps to explain
the extraordinary explosion of spending throughout the world! In 1971 and 1972,
the rate of growth of the money stock for the United States accelerated sharply
following the recession of 1969-70. This alone would have contributed to U.S. tinul
demand and GNP growth. But in 1971 and 1972 the fixed exchange rate system
was in its terminal phase. In an effort to continue to maintiin fixed exchange rates,
foreign central banks paid out large amounts of their own currencies in a futile effort
to support the dollar  exchange  rates and  this—in  conjunction  with  other
forces—acccelerated the growth of the world’s money stock to a rate of growth ncarly
double thut of our long-run historic experience. The surge in new money creation
and, consequently, income led to a worldwide buying sprec that encompassed the
spectrum from beef to automobiles, and the demand pressures in final products were
then manifested back through stages of processing to the basic materials. This boom
touched off a wave of speculative inventory buying that added more high powered
fuel for price inflation.

The devaluation of the dollar, coupled with price controls and an expansionary
monetary policy, pushed U.S. prices down below those of the rest of the world, and
that added substantially to the demands for U.S. products and basic raw materials.

The cvidence strongly supports a conclusion that the events of 1973 and 1974
were not the product of insufficient capacity but rather the extraordinary demand
heightened by price controls and the anticipated end of those controls—industry-by-
industry—that encouraged extraordinary inventory accumulation. The fact is that any
given quantity of capacity can be swamped by printing enough new money and creating
a speculatory demand based on the assumption that prices will rise indefinitely. And
when that happens, price increases exceed money and income growth precipitating
recession.

Once a recession has ended increases in consumption spending typically characterize
the recovery period. Investment spending comes later as orders move back through
stages of processing increasing capacity utilization and corporate profits. After a period
of time that varies industry by industry, corporate managers extrapolate the growth
trend into the future with somewhat greater confidence. This leads to decisions to
increase capital investment expenditures even before capacity is fully utilized. Unless
real economic growth is unusually anemic because monetary and fiscal policies are
excessively restraining, such increases in capital investment typically begin about one
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to two quarters after the end of a recession in the case of national income data
and somewhat longer in terms of capital spending survey data. We expect capital
investment to accelerate in 1977 in response to economic growth, rising capacity
utilization and improved profits.

(A lower rate of capital accumulation implies a lower real wage rate than would
be the case if more resources had been invested and less assigned to current consump-
tion. A worker who is provided with machinery can produce much more than one
who does not have machinery. The higher productivity makes it possible for him
to enjoy a much higher real wage than the worker who does not have machinery
at his disposal.

[The real wage rate may not fall if capital investment grows more slowly in the
future, but it will not be as high as it would be if investment ran higher. In the
period when real wages are rising more slowly than workers expect, there may be
some increase in voluntary unemployment as workers refuse to accept jobs that are
available and hold out for wage rates that employers cannot pay because productivity
growth is slower than would be the case with more investment. As workers adjust
over time, however, to the slower growth in real wages employment will be restored.
But the transition period could be quite difficult causing unemployment to be unac-
ceptably higher than would be the case with higher capital formation. Such an unac-
ceptably slow improvement in unemployment could add to pressure for more expansive
monetary and fiscal policies which could in time prove to be destabilizing.]

Increases in the long-term trend of capital investment to total output are not essential
in raising total employment. Countries with low capital investment ratios may have
relatively little unemployment. For example, a country that builds highways with millions
of manual laborers breaking stones by hand may have little unemployment but very
low productivity and very low per capita real income and low standards of living
compared to, say, the United States which builds highways with thousands of workers
employing heavy machinery and equipment. With a more productive economy we
can enjoy a much higher standard of living, and for the individual American citizen
this is the critical aspect of increases in capital formation. Moreover, declines in stan-
dards of living that occur because of less capital formation occur rather deceptively
over time. They may not be as apparent in the first year as they are in the tenth
or fifteenth year. The same, of course, is true of increases in capital formation. The
lists of capital needs that have been prominent in the discussion of capital shortages
represent implicitly a desired standard of living. The extent to which we achieve those
investment goals will determine the degree to which we have maintained or improved
our standards of living. This includes transportation, housing, heat and light, the
products that flow from energy, the quality and quantity of our food, as well as
the quality of our air and water.

Concern over capital adequacy typically springs forth during periods of historically
high interest rates because inflation stimulates strong bidding for available funds neces-
sarily squeezing out a large number of potential borrowers. Capital is perceived to
be in short supply and the condition is extrapolated into the indefinite future. When
inflation accelerates rapidly, departing from its expected trends, borrowers with short-
term needs such as those who roll over inventories bid aggressively. They can afford
to pay rates of interest equal to the expected short-run rate of inflation plus a real
rate of about 2% percent.

Long-term borrowers on the other hand, expecting inflation to be higher over the
long-term life of their investment than they did at an earlier date, do not expect
that it will be as high as in the year in which it accelerates. Consequently, these
borrowers step back from the credit market as they are outbid by short-term borrowers.
Among those who are outbid are housing, corporate issuers of long-term bonds and
states and municipalities.

Long-term borrowers adjust their inflationary expectations more slowly. Their long-
term inflationary expectations are a function of the actual rate of inflation over the
previous five years. Hence a five year moving average approximates the inflation premi-
um on a long-term bond. The difference between 4% percent bond rate in the early
1960s and the more than 10 percent bond rate we witnessed in the summer of 1974
represented changes in inflationary expectations. The real rate of interest that runs
about 3% percent remained relatively unchanged.

If we want to avoid congestion in the credit markets in the future, we should
avoid inflationary monetary and fiscal policies. The problems for housing and other
long-term borrowers are caused not by tight monetary policies but by overly expansive
monetary policies that start the inflationary wave moving.

Attempting to estimate corporate resources for investment is an interesting exercise,
but the actual allocation of funds will be determined largely by whether we have
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stable economic growth or whether we have a reoccurrence of the inflationary turbu-
lence that we witnessed in 1973-74.

In conclusion, | would emphasize the desirability of encouraging higher levels of
capital formation because herein lies the fundamental determination of our cconomic.
social and political well being. When expectations are frustrated. we can usually expect
public unrest. There is irony in attempting to satisty public desires for a better quality
of life through more consumption at the expense of less capital formation. The result
is short-run satisfaction with longer-run disillusionment. We have many policies today
that penalize the saver and encourage consumption. When government runs larger
full employment deficits or when states and municipalities find it necessary to borrow
in order to cover operating deficits. we tend to shift resources from potential sivers
to consumption. As a nation. we should understand that taxation that discourages
capital formation by lowering rates of return—i.e.. double taxation of dividends. capital
gains taxes, and confiscatory inheritance taxes—exstracts a social cost over time that
may far exceed the putative short-run advantages obtained from the higher government
revenues. As a country that espouses private property ownership as not only a virtue
but the main element that distinguished it from that of Eastern Europe. Russia and
China, we cannot at the sume time penalize accumulated private wealth and capital
or discourage those who seek such accumulation. We should encourage and reward
the efficient management of capital. We should support those government policies
that enhance such cfficiency while eliminating those that do not.

Senator PErCY. Mr. Chairman.

Chairman Hunpurey. Yes, Senator Percy.

Senator Percy. Unfortunately, the committee hearing that I'm chair-
ing upstairs is under a restraint that we must adjourn by 11:30 a.m. '

Chairman HumrHREY. Yes, Senator.

Scnator PErRCY. So I have to go back up. Could 1 just put two
questions to the witnesses?

Chairman HumPiREY. You go right ahead. There’s no protocol here.
We just get the thing done.

Senator Percy. I'm very appreciative of that. I have just two
questions that | would appreciate a very bricf answer on, or if you'd
like to supplement it for the record, we can hold the record open
for you.

I have cosponsored legislation introduced by Senator Bentsen and
I originally put in a similar proposal years ago to provide what we
call a “human investment tax credit.” I believe that Scnator Fannin
has been supportive of this also—to provide incentive for the private
sector to hirc people who arc unemployed who could not get a job
otherwise and who may require training. There arc certain restrictions
on it.

Do you, in gencral, favor that kind of an approach as a means
of providing incentive to hirc the uncmployed and bring them into
the private sector? And secondly, the President proposed earlicr this
year rapid amortization on new plant and equipment in arcas in excess
of 7 percent unemployment. You arc familiar with the provisions
of that. Do you support that principal and would you recommend
that the Congress enact legislation in these areas? Mr. Olsen, would
you care to answer first?

Mr. OLseN. Well, on your first question on the investment tax
credit to provide incentive to hire the unemployed—the chairman
put it into the record—a speech which Mr. Wriston, chairman of
Citicorp, provided last year to simplify the tax structure. And esscn-
tially 1 would prefer to see the tax structurc simplificd by the elimina-
tion of a lot of the tax credits, deferrals, et cetera, that we now
employ. And this would somewhat move in the other direction.
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I recognize, of course, that there are times when politically there
are some things that are just impossible to achieve and others that
may be doable. And something like this might have somewhat more
appeal and could be adopted and would have some advantage in
helping to reduce the unemployment rate.

And in this regard, I would favor it. But I would also point out
that the inherent economic rcasoning behind this is the same Kind
of rcasoning that exists with regards to the existence of the minimum
wage law. If a tax credit acts as an incentive to an employer to
hire people becausc hc can undertake in that case a reduction in
productivity, by the same token. a legislative increase in the minimum
wage law encourages an employer to increase productivity by, n
effect, reducing his labor force by v amount. And somctimes. in
making a proposal like this, it's good to recognize the kind of laws
that already exist that often work in the opposite dircction of what
you'rc attempting to achicve with this kind of proposal.

Senator PERCY. Thank you very much. Now, Mr. O'Connor, please.

Mr. O'ConnNor. Well, Senator, I think there arc a number of ways
to approach the problem. And we certainly don’t oppose any that
you suggested. On the other hand, we do think that if we can restore
the financial integrity of, in our case, the electric power industry.
that much of the employment problem that we're facing today will
be solved.

In my comments | mentioned, for example, that the reduction and
deferral of new construction by our industry has cost labor about
100,000 jobs a year or put in terms of total dollars about §7 billion
in wages lost. And a good rcason for this is the fact that the utilitics
arc not hcalthy today and they're not going to, in many cases. take
on an uncertrain capital risk. So as a consequence, they have cut
back on construction.

Now, the financial strength of our industry can be restored, con-
struction will continuc and the jobs will follow. So 1 think while
you are proposing certainly a very exccllent avenue, | think at the
same time the traditional approach, which is to reward investment
through the tax credit, will also produce the same sort of effect
that you're attempting to achicve through the human incentive.

Scnator PErcy. Mr. Jaicks, could you specifically comment on the
President’s proposal on providing additional incentive for capital in-
vestment, plant investment, in arcas of high uncmployment?

Mr. JAICKs. Yes, Senator Percy. 1 would support it. | think that
while we arc here, 1 think, as a group, perhaps we're trying to recog-
nize and articulate vicws which rclate to the nced for this economy
to provide more tools on a total basis, that there is logic and soundness
in attempting to perhaps earmark those areas where some of thosc
tools—the type of provision where the 7-percent uncmployment is
involved—could very well be directed and I would support it.

Scnator Percy. | want to thank all of you very much, indced.
Mr. Olsen, plcase.

Mr. OiseN. If I may amend my remarks by adding to them that
[ also felt that there are some problems in the exccution of that
tax credit for employment. Also, I'd like to add a paragraph to my
final testimony.

Senator PErCY. Fine. Without objection, then, that can be done.
Thank you very much, Mr. Chairman.
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[The amended remarks of Mr. Olsen were subsequently supplied
for the record:]

There are difficulties in auditing an employment tax credit. A business that is going
lo expand employment in any event could seek to qualifv for the emplovment tax
credit. In other cases. a business planning to hire new emplovees may find candidates
that have been unemploved for. say. just short of the maximum time to qualify for
the tax credit, but delayed the hiring for a week or two in order to quality. Does
such hiring, then. represent a hona fide benefit produced by the program? A business
willing to expand employment at this point may well do it for a far smaller tax
credit or for none at all.

Chairman Humphrey. Thank you. Senator Percy. 1 appreciate vour
coming back here with us.

Mr. Jaicks, 1 want to first of all say that, as I indicated to vou.
that 1 found in your recommendations somc very constructive
proposals. For example, you said “To permit faster capital recovery
under the tax laws through the shorter depreciation periods  for
production facilities, first-year writc-off for pollution abatement equip-
ment.”

I think that’s right. The accelerated depreciation schedule doesn't
ultimately lose the Treasury any money. It's just a matter of being
able to use your money in a timely fashion to improve the productivi-
ty, which, in turn, can hopefully reduce human costs and can provide
incrcased capacity.

I liked what you had to say where, if you recall you said—"It
would permit the cost of all productive investment to be recovered
over a period as short as 5 years and it provides substantial help
in financing stecl industry expansion.”

I am correct, am 1 not, that this would not ultimately result in
any revenuc loss, but would accommodate the financing needs of
industry?

Mr. Jaicks. Well, yes. I think that’s the way it should be considered.
I'm awarc of the fact that there are those who say that it really
is perhaps an anomaly in the sense that if continued investment under
those more favorable conditions went on, then it's a long-time deferral
or perhaps even until total investment, to platcau or to stop—and
it certainly would have that effect. As we view our nceds here of
relcasing funds that are tied down in investment for further invest-
ment—which we arc totally convinced in our industry that it’s going
to be nceded, needed perhaps for an unusual reason in that we do
see a contrast with the period of the 1960’ and early 1970, where
most of the steel growth in this economy was siphoned off by forcign
producers—we recognize for a number of rcasons, including the
change in international currencies, the more adverse impact on the
advanced forcign steel producers, the EEC countries and Japan of
the effect of OPEC on encrgy, a more adverse impact than on the
domestic steel industry, that after a decade of surplus there’s going
to be growth needs in the domestic industry, whereas there had been
virtually none over that period of time.

Chairman HumpHrey. The danger in the accelerated depreciation
rate—that is, in what we would call this limited period for writc-
offs—is if you've got a growing industry, you can sort of pyramid
it. That’s one of the possibilitics. But you could have a tax law
written to have this type of more rapid depreciation allowance for
a limited period of time to accclerate your investment, to modernize
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your equipment, and to get your productive capacity up to where
you want it.

I think it’s one of the idecas that I find much more attractive.
Second, on the write-off for pollution abatcment equipment. I don’t
think it’s quite understood yet in this country that the pollution abate-
ment laws that we have do impose a very heavy cost on industry.
And you can go down and scold industry and say thcy should have
done it before, but that’s true of a lot of things that wc should
have donc before. The rcal truth is that it is a high cost and it
has to be translated either into an increased cost in product or you
have to use your tax laws as a way to achicve a social objective
in a rather rapid way.

It’s again timing. The question here is: How fast do you want
to procced? And I'm familiar with your industry cnough to know
that we have some serious problems. We have some of them in our
State, as you know, right now. And we're having to wrestle with
those problems relating to environmental protection, on the one hand.
and jobs on the other

I have always supported thc investment tax credit and. again, |
know that you can writc a story of horror about it and how it is
abuscd—and it has been abused. But basically T think it’'s a sound
procedure and [ endorse the idea of its permancncy—the idea of
an investment tax credit on a hit-and-miss basis, I think, loses much
of its effectivencss.

So that in thosc arcas I want to say that I find myself pleased
with your recommendations—not that that means too much to you,
I'm surc——

Mr. Jaicks. I'm sure it docs, sir.

Chairman Humpugrey. 1 think that your proposals ought to be very
carcfully scrutinized and we'rc going to sce that they get to the
Finance Committce.

Mr. Jaicks. Thank you. It scems to me on onc of the proposals,
Scnator, that of the utilization of depreciation changes, as against
other possible tax relief approaches, that it really goes to the fact
that it’s only available to those who actually reinvest.

Chairman Humrugey. Correct. It’s not a speculative proposition.
It relates to real investment.

Now, there are some matters here in the steel industry that I want
to get to. | think I'm going to move along to some of our other—how
do you do, Congressman.

Representative BRowN of Ohio. How are you, sir?

Chairman HumpHrEY. Glad to have you here. It’s a pleasure. Con-
gressman Brown is with us and we’ve had three good witnesses here,
Congressman. Let me just see. Oh, yes. Mr. O'Connor, you state
in your testimony that 181,000 megawatts of plant capacity werc
delayed or removed from the construction schedule during 1974-75
and that there will be shortages of electricity if action is not taken
to restore them.

What proportion of the total plant capacity additions docs this
compromise?

Mr. O'Connor. If we took it on a current-day basis, Scnator, it
represents about 35 percent of the total installed capacity that s
now in existence in this country.
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Now, looking forward, we anticipate no serious threat to the power
supply between now and the year 1979. Where the shoe starts to
pinch is in 1980 and beyond. And that's our problem because it
takes us 5 to 10 years to build a plant.

Chairman Hunsphrey. That's the point that has to be emphasized
there.

Mr. O’CoxNOR. Yes. The decisions we make today are going to
have a dramatic effect on our ability to provide power in the 1980'%s.

Chairman Humenrey. What proportion of the delayed or canceled
projects were actually canceled?

Mr. O'Coxnor. Of the total, about a third were actually canceled.
The others were set back or put on the back burner until a later
date. And it's kind of like trying to hit a shifting target because
three components entered into the decisions to either defer or cancel:
Conscrvation efforts that took place in the latter part of 1974 and
1975; an_economy which slipped into low gear during that period:
and figuring very prominently was inflation and the very heavy costs
of new capital nceded to finance expansion.

Chairman Humrnrey. Do you find the investment tax credit helptul
to you? :

Mr. O’ConNor. Extremely helpful, Mr. Chairman. And we certainly
subscribe to your view that it should be available on a permancnt
basis.

Chairman Humpirey. And particularly in an industry such as yours,
if we only had investment tax credit extended for a couple of vears,
for example, it wouldn’t do you very much good; would it?

Mr. O'ConNoOR. No, sir. It would not.

Chairman Humpurey. Now, the encrgy crisis has caused a reduction
in power consumption somewhat. I think you alluded to that in your
testimony and this, I'm sure, has set back the growth of power con-
sumption estimates that you had. And with the rising power costs
and all, have these sctbacks affected the projected level of power
consumption, let’s say, in 1985? If so, would this permit the deferral
of some of the delayed projects?

Mr. O'ConNNoOR. To a degree, it would permit the deferral, Senator.
In the text of my statement, I indicated that our industry conducted
a rather elaborate study to try to determine the growth rate that
we would cxperience in the years forward.

With a very careful look at it, we tried to determine what the
growth rate might be through the 1980s into the year 1990. It was
determined that it would be somewhere on the order of 5.3 percent
to 5.8 percent, which is below the traditional rate of 7.5 percent.
And we arrived at the projection in a couple of ways. We looked
first of all at the new households that are going to be formed and
the rate of economic activity and of productivity, and sccond, we
looked at the substitution effect that substantial amounts of elcctric
power will have in meeting for conventional uscs that have tradi-
tionally been served by gas and oil.

Chairman HumpPHREY. Like home heating?

Mr. O’Connor. That's right. Yet, home heating is a small picce
of the total. What we're really talking about here is commercial and
industrial uses, which represent about two-thirds of our total usage
in the country.Today, about 78 percent of our encrgy in raw form
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comes from liquid fuels—gas and oil. Yet these fucls represent only
6 percent of our domestic reserves. On the other hand. our vast
reserves of coal and uranium arc being used in a very small way.
As we continue to have these supplics of the liguid fucl depleted.
we're going to have to rely more and morc on the much larger
supply of coal and uranium.

So ‘we anticipate in our industry that a substantial portion of the
increased necd for new power-producing tacilitics is going to come
about from the substitution of coal and uranium-based cnergy for
oil and gas.

Chairman Humpnrey. [ agree. And do you contemplate the installa-
tion of solar heating and cooling systems as well?

Mr. O'CoNNOR. We do, sir. but not to have any rcal dramatic
effect until after the vear 2000. For example. it has been estimated
that if 70 percent of all of the new homes that were to be started
between now and the year 2000 were to be heated with solar energy.
it would represent only 1 percent of the total encrgy consumption
in the Nation.

Chairman Humenrey. Well, it’s hard to get it in perspective. |
agree. We think of the heating and the cooling of homes—in fact.
it’s a minimal amount, isn’t it, of the total encrgy consumption.

Mr. O'Connor. It is today. Senator, it could serve a modest amount
in certain portions of the country of the home heating or water
heating requirements. In Arizona, for example, Senator Fannin's con-
stituents might wish to make some modest use of it. But in Minnesota,
Senator, 1 doubt very much that

Chairman Humpnrey. Oh, we figure we've got pretty good possibili-
ties from solar encrgy up there—belicve it or not.

Mr. O'CoNNOR. As a percentage of total energy?

Chairman Humpurey. Not large.

Mr. O’ConNok. Not very large. And from the standpoint of central
power station production—ecven more.

Chairman Humpugrey. Well, | agree with that. Well, here 1 come
to the man [ recally wanted to get at and I have to go down and
cast a vote. You know how I fecl about interest rates, Mr. Olscn,
youll recall my prejudices. And it’s the story of my life. Just as
I get rcady for what I really want to hcar in coming today, here
I have to leave.

But | am intcrested in your comment on interest rates, bccause
I notice that Mr. Wriston, the chairman of Citicorp, predicted that
the prime ratc would rise to 8 percent by the end of 1976 from
its present level of 7 percent. What does it assume about the devclop-
ment of business investment? What will an 8-percent prime ratc mean
for mortgage interest rates in residential construction?

What are we going to have happen to us herc again? If you've
got a prime rate of 8 percent, how is some poor old Swede out
there in Minnesota going to build a home out there at Delano?

Mr. OLseN. Well, actually I don’t anticipate that the mortgage rate
will rise at the same—either in the samc proportion—or, for that
matter, that it may rise nationally. We'rc predicting a dccline in the
long-term bond rate, at any rate, with which the mortgage ratc has
greater sympathy over the next 2 years.

83-402 O - 77 -4
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And this is due to a cooling off of the inflation. And. as [ mentioned
In my testimony, since the inflation premium contained in an interest
rate, a long-term interest rate, is a product of a 5-year moving average.
it moves down more slowly, while the short-term rate is far more
volatile.

Now, the increase in the prime rate—in our prime rate—or the
increase in short-term interest rates in the marketplace is a function
of the recovery of the economy.

Chairman Humenrey. Listen, I'm going to have to let vou tell
this to Paul Fannin. He agrees with vou more than I do.

Mr. Owsen. All right, fine.

Chairman Hunperey. This is a terrible thing that’s happening to
me

Mr. Ovusen. That's all right.

Chairman Humpnrey. May 1 say to you, Senator Fannin, if they
arc through with the pancl, put the other panel on. I'd like to come
back to you, Mr. Olsen, but I may want to write vou a letter and
ask you a couple of questions here.

Mr. OLsEN. Very good.

Chairman Huwmenrey. I'll do that. We have Senator Fannin here.
who will take up for me. Idcologically we're not exactly on the
same———-

Mr. Ousen. I'll look forward to your lctter.

Chairman Humrngey. OK, thank you.

Scnator FANNIN. Thank you, Mr. Chairman. Will Mr. Olsen just
continue on, then? I know we have variances of opinion: I wouldn't
always say difference of opinion. But I notice in your testimony that
you talked about 1973-74 extensively and that was really a combina-
tion of events, actions that perhaps will not come about again. Is
that true? Now, we may get into shortages; we may have problems.
But thce chance of that happening are, we hope, remote. Is that cor-
rect?

Mr. Ousen. 1 think the chances of it happening are rather remote,
which is not to say, however, that we may not have shortages' in
particular product lines or in particular industrics. But there’s a great
distinction between the shortages that may develop in specific indus-
trics and in specific product lines and the pervasive shortages that
existed throughout the major materials industrics, particularly in
1973-74.

Senator FANNIN. You talked about a stable economic policy and
of course we all naturally hope for that continuously. But in your
analyzation of capital, if we let capital find its own in our economic
system—I understand you have changed your position somewhat—will
capital formation be of sufficient level to provide enough jobs and
economic growth for our country?

Mr. OLskN. I belicve that we should change our tax laws in order
to encourage a higher level of capital formation than is likely to
occur without such a change. I subscribe to the estimates, for example,
made by the Council of Economic Advisers, that we need better
than a 12-percent capital investment level

Senator FANNIN. Investment tax credit?

Mr. OrseN. No. This is the level of investment as a percent of
total output over this next 5 years.

Senator FANNIN. Yes. [ sce.
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Mr. Oisen. And | think that we should seck to encourage that
through changes in our tax laws that encourage a higher level of
capital formation.

Senator FaxnIN. When you said 12 percent. | thought you were
getting back on the investment tax credit.

Mr. Ousex. No, not investment tax credit.

Senator FannIN. | understand what vou are referring to. But let's
talk about the investment tax credit for a moment. This on-again-
off-again on investment tax credit has been quite a burden on industry:
do you agrec?

Mr. OrLsex. Oh, there’s no question about it. And in addition to
that, it has a perverse effect because turning it on and off. industry
begins to anticipate such action and obviously at the very time that
it's expected that the investment tax credit may be taken oft. for
example, is a time when industry will then speed up its capital invest-
ment, which is a time that you may least want to have those Kinds
of excessive demands. And. of course, the reverse is truc: That when
there’s an anticipation that it may be reimposed, industries like this
slow down in anticipation of that reintroduction of the tax credit.
So that it should be left permancently in place.

Senator FANNIN. | wholcheartedly agrec, but we are having a dif-
ficult time in obtaining that goal. As Mr. O'Connor brought out.
here in the most capital-intensive industry we had our lowest invest-
ment tax credit for years. And now we have been able to get it
up to where it's on a common ground with other industrics. But
here we have not supported the very industry that is basic in our
overall economy—of course, we know that steel is basic. But. then.
steel without power is a lost causc.

Perhaps 1 should direct my questions on the tax proposals to Mr.
O’Connor, as | do feel that in an important sense we do have this
tax bill before us. And we say ““tax reform bill.” Maybe it's not
a reform. It depends on how we're looking at it. But it’s certainly
a tax-changing bill.

Mr. O’Connor, how will the tax proposals that you sct forth alleviate
the unemployment problem in the construction industry?

Mr. O’ConnoRr. Well, the uncmployment in the building trades part
of the construction industry presently stands at about 21 percent
of the skilled labor force. If all of those who were reduced in employ-
ment because of the deferral or the complete cancellation of capacity
were to be rcemployed, that number would be 9 percent instcad
of 21 percent. So it's a very significant addition that would be made
to the payrolls through renewed construction programs in our industry.

As | mentioned in my prepared statcment, we anticipatc that the
number of jobs lost for the 5-year period is roughly 520,000 jobs,
which roughs out to about 100,000 or 105,00 jobs per year.

Senator FANNIN. In your industry, has it been like it has been
in some of these utilities, such as the telephone, where they have
dismissed a great number of employces because the cutbacks werc
necessary—because of the economic conditions that prevailed—now
go forward with the programs that we hope can succecd? That, as
[ understand you, would help alleviate this problem?

Mr. O'CoxnNoR. It would have a great impact, Scnator, not so much
from the standpoint of our individual elcctric companics because we
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haven’t reduced the employment levels. but those who arc building
contractors for us have certainly felt the decreases most dramatically.
A large powerplant. for example, at the peak of construction wouid
have about 2,500 skilled workmen at the site. And when vou take
that out of construction, yvou have a serious impact on the labor
market.

Senator FANNIN. Now. just strictly from the standpoint of employ-
ment, here we take almost double in time to build a nuclear power-
plant than they take in Japan or in some of the other countrics
of the world. How about employment? By taking twice as long. how
does that affect emplovment? Does that increase the employment
or is it just a slowdown?

Mr. O’Conxog. It increases the emplovment somewhat. Senator.
You have a build-up period in the first 3 or 4 vears where vou're
preparing the sitc under present conditions and you reach this peak
at about 2,500 in the fourth year and this stays with vou until about
the seventh or eighth year and then yvou go down.

Now, in terms of total number of people who would be working
on a site, it remains relatively the same, although the construction
period in the United States is considerably longer than it is. as vou
say, in Japan or in most every other country in the world.

Senator FanniN. That's what I was wondering. But. of course. vou
pay a grcat premium for that extra timc that’s involved. And. of
course, you're talking about the interest and all of the other costs
that arc stretched out because of the long time period.

Mr. O’ConnNor. Right.

Scnator FANNIN. And I would certainly agree with you that it's
equitable to accommodate the industry as you have suggested. 1 think
it’s essential.

Will existing gencrating facilitics and thosc presently being con-
structed be sufficient to prevent brownouts or blackouts?

Mr. O'Connor. Well, I think we can scc our way through to the
beginning of the 1980’ and that’s probably the turning point for
us. We come into this summer with a nationwide reserve capacity
of about 25 to 30 percent. This is above the 20-percent level that
is recommcnded by the Federal Power Commission in terms of
reserve. But we know that if we have any sort of growth in energy
usage in the next 5 years—and we anticipate quitc a lot—that we're
going to nibble away at this reserve capacity and find ourselves in
a very serious situation in the 19807,

And the plant that we’re designing and announcing today will not
be in service until at least 1985, if it happens to be a nuclear unit.
If it happens to be a fossil fuel unit, it will be 1981 before we
can use it on line. So it is terribly important that decisions be madc
today to provide for growth which we think is definitcly going to
be there to meet the demands of our consumers in the 1980’s and
beyond.

Scnator FANNIN. We have a little good news from California.

Mr. O'ConNoOR. Yes, sir; we certainly do.

Senator FANNIN. One of the great problems that we have is convine-
ing the people that we do nced nuclear plants, you do nced the
coal plants. So many, I know—Scnator Humphrey ‘was covering the
solar energy and I am very strong for solar energy and 1 think you
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will agree with me that therc is many places in which solar energy
could be a great factor. In the isolated areas. I think it offers tremen-
dous opportunities. We have cases in which, even with vour utility
industry, you have a need for it.

And 1 think that we have to take into consideration its tremendous
importance to us, but we don't want to mislcad the public that that's
going to replace the other types of equipment such as the nuclear
or coal facilitics. We also have geothermal. which I think that vou'd
agree must go forward.

Now, we nced to give incentives to them. Do you feel that the
proposals we have, as far as our tax bill is concerned. that we do
have incentives? Do you feel that they are sufficient to assist in
that program?

Mr. O'ConNOR. Yes, sir; | do. I think there will be a great induce-
ment to go forward on all of these areas and particularly the two
that you mentioncd-—geothermal and solar. And it's fairly important
we learn morc about the technology and do something to muke the
economics more favorable than they prescntly appcar.

And [ think thc incentives that have been provided for in the
Scnate Finance Committee will assist materially in letting that happen.

Senator FANNIN. Do you know about the loan guarantee programs
that have been advocated by the administration, also that we have
in some of our legislation and some that have been approved?

Mr. O'ConNNOR. Yes, sir.

Scnator FANNIN. Arc you in agreement that we do need some loan
guarantee programs to assist in energy development?

Mr. O’CoNNOR. Yes. 1 am in agreement that we move ahcad, par-
ticularly in the more exotic arcas of power gencration and energy
production.

Senator FANNIN. ‘Don’t you agree that this would assist in getting
smaller companies involved in some of these exotic programs that
you speak about?

Mr. O’CoNNOR. Yes, sir.

Scnator FANNIN. One of our grcat problems is to get thc solar
encrgy program underway at a scale that we'd like and also to develop
the geothermal outlet. My time is up, so we’ll go to Congressman
Brown.

Representative BRowN of Ohio. Did he want to respond to your
question?

Senator FANNIN. Did you?

Mr. O'ConnNoRr. No, just to say that I agreed.

Scnator FanNiN. Fine, thank you.

Rcpresentative BRown of Ohio. Thank you, Mr. Chairman. | want
to ask Mr. Olsen a couple of questions and then we’ll comc back
and ask Mr. O'Connor and Mr. Jaicks. Tax reform is gencrally ap-
proached as a political matter now rather than an economic matter.
And we seem dead set on trying to take away the tax benefits that
a lot of individual Americans enjoy for rcasons that have been ap-
parently obscured by the length of time thosc tax benefits have been
on the books, such as the mortgage deduction, interest on the
mortgage of a homeowner, and the municipal bonds which both en-
courage investment. And | think most of the tax benefits or tax
preferences are designed for that purposc. First, I ought to ask if
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that disturbs you, that the Congress scems deaf on approaching that
as a political matter rather than an economic matter? And then.
second, if you have any recommendations about how we could modify
our tax structurc in the United States so that it can be more designed
to stimulate investment in productive capacity to increase the standard
of living. :

Now, that’s the question, but [ want to go back and worry a little
bit about whether I'm going to get the right answer from vou. because
you say in your prepared statement, “Therefore, monetary and fiscal
policies that foster economic growth will encourage overall investment
spending.” That seems to be almost a consumer demand kind of
philosophy, that the only reason that we have plant cxpansion is
that it is led entircly by consumer demand. And I'm not sure I agree
with you on that. But let me sec what kind of answer you give
and maybc we can argue over it.

Mr. Oisen. Well, if 1 may answer in the reverse. taking up the
last item you mentioned, the rcason 1 have this statement in here
is really in response to a question that was contained in a letter
by Senator Humphrey to me in which he asked about the need for
capital formation or the role in investment spending in sustaining
the economic upswing. It had to do with the cyclical recovery in
the economy and not with a sccular trend in capital investment.

And this is why I made the statement here that the recovery of
capital spending in the economy from the depressed levels of last
year will be a product of the overall ratc of economic growth in
the recovery period.

Representative BRown of Ohio. Yes. That tends always to be true
in the cyclical end of things.

Mr. OLseN. That's right.

Representative BRowN of Ohio. But what I'm asking is a broader
question than that, and it is: Do we have any endemic factors built
into out tax system which discourage capital investment? Now, we
have some that encourage capital investment. They are the mortgage
deduction, and as I said, the municipal bond exemption.

I would ask you about, for instance, an increase in the exemption
on the taxation of estates—corporate taxes and dividend taxes—and
whether or not we ought to have some kind of an cxemption incrcasc
there and whether or not we ought to have a deduction for education
costs, for instance, because [ think you made reference or somebody
does, to the human plant investment, in other words, the investment
in human capacity.

And then there is the question the President has suggested to the
Congress and the Congress has yawned about and that is the incrcase
in the personal exemption from $750 to $1,000 to stimulatc consump-
tion. Could you respond to what we might do to our tax system
to get a base for increased investment?

Mr. OLsen. Well, first, many of the tax credits and tax execmptions
that have taken place over time that are popularly referred to as
“tax loopholes™ have developed along with the increases in the tax
rates and that they have, obviously, had the effect also of encouraging
certain kinds of allocation of resources.

And they arc decply rooted in our economic system. So the changes
in these—the elimination or changes in these tax credits, tax incentives
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or tax disincentives, should be viewed against the background of how
they have caused the allocation of resources to occur. including in-
dividual homcownership, incidentally. with regards to the tax exemp-
tion of the interest payment on mortgage loans.

Again, as | have indicated by introducing Mr. Wristons speech
into the record, 1 would prefer a significant simplification of our
tax structure. I feel, as does Mr. Wriston, that the tax law has become
so complex that the average citizen simply cannot understand it.

The introduction of additional tax credits of onc Kind or
another—for example, for education or for human development of
human capital—simply makes the tax structure even more compley.
complex to understand and even more complex to try to determine
how equitable it is.

Now, the simplification of the tax law. to a very large extent.
should be accompanied by a reduction in the tax rates. using the
elimination of what is referred to as the “tax expenditure function.”
not to increase Government revenucs, but to reduce the overall tax
burden for all taxpayers, through the reduction of the tax rates.

Now, with regards to capital formation. I would also prefer to
sec an integration of the tax system between the corporate tax and
the personal tax.

Representative Brown of Ohio. What does that mean? That's a
fancy phrasc.

Mr. OLsiN. There exists now differences of opinion, to be surc.
among cconomists as to what the cffect of the tax—of the corporate
income taxes. There are thosc that insist that it is passed on directly
in the form of higher prices than would otherwise be the case if
you did not have corporate tax payment. Some say that it is shared
equally between lower profits and higher prices.

But in any event, what you recognize is that the corporate tax
payment is not paid by a corporatc entity. A corporation is not
anthropomorphic. It is paid by people. And in recognizing that it's
paid by people, we should determine who the people arc that arc
paying it. In many cases, it’s consumers that are paying it; in many
cascs, it's savers that arc paying it or investors that arc paying it
And by integrating the tax system, I think it would be more efficient
and you would also improve the rate of rcturn on capital and you
would encourage capital formation and saving through this device.

Representative Brown of Ohio. Arc you suggesting  that you'd
eliminate the corporate tax and apply it to dividends and salarics
as a mecans of encouraging people to makc an investment in a busi-
ness?

Mr. OuseN. Yes. And you also enhance, of course, the retaincd
earnings in corporations through this act.

Representative BRowN of Ohio. Sce, the difference is we've had
our moment in the television, I guess. If we were having a hearing
to attack those people that arc benefiting from the loopholes or to
suggest that the corporate taxes ought to bear a bigger portion of
our Federal tax bill, we’d have all kinds of camecras here and all
kinds of public attention and the press and everything elsc.

Chairman HumpHrEY. All they're just interested in is the election
results.
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Representative BRown of Ohio. But when we talk about what is
a longer range problem and that is. whether or not we're going to
have the capital to produce for American citizens—nobody bothers
to show up because it isn't all that sexy of a problem.

Let me ask you another question about the recovery rate of in-
dividual nations from the current recession. It has varied and ap-
parently the United States has had a pretty good recovery rate—that
is, we've been onc of the early recovering nations. if 1 am right
in that.

Does this mean our plant expansion. which follows on with this
recovery of consumer confidence in purchases. that our plant expan-
sion and modernization will put us ahead in the international competi-
tion for markets and economic productive capacity?

Mr. Oisen. Well, I think it's too early to be able to reach a
conclusion on that. It wouldn't be clear necessarily that that would
flow from the more rapid recovery that the United States has enjoved
against other countrics.

What is significant—and this is already. 1 believe, in the record
of the Joint Economic Committee hearings from earlier periods— that
the United States has been actually gathering some advantage over
recent years by virtue of a much slower increase in unit wage costs
as opposed to other industrial countries in the world.

That is evident in the decisions being made, in fact. by a number
of forcign companics to locate manufacturing facilities in this country.
And 1 think that in this regard the United States will continue to
enjoy that advantage of a lower increase in unit labor costs as opposcd
to other industrial countrics

Representative BRown of Ohio. Why are we experiencing that?

Mr. Ousen. Largely because the rates of inflation have been much
higher in other countries aboard and, sccond. the devaluation of the
dollar and the fact that we're on a floating exchange rate system
has also helped because this analysis includes an adjustment for the
changc in the exchange rates which have occurred.

Representative BRown of Ohio. Is that likely to continue, that rela-
tive wage position, as a long-tcrm trend?

Mr. OLSEN. Yes.

Representative BROWN of Ohio. It secems to me that with the popula-
tion zero and the increasc of social costs in the United
States—everything from social security to antipollution devices—that
that is not likely to continue to offer us an advantage in the future.

Mr. Ousen. No. Right at this time | don’t sec what will occur
to markedly change the trend of a slower rate of increase in unit
wage cost to the United States than in other industrial countrics.
Their propensity to inflate is greater than ours. The fact that we
will not have—without the fixed exchange rate system—that they will
not be able to peg their exchange rates against us in such a way
as to gain advantages. In fact, other countrics recognize today that
the United States, in the policics that it is pursuing now as we arc
emerging from recovery is likey to pursuc less inflationary policies
than those that are being adopted in other industrial countries.

Representative BRown of Ohio. As long as we do that, we're in
pretty good shape?

Mr. OLsiN. That's right.

Representative BRowN of Ohio. Mr. Chairman, my time is up.
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Chairman Humpurey. Thank you. Mr. Jaicks. the President has
proposed some kind of a quota system here the other day on steel
imports, certain specialty steels. 1 recognize. The Iron Age magazine
had something at the same time that indicated that there was the
possibility of pressurc on our capacity for steel production. 1 think
I had the picce here—ves. here it is.

It says. “With steel demand expected to increase in the sccond
half of the vear., the question is whether the mills will be able to
handle the upsurge.” Iron Age magazinc reported on June & And
at the same time, on Junc 8, President Ford told a campaign audience
in Middletown, Ohio. that he had signed documents which restrict
the amount of specialty steels. such as stainless. that forcign producers
can scll in the United States in competition with domestically made
stcel. Now, I understand the differences in steel somewhat. [ know
specialty steels arc a separate item. Would you make some comment
just very bricfly?

Mr. Jaicks.” Yes. sir. The President’s action. of course. followed
an action by the International Trade Commission of some months
ago, the first—in fact, the only one where a finding of potential
injury to a domestic industry as a result of the Trade Act of 1975,
or 1974, 1 guess, has been made by the International Trade Commis-
sion.

It advised the President that therc was injury in this scgment of
the steel industry. Now, it's a small segment, as you suggest. In terms
of the volume, it’s less than 10 percent, although in terms of
revenuc—because of the values of the stainless and the high alloy
steels—it represents quite a bit more of the total steel revenues.

And it has had quite a different experience vis-a-vis foreign produ-
cers than the tonnage steel, the more garden varicty, if you will—the
lower alloy products, the steels that go into farm implements, that
go into automobiles, that go into highways and buildings and so forth.
And the specialtics are the steels that go into the noseconcs—the
exotic type, such as the ones that go into missilcs. They go into
the high temperature alloys that arc used in cxhaust systems and
that sort of thing.

Chairman Humphrey. Yes. I understand that.

Mr. Jaicks. And the case that the speciaity stecl industry made
was, under the new Trade Act, that the strategies followed by the
forcign produccrs werce causing injury in a sense that they were inhibit-
ing seriously thc growth potential of that segment of the domestic
industry by unfair trade policies and, in fact, werc really penctrating
this market at a significantly higher rate, up to as high as 40 percent
in some products in 1975, whereas thc penctration in thc carbon
industry was more on the order of 13 to 15 percent, about a tradi-
tional level over the last few years.

The statement that [ belicve that you made reference to in lIron
Age refers more to the tonnage steels, to the carbon stecls.

Chairman HumpHREY. Yes. | gathcred that. 1 just wanted to sct
the record straight on that.

Mr. Jaicks. I'm awarc also of statements that have becn made
by industry lecadership people that we can be heading into a shortage
and 1 did include a comment in my own presentation that we're
getting up close, as we envision 1977, to the upper reaches of what
the industry’s capacity will be.
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There’s a significant difference when vou talk about shortages. |
think people make reference to the period that Mr. Olsen has made
reference to—the 1973-74 period—where steel was in a very acute
short supply. I think the situation. as I view it for 1977. won't be
anywhere like that by virtuc of the fact that the same offshore carbon
steel industry is not going to be nearly as committed because of
the slowness of recovery of the markets in those countrics as they
werc committed during 1973-74 in their own markets—when there
was a peaking of the world’s demand for steel and when there was
a withdrawal of penetration by the foreign producers from this market
which really further exacerbated the problem in 1973-74.

I don’t envision that in 1977. And on that basis. looking at it
somewhat parochially, 1 would say that this is the way I would hope
it would happen, that we will sce forcign trade in steel up ahead
occur in this country, which is that the foreign producers will be
supplementing pretty much the maximum efforts of our domestic in-
dustry. And I sce that as a strong possibility to alleviate any serious
shortages in 1977.

Chairman Humpnrey. Thank you, Mr. Jaicks. Mr. O'Connor. and
Mr. Olsen. Does any member have any more questions?

Scnator FANNIN. Just one question of Mr. Jaicks, if————

Chairman Humpnrey. Yes. I wanted to get our next panel on.
Go ahead.

Senator FANNIN. Just onc question, Mr. Jaicks. With the perhaps
turn-down in the consumption of stcel by the automotive industry,
if they do go more to the compact side, won't we have a great
necd in the energy ficld—for instance, the Alaska pipeline, | mean.
if we have a gas pipeline, if we have the building of the facilitics
such as the railroad cars, an estimated doubling of the railroad
cars—don’t we see a tremendous potential ahcad in the steel industry
in that respect?

Mr. Jaicks. Your views match ours very closely, sir. It's hard to
predict because of the question that prevails in lots of people’s minds
as to whether the Congress is going to hold the auto industry to
these encrgy cfficicncy levels—27.5 miles per gallon by some date
early in the 1980%. If those were to hold—and, of course, the automo-
bile people say that they run into major problems with some of their
markets in that the largest car that General Motors could make would
be the Nova and most of the cars would be down in the Chevette
range and therc would be some real difficulty in terms of their demand
by people who really want those cars—older people that need more
spacc in a car and large families, et cetera. -

But if thosc laws would prevail, why, no doubt there would be
a slippage, but it would be well offset, as you suggest, by encrgy
requircments. Just as an example, we looked at somc numbers on
the growth in coal in this country. Onc of the major requircments,
in addition to actually mining coal, is bringing it to market. And
if we were to meet the national objective of doubling our coal supplics
to this economy, we'd need about five times as many railroad hopper
cars to bring that coal to market as were built in 1973. A major
user of steel, of course, is the railroad-car-building industry. So that's
just one example. You've named onc—the additional pipelines, et
cetera. There’s no question about it. And that’s one reason, while
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it was difficult for us to envision the kind of growth expected over
the next 10 years, as we sec it. you'd have a very minor tilting
upward or downward as a result of any major change—shrinkage
in demand by automobiles—because of these other nceds that could
very well escalate significantly.

Senator Faxnin. Thank vou, sir.

Chairman Huapurey. Gentlemen. we thank you. We really ap-
preciate you coming to us and sharing vour counsel with us. Thank
you very much,

Our next panel will be Mr. Peter L. Bernstein. president of Peter
L. Bernstein, Inc., New York, Mr. Norman B. Turc. president of
Norman B. Ture, Inc., Washington, and Mr. Robert Eisncer. professor
of economics, Northwestern University. We'll proceed in that order:
Mr. Bernstein, Mr. Ture, and Mr. Eisner. And. gentlemen. you sce
the time. | know you have prepared statements and if you would
kindly give us a synopsis of the key points and then permit us some
questions.

Mr. Bernstein, we welcome vou.

Mr. BernstEIN, Thank you, sir.

Chairman Humenrey., We have your excellent prepared statement.
We appreciate it very much.

Mr. BerNSTEIN. Thank you. Its nice to be here and deliver it
in person.

STATEMENT OF PETER L. BERNSTEIN, PRESIDENT, PETER L.
BERNSTEIN, INC., NEW YORK, N.Y.

Mr. BernstEIN. | will try to be very succinct. It's tempting. after
hearing so many interesting things from the first pancl—onc wants
to expand rather than contract. But very profound policy implications
emerge from how one views this problem: As to whether this country
really has a sufficiently high propensity to save to provide adequate
resources for capital formation; as to whether the deterioration in
profitability in recent years is something profound and lasting and
secular or cyclical and temporary; and in fact, rcgardless of how
much better the long-run things may look in the futurc, whether
we face a capacity shortage in the immediate future.

I comc down strongly on the optimistic side on these issues. |
have great confidence in the ability of our economy to make adjust-
ments to the trouble that it frequently gets itself into, so that I would
be reluctant to scc major changes in policy, particularly tax policy,
that would tilt our prescnt tax structure in some way different from
what it is now, unless there werc rcasons other than this particular
reason to do so.

I think that probably 1 could summarize my whole position by
saying that I'm in substantial agreement with Leif Olsen’s observation
that Congressman Brown questioned him about—that a growing
economy with stable prices is the basic way to achicve a high rate
of capital formation, that the businecssman’s decision to expand a
plant is not based only on how much he is going to have to pay
in taxes if he makes a profit, but whether he is going to make a
profit at all.

That dccision on expanding his capacity to produce or to improve
his capabilitics in world markets will depend ultimately on what he
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thinks the size of those markets is going to be and how long they're
likely to continue to expand. So that really the gencral environment.
a healthy gencral environment. is far morc important than specific
measures aimed to help the business sector.

As | look at the history of the last 20 to 25 vears—and I'm going
to try to skip over the numbers. since they are in my prepared state-
ment—I find no secular tendency for our savings rate to decline,
no sccular tendency for our investment rate to decline. Indeed. if
we take 1975, which was the worst recession that we had since the
1930’s, the percentage of our gross national product that we plowed
back into real investment was higher than in any vear from 19358
to 1964, which included some good years. and n fact. was equal
to the 1956-57 peak. In other words, in a very depressed year, we
still plowed back a substantial amount of our total output into real
investment.

Yet complicated questions arise here and 1 hope I might have a
minute to dwell on them——-

Chairman Huarhrey. Yes.

Mr. BERNSTEIN [continuing]. As to which direction—where is cause
and where is effect in this whole matter? If we look at the ratio
of investment to gross national product over a long period of time.
it averages out to just about 10 percent. About 10 percent of our
gross national product goes back into business investment.

This ratio has been extraordinarily  steady—what  we  call in
statistics—the standard deviation has been only 0.3 of a percentage
point. In other words. in at least two-thirds of the vears, the range
has been just a little above 10 percent and a little below 10 pereent,
but very narrow.

This suggests to me, as a lot of the other data suggest. the point
that Leif Olsen made; namely, that investment is responsive to the
gencral rate of economic growth. It will slow down when economic
growth slows down; it will pick up when economic growth picks
up. The focus should be on the gencral cconomy rather than on
this specific thing.

Let me just make some bricf comments about corporate profitability
and capacity shortage and then I'm done. There is no question, if
we look at corporate rates of profitability by any measurement—share
of income, rates of return, rates of return on sales or on capital—that
the expericnce in recent years has been bad. And it is particularly
bad if we look at it in relation to thc expericnce in the middle
to latc 1960°s when everything was marvelous. One can read from
this that we have bcen doing everything wrong in terms of public
policy since, say, 1968 or whatever, but as some point in there things
did seem to begin to go downhill in terms of corporate profitability.

Or one can take a different position, and, as a man who spends
his time in the investment world, I'm very persuaded by this casc;
namcly, that what developed in the middle to late 1960°s was, as
a result of a wholec number of things, unsustainably high rates of
profit in the corporate sector.

Business was not only very good, in many ways it was probably
so good that it was unsustainably good. Very high rates of profit,
combined with low-interest rates and high common stock prices, led
busincssmen to invest in every dircction that you can think of and
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not only to overinvest but to misinvest—there was a major misalloca-
tion of resources as risk premiums diminished and as businessmen
became increasingly euphoric and optimistic.

Those of us in the stock market were willing to go overboard
at that point and 1 think that in the rcal economy preciscly the
SAMC Process was going on.

Representative Browx of Ohio. The bankers did the same thing
in some places like New York.

Mr. BErNsSTEIN. The whole thing was extremely cuphoric and while
we are all out to have good business. I think that it's fair to say
that the conscquences of that period were classic and come right

out of an elementary economic texthook in that very high rates of

profit lead businessmen to overexpand and lead to low rates of profit.

And this is the problem with which we have been wrestling in
recent years, but the trends during 1975 and so far this year indicate
that we are well on the road back to health in terms of profitability,
that rates of return arc improving, and are very creditable at this
point when we're still operating well below full capacity.

Now, this process had something very real to do—here | take issuc
with Leif Olsen and am not in the same camp—had somcthing very
pertinent to do with the capacity shortages that developed during
1973 and 1974, in that an excessive amount of capital expenditures
during the late 1960°s went into downstrecam projects—residential
buildings, commercial buildings, and finished goods rather than into
the basic materials arcas.

Conscquently, capacity in the basic materials arca was far behind
the rest of the economy as we moved into the 1970's. As we look
at the patterns of capacity change and plant utilization rates since
1973, and we look at the distribution of plant and equipment expendi-
turcs since 1973, and as we listen to the gentlemen who where sitting
here this morning, it’s clear to me that many of thosc problecms
have been eliminated, that the imbalance that existed between the
downstrcam finished goods sector of the economy and the upstrcam
basic materials sector of the economy has been substantially improved.

I'd like to stop my remarks here in the interest of time, but look
forward to later responding to questions.

Represcntative BrownN of Ohio. Mr. Bernstein, thank you very
much.

[ The prepared statement of Mr. Bernstein follows: |

PREPARED STATEMENT OF PETER L. BERNSTEIN
IS U.S. CAPI'MAL FORMATION ADEQUATE?

The capital shortage controversy essentially revolves around three issucs:

1. Does the U.S. economy have a sufficiently high propensity to save 10 provide
the resources we need for our longer term capital requirements and thus to provide
enough jobs for all who seek employment?

2. Since a substantial part of our annual saving depends upon a rising cash flow
in the corporate sector, is the clear deterioration in corporate profitability in recent
years a symptom of a secular loss of forward momentum and capacity for future
growth, or is it rather a cyclical and temporary phenomenon?

3. Even if our suvings rate is adequate over the long run and ceven if corporate
profitability may soon improve, has capital formation in recent years been so inadequate
that critical capacity shortages loom just ahcad once again?

These are complex issues. Furthermore, the implications for public policy in this
controversy will differ widely depending upon how we answer them. One set of answers
suggests an early outbreak of renewed inflationary pressures, exploding interest rates.,
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and an economic environment characterized by persistent stagflation; the other set
of answers supports a more optimistic assessment in which fundamental economic
forces left to their own will provide solutions to these problems. Consequently, the
more pessimistic set of answers argues strongly for major changes in our tax structure
and government spending policies, while the optimistic set of answers favors only
minor adjustments in public policy, or, indeed, none at all.

I am pleased and honored to be able to present my own views on these issues
to this Committee, as I have devoted a large amount of my research into these very
questions over the past year or so. In brief, I come down stongly on the side of
the optimists. [ therefore hope that Congress will refrain from enacting any major
changes in the present tilt of our tax structure unless justified by elements and argu-
ments other than those under consideration here.

In the discussion that follows, I attempt to provide answers to the three questions
posed at the outset. These answers lead to the following conclusions:

I fail to find any tendency at all for the proportion of resources devoted to private
capital formation in this country to' shrink relative to our total productive efforts.
On the contrary, our investment performance during the worst recession since the
1930’s was substantially better than during earlier recessions that were smaller in
magnitude than this one. Furthermore, both theoretical and empirical considerations
suggest that radical steps to increase our propensity to save may be counterproductive,
in that they may result in less rather than more capital formation in the long run.

While the brutal inflation of the past ten years and public policy errors have clearly
had an unfavorable impact on corporate profitability, that is only part—and not neces-
sarily the largest part—of the story. In retrospect, much of the decline in corporate
profitability in recent years appears to be a normal cyclical response to unsustainably
high rates of return and unsustainably high rates of capacity expansion in the mi Jle-
to-late 1960’s. The dramatic revival in corporate rates of return now under way substan-
tiates the validity of this hypothesis.

Too much of the capital formation that took place during the euphoria of the
mid-1960’s was in the finished goods area of the economy and too little went into
“‘upstream” or basic materials. This imbalance was primarily responsible for many
of our troubles in 1973. Since 1973, however, the pattern of capacity expansion has
been precisely the opposite, so that the ability of the basic materials sector to meet
the needs of the finished goods sector is now far better matched than it was three
or four years ago.

I am attaching to this paper as an Appendix some observations about international
comparisons, reprinted from an article that appeared in Challenge magazine.! Here,
too, I attempt to show that most of these comparisons are specious and distorted
and that the U.S. stands in much better position than the pessimists on these issues
would have us believe.

In short, while a student of American economic history must always be distressed
at the ability of our free enterprise system to get into trouble, he must be equally
impressed with its ability to find its way out of trouble. American businessmen know
what to do when the going is rough, and they know how to respond when the going
is smooth. At this time, I see every reason to believe that the steps the businessmen
is taking on his own will go further than anything the government can do to restore
the process of capital formation in our economy. The thread that runs through my
testimony, in fact, is an effort to demonstrate how well the private sector is taking
care of itself. This is a testimonial to its own resiliency—but also to the probability
that the current posture of public policy is more likely to be in the right direction
than the wrong one.

DO WE INVEST TOO LITTLE AND CONSUME TOO MUCH?

Much of the discussion about a capital shortage in the United States rests upon
broad statements designed to warn us that we are ‘‘eating our seed corn,” that we
favor consumption excessively at the expense of investment, that our tax structure
penalizes savers, and that our government spending policies are eating away at the
roots of our productivity.

These warnings, however disturbing they may be, find little verification when we
look at the facts. Furthermore, they raise complex theoretical questions about the
process of saving and investment in a free enterprise economy, to which they offer
dangerously oversimplified answers.

Now it is perfectly true that private saving as a percentage of GNP has averaged
about one percentage point lower since 1968 than during the four years 1964-67.
Total saving, which includes the public sector—a frequent dissaver—shows a slightly

1 ““Capital Shortage: Cyclical or Secular?”, November-December 1975.
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larger drop in average savings rates as a percentage of GNP. This comparison, however,
is with a period in which savings rates may have been unsustainably high (as we
shall see in greater detail in the following section on corporate profitability). Indeed,
both private and total savings as a percentage of GNP since 1968 have averaged
almost precisely the same as during the ten years 1954-63—for private sector savings,
15.7 percent from 1968 to 1975 v. 15.5 percent from 1954 to 1963; for total savings,
14.8 percent v. 15.1 percent. As a matter of fact, our savings rate at cyclical peaks
has shown no tendency to decline and, indeed, was higher at the 1973 peak than
at earlier peaks:

As a percentage of GNP

Private Total
savings saving
1953 150 131
1957 16.2 16.4
1969 146 158
1973 16.4 16.8

The analysis is further complicated by efforts to interpret ex post savings figures
in terms of ex ante expectations. We have just seen that savings rates since 1968
have been substantially equal on the average to the decade 1954-63 but were neverthe-
less lower than from 1963 to 1968. It just so happens that real economic growth
during the 1963-68 period averaged nearly 5 percent a year, while it averaged only
about 3 percent a year during 1953-63 and during 1968-73. Was the higher rate
of economic growth from 1963 to 1968 a cause or a result of the higher savings
rate? Although we can never find the answer to that question, the efforts of government
to reduce the tax burden on the private sector and the declining tendency of the
personal savings rate during those years suggests that the overall rise in the economy’s
savings proclivities during 1963-68 (primarily in the form of expanding corporate
profitability) was a result rather than a cause of the high rate of growth. This suggests,
in short, that the more subdued savings rates of recent years may equally be the
result of more subdued growth than a downward shift in the long-run propensity
to save—a conclusion supported by the historically high aggregate savings rate achieved
in 1973.

Furthermore, production of capital goods relative to consumer goods shows no ten-
dency to decline. In fact, capital goods production held up remarkably well relative
to consumer goods during the 1975 recession, even though excess productive capacity
was much greater than it had been in any previous postwar recession and even though
complaints about inadequate rates of profit were widespread. The Federal Reserve
shows this relationship in a ratio broken out of their index of industrial production:
they divide the index of production of business equipment by the index of production
of consumer goods, taking 1967 as 100. An examination of this ratio since 1953
shows that:

It touched highs of 100 in 1953 and 1957, and reached 102 in 1966 and in
1974—thus, no sign of a declining trend in recent years when examined on a peak-
to-peak basis.

It touched lows of 80 or below in 1955, 1958, and 1962-64. The 1971 low was
at 82, or higher than in previous depressed periods. But, even more significant, the
low point in this ratio in 1975 was 90, or ten percentage points above earlier lows;
since the beginning of 1976, it has been moving upward.

In corresponding fashion, nonresidential fixed investment shows no tendency to
decline as a percentage of total GNP, and, in fact, also held up better in this recession
than on earlier occasions. It was equal to 9.6 percent of GNP at the 1956-57 peak,
to 10.8 percent in 1966, to 10.6 percent in 1969 and again in 1973. In 1975, this
ratio was 9.4 percent, down only 1.2 percentage points from the 1973 peak and
only 0.3 percentage points below 1970 despite a much steeper business recession.
The 1975 figure was higher than every year from 1958 through 1964, and just about
equal to the 1956-57 peak.

But if the dire warnings about eating our seed corn thus fail to hold up against
a cold examination of the facts, these data also raise serious questions about the
theoretical assumptions on which these warnings so frequently rest. To put the issue
succinctly, we must ask whether increasing the incentive to save is the most effective
way to increase the incentive to invest in real capital formation. In other words,
if the consumer or the government is induced to demand a smaller proportion of
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current production. will the business scctor automatically  employ  those  released
resources to create greater productive capacity?

This is an argument that has bedeviled “ecconomists for more than two  hundred
vears. On the one hand. capital formation is possible only it consumers and government
do release resources. On the other hand. the businessman must expeet to sell profitably
the increased output that his capital formation will provide: he can justify tukhing
the risks of that capital formation only if he believes that consumers and government
are willing to buy more. not | Thus, saving is a necessary condition for capital
formation. but it is not a sufficient condition. Growing markets for final demand
are also o necessary condition for capital formation in a free enterprise. profit-oriented
economy.

In this connection, the remarkable stability of the ratio of nonresidential fived in-
vestent 10 total GNP is a significant indicator of the tricky character of these interrela-
tionships. Nonresidential fixed investment in constant doblar terms averaged precisels
10.0% of total GNP from 1953 to 1975, The spread between the low in 1958 (8.770)
and the high in 1966 (10.8%) was only just over two percentage points, but the
standard deviation was only 0.31 percentage points through more than twenty years
of tremendously varied economic conditions.

Since we know intuitively that investment is likely to he more volatile than total
ceonomic activity. why should this ratio have been so stable?

The answer to this question must lie in the mutual interrelationships between these
two magnitudes. Rising investmnent contributes to an increase in total business activity
Just as falling investment contributes to recessions—but the stability of the ratio also
suggests that rising business activity encourages additional investment and that falling
business activity discourages investment. If investment were likely to move indepen-
dently of the trend in overall business activity. as it would it™ it responded more
to the propensity to save than to the propensity to consume. the ratio of capital
formation to total GNP would tend to nise when consumer and government demand
receded and 1o shrink when consumer and government demand expanded. which would
make for much more volatility in the ratio than it has in fact exhibited.

In other words, cfforts o tilt our tax structure in such o way as to fnvor saving
and profits at the expense of the consumer or cven to increase the budget surplus
the federal government would run at full employment might have o positive impact
on investment in the very short run: since. however, these efforts would also reduce
the ultimate level of final demand for goods und services, the new investments un-
dertaken under those conditions might well turn out o be unprofitable. In the long
run. therefore, such measures seems likely to lead to less rather than more capital
formation in the United States.

The following sections on corporate profitability and on capacity requirements will
further substantiate this hypothesis: the Appendix on international comparisons wilt
substantiate it as well.

IS CORPORATE PROFITABIITY IN A SECULAR DECEIND?

At first glance, the answer to this question appears to be a resounding YES! Here
are just a few picces of evidence pointing in that direction:

Corporate profits after taxes accounted for 59% of GNP in 1957 and 6.2% of
GNP at the next cyclical peak in 1966, but for only 4.7 percent of GNP in the
relatively healthy year 1972 and for a pathetic 4.2 percent of GNP in the cyclical
trough during the first quarter of 1975,

Pretax profits adjusted for windfalls from inventory gains and for underdepreciation
of fixed assets accounted for 9.5 percent of GNP in 1957 and for 11.0 percent in
1966. In 1972, this ratio was down to 7.9 percent—but, cven worse, in the year
of record reported profits, 1974, this ratio was only 6.5 percent. It was a mere 5.5
percent in the first quarter of 1975.

Perhaps more relevant for this discussion, rates of return on equipment and structures
of American corporation show an cqually dismal performance. Reported profits after
taxes in 1974 were only 5.4 percent of gross stocks of fixed assets compared with
an average of 6.6 percent from 1964 to 1967. After inventory and capital consumption
adjustments (but before taxes), these rates of return detertorated ceven more drasti-
cally—from around 12 percent in the mid-1960's to only 6.2 percent in 1974,

As a consequence of this decline in profitability, the growth in our stocks of capital
goods—structures and cequipment—began to slow down as well. In physical terms,
the annual growth rate in our stock of fixed corporate capital from 1970 to 1975
was 17 percent below the annual rate of growth from 1965 o 1970,

The crucial question is whether this unmistakable deterioration in - profitability was
purcly the conseqence of a malevolent cconomic environment—in which case public
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policy is the villain and must make the primary accommodation—or whether it was
the consequence of judgments and decisions made by the corpoate sector itself—in
which case a more laissez-faire attitude may be preferable.

While no one would argue with the unfavorable impact of the stagflation of recent
years on corporate performance, | believe that one could argue with equal vigor that
many decisions made by corporate anagements in the late 1960 contributed at least
a significant share of the problems they have faced since then. These difficulties appear
to be a natural result of unsustainably high rates of profitability during the mid-
1960’s in a generally euphoric environment during which capital costs were low and
risk premiums virtually nonexistent. This set of conditions led to an cqually un-
sustainably rapid growth in fixed capital—much of it in the wrong place. This was
a massive waste of precious resources on ussets that turned out to be essentially
nonproductive. If valid, this hypothesis leads to a much more optimistic outlook for
the years immediately ahead.

Table I, which follows, shows the historical record to support this viewpoint. There
we see corporate profits—both after taxes as reported and pretax with inventory and
capital consumption adjustments—as a percentage of current dollar values of corporate
gross stocks of fixed assets from 1953 to 1975.% The table also shows the ratio of
new nonresidential fixed investment each year to the stocks of fixed capital at the
end of the preceding year, with both calculated this time in 1972 dollars to show
the physical rate of capital additions.

In studying the trends in this table, we note the following significant patterns:

Rates of return move in cyclical waves. Thus, the high rates of the years
1953-57 are followed by lower rates for about four years, after which
profitability then builds strongly and steadily until after 1966, when decline
again sets in.

Nonresidential fixed investment shows similar cyclical patterns. but with
a lagged response to the variations in profitability. Thus, profitability
peaked in 1955, but capital additions slowed down only after 1957. Profita-
bility turned strong in 1962, but investment really got going only after
1964. Profitability peaked again in 1965-66, but additions to the capital
stock remained at an extraordinarily high level for another three to four
years.

These interrelationships are in fact preciscly what economic theory has demonstrated
all the way from Adam Smith to John Maynard Keynes. High profits induce a high
level of investment; investment moves sequentially from the. most profitable to less
profitable opportunities; increased investment leads to decisions to make fewer invest-
ments; as the capital stock grows more slowly, profitubility begins to pick up again:
and so on.

During the capital spending boom of the latter half of the 1960°s, gross stocks
of fixed assets held by corporations grew in constant dollar terms at an annual rate
of 4.79%—far higher than in any other five-year segment of our postwar history,
exceeding even the giant rebuilding program of 1945-50, when the growth rate was
4.02 percent.* This was a natural response to the high rates of return that developed
from the slow-growth period that preceded it—from 1955 to 1965, the physical growth
in corporate fixed assets had averaged only 3.09 percent a year. In addition, long-
term interest rates in the mid-1960°s were remarkably stable at only around 4.5 percent,
corporate balance shecets still showed only moderate debt levels, common stocks sold
at an average of more thun 16 times earnings, and confidence in government’s ability
to eradicate major variations in business activity was widespread. No wonder, then,
that real investment boomed—and no wonder that profitability subsequently slumped
as the most profitable opportunities werc exhausted and as growing disregard for risk
led businessmen into unwise and ultimately unproductive investments.

2These assets, in other words, are shown at replacement rather than original cost.

1t is worth noting from the Table that the growth in fixed assets from 1970 to 1975 was greater
than in any five-year period other than 1965-1970.

83-402 0-"17-5



TABLE |.—PROFITABILITY AND GROWTH RATES OF GROSS STOCKS OF FIXED NONRESIDENTIAL CAPITAL OF CORPORATIONS, 1953-75

(Billions of dollars)

Fixed capital stocks Corporate profits * fonresidential fixed investment

Current dollars, Constant dolfars, Dollars As percent of fixed assets Percent of fixed

or replacement or physical assets in

Year cost measurement A 8 A B 1972 dollars previous year

1953 335 565 20 36 6.0 107 56 103
1954 351 583 21 35 6.0 100 55 9.7
1955 383 604 2% 45 6.8 117 61 10.5
1956 423 627 i 43 6.4 10. 65 108
1957 453 650 26 42 57 9, 66 105
1958 470 665 2 38 47 8. 59 1
1959 486 681 28 48 58 9. 63 .5
1960 500 699 26 47 5.2 94 66 .7
1961 512 116 26 47 51 92 66 .4
1962 528 131 30 55 51 104 n 9
1963 545 158 32 60 59 11 i) 100
1964 570 783 37 67 6.5 11 81 107
1965 610 819 4 1 12 12, 96 12.3
1966 663 862 47 83 1.1 12 106 129
1967 720 903 45 19 6.3 11 104 1211
1968, 192 946 46 8 58 10. 108 120
1969 883 993 4 81 50 92 114 12.1
1970 974 1035 3 68 38 70 110 111
1971 1058 1074 4 n 42 13 108 10.4
1972 1154 1118 55 92 48 8.0 17 109
1973 1291 1170 69 100 53 11 131 117
1974 1475 1220 80 91 54 6.2 128 109
1975 1664 1258 73 102 44 6.1 112 9.2

A = After taxes, as reported. B = Pretax, with inventory and capital consumption adjustments.

Source: “Survey of Current Business”, April 1976 and “Economic Report of The President”,

a9
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The carcasses of that euphoric period are still around us, although many of them
have at great cost been written off the corporate balance sheets that so proudly
reflected them when they were installed. Massive overexpansion in commercial real
estate and retailing is only the most apparent and painful heritage of that period.
We can also point to the ill-fated ventures of RCA and Xerox into the highly capital-
intensive field of computers, the entire conglomerate madness, the movement of chemi-
cal companies into the oil business (an extremely expensive move that was bailed
out only by the totally unpredictable decision of the OPEC countries to quadruple
the price of oil—at a moment when some of the chemical companies either had
just, or were attempting to, unwind their ventures into oil producing), automobile
industry miscalculations about the nature of the market for their product, and so
on.

Seen from this vantage point, much of the data on investment activity in the late
1960’s is spurious: it should be included in current consumption rather than formation
of capital. As a consequence, I believe it is fair to assume that a much higher proportion
of capital spending will be productive in the current environment, when risk premiums
are high, rates of return are still depressed, long-term interest rates are flirting with
9 percent, and price/earnings ratios for common stocks average only about 10X. In
other words, the odds are that one percent of GNP going to nonresidential fixed
investment today is likely to be significantly more productive in the future than one
percent of GNP was in 1968 or 1969.

This possibility takes a good deal of the edge off the argument that pollution abate-
ment expenditures dilute the significance of current levels of capital expenditures.
Commerce Department estimates suggest that business capital outlays for pollution
abatement now amount to about 4 percent of total expenditures for plant and equip-
ment, or less than $5 billion. Although quantification is obviously difficult, the mag-
nitude of unproductive investment undertaken during the second half of the 1960’s
would seem to have been at least as great as 4 percent of the total, and probably
higher than that.

Furthermore, a major change now appears to be taking place in corporate profitabili-
ty—a change that probably began in 1973 but that became fully apparent only during
1975. Inflation has finally come through to the bottom line, as rising prices, expanding
output, and long-delayed improvements in productivity all begin to bear fruit.

We can find a striking demonstration of this in the data for the gross domestic
product of nonfinancial corporations during the first quarter of 1976, when the annual
rate of real output of these corporations was almost precisely equal to output in
the cyclical peak year of 1973. Table II shows the improvement in profitability over
this period:

TABLE 1I.—PROFITABILITY OF NONFINANCIAL CORPORATIONS 1973 AND 1076 (AT ANNUAL RATES)

(Biltions of dollars)
Year 1076
1973 (SAAR)
Gross domestic product, 1972 dollars. nn 7150
Profits before tax as reported 928 170
Undistributed profits 29.2 409
759 989

Profits before tax but after inventory valuation and capital consumption adjustments....

These results for early 1976 suggest that, for "the year as a whole, rates of return
as a percentage of gross fixed assets will compare favorably with 1972-73. Perhaps
more significantly, they will come through comfortably above 1970, when capacity
utilization rates were substantially higher and unemployment rates markedly lower than
they are at the present time.

In short, corporate management has done an outstanding job in rectifying the errors
and overexuberance of the late 1960’s. The quality of both the investment expenditures
and the profits now being achieved is markedly higher than it has been, with every
indication that these favorable trends still have a long way to go. Hence, although
the temptation is great to help business along with additional types of tax incentives,
the conclusions reached in the preceding section together with such impressive evidence
that the worst of profitability performance is behind us both argue against major
changes in our current tax structure.
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1S A CAPACITY SHORTAGE IMMINENT?

Concerns about a capacity shortage in the near future relate much more to shortages
in specific areas than to a generalized shortage of capacity. Whether measured by
the unemployment rate, the gap between actual and potential output, or by the capacity
utilization rate for total manufacturing, the economy in mid-1976 clearly has much
more slack than it had in the past at cyclical peaks and in 1973 in particular; in
fact, it still has more slack today by these measurements than it had at the previous
business cycle trough in 1970.

I have developed my own capacity utilization measurement for this purpose that
shows both the current degree of slack and also provides a basis for forecasting future
investment requirements. This concept differs from the usual industrial-production-
capacity-utilization-rate concepts by providing broader coverage, but it is also more
closely related to business capacity than the usual concepts of GNP gap or overall
unemployment rates.

TABLE [II.—OUTPUT/CAPITAL RATIO 1953-75

(Billions of doilars)
Fixed capital  busi gl Output
ired capi ness gross ]
stocks of domestic percent of
rations product fixed
constant {constant capital
Year dotlars) dollars) stocks
1953 565 483 85
1954 583 475 81
1955 604 514 85
1956. 621 0 85
1957 650 538
1958 663 0 80
1959 681 513 84
1960 639 583
1961 g 594
1962 137 629 85
1963 758 657 81
1964 183 698 89
1965. 819 745 9]
1966 862 790 92
1967 903 808 89
68 946 850 90
1969 993 815 88
1,035 869
197 1,074 893 83
197 1,118 956 86
197 1170 1,016 81
1974 1,2 994 81
1975 1,258 966 mn

Source: Survey of Current Business, April 1976 and Economic Report of The President.

My measurement calculates nonfarm business gross domestic product in dollars of
1972 purchasing power as a percentage of gross corporate stocks of structures and
equipment also expressed in dollars of 1972 purchasing power. It is, in other words,
an output/capital ratio, or production function, for the nonfarm business sector.! Table
Il shows the path of this ratio from 1953 to 1975. This ratio shows that the business
sector of the economy may well have been under greater generalized capacity strain
during 1965-68 than it was during 1973, but that the amount of excess capacity
during 1975 was far greater than anything else experienced during the 23 years covered
in the table.

While an examination of specific segments of the economy does show that capacity
strains in the basic materials, or advanced processing, sectors were much greater in
1973 than in the finished goods sectors, more recent data indicates that these im-
balances have been substantially eliminated and should cause no serious problems
in the foreseeable future:

The Federal Reserve series of capacity utilization rates for basic materials and for
total industrial production shows that capacity growth in the basic materials sector
from 1954 to 1966 averaged 4.0 percent a year, almost identical with the 4.1 percent
annual average for manufacturing production as a whole. From 1966 to 1973, however,
these paths diverged dramatically—basic materials capacity grew 4.4 percent a year,
while the total grew much faster at 5.6 percent a year.

' It is inaccurate to the extent that output includes noncorporate firms, but this should have no sig-
nificant impact on year-to-year trends in this ratio.
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Consequently, even though capacity utilization rates in the basic area had been
almost precisely the same as in total manufacturing from 1954 to 1966, a major
difference was apparent at the 1970 trough, when the rate for total manufacturing
was only 75 percent while basic materials were still at 86 percent. At the 1973
peak, this gap had widened to 13 percentage points, or 80 percent for the total
and 93 percent for the basic materials.

Since 1973, on the other hand, capacity growth has been significantly greater in
the basic materials area. From the end of 1973 to the first quarter of 1976, the
annual rate of growth in the basic materials sector has been 4.6 percent: for total
manufacturing, it has been only 2.5 percent. As a result of this disparity in growth
rates since 1973, growth rates measured from 1966 to carly 1976 have been substan-
tially even—4.2 percent for basic materials and 4.6 percent for total manufacturing.

Indeed, 1973 output of basic materials would utilize only 83 percent of current
capacity—or ten percentage points less than it used in fact during 1973.

The Commerce Department’s Bureau of Economic Analysis also has developed mea-
surements of capacity utilization in manufacturing and separates them into so-called
advanced-processed goods and primary-processed goods: the latter essentially cor-
respond to the Federal Reserve's definition of basic materials. The BEA serics begins
at the end of 1965.

From the end of 1965 to the end of 1972, capacity utilization rates in the primary-
processed goods area averaged two to threc percentage points higher than in the
advanced-processed goods area. The two rates were the same in late 1968, late 1971,
and early 1972, but the “‘upstream™ sector's utilization rate never fell below the
“downstream” sector’s utilization rate during this period.

In late 1973, the gap widened to a maximum of seven percentage points (89 percent
primary and 82 percent advanced).

By the end of 1974, however, the gap had narrowed to only two percentage points:
by the second quarter of 1975, the primary-processed sector was operating three per-
centage points below the finished goods sector, for the first time in the history of
this series.

Latest available data are for the final quarter of 1975 and still show the primary
group one percentage point below the advanced group, despite a substantial pick-
up in industrial production since the early part of the year. Furthermore, the primary
group was operating at only 82 percent of its preferred operating rate—as compared
with 89 percent of its preferred operating rate at the 1973 peak.

The data on utilization rates are confirmed by the concentration of capital spending
since 1973 in the basic materials area:

Actual resuits for 1975 and the latest projections for 1976 show that expenditures
for plant and equipment manufacturers of primary metals, paper, chemicals and petrole-
um currently account for 23 percent of such outlays by all manufacturing industries,
up from only 15 percent in 1972-73; at the same time, manufacturing as a whole
has risen from less than 37 percent to more than 43 percent of all business outlays
on plant and equipment.

In absolute dollar terms, plant and equipment expenditures by these four basic materi-
als industries in 1976 will be just about double the 1972-73 average, compared with
a rise of less than 40 percent for all manufacturing and less than 30 percent for
all business.

Expenditures for pollution abatement accounts for about 12 percent of outlays by
the four basic materials industrics, but this ratio in 1976 will be no higher than
it was in 1974. If we deduct these outlays from total planned capital outlays for
1976 for these four industries, the absolute dollar increase from the 1972-73 average
would still be in excess of 70 percent.

If, as 1 believe, the capacity utilization rate measurements and the plant and equip-
ment expenditure data indicate that the disparity between basic materials capacity
and total manufacturing capacity is rapidly being overcome, a second look at the
data in Table I provides the basis for an interesting calculation of capital requirements
in the future.

Let us assume that the gross domestic product of nonfarm business grows as rapidly
from 1975 to 1980 as it grew from 1960 to 1965, or 5.0 percent a year: this is
as optimistic an assumption about the growth in demand as most people would be
likely to make. Let us assume further that the constant dollar value of that output
should run no higher than 85 percent of the constant dollar value of corporate gross
stocks of structures and equipment, in order to avoid inflationary demand-pull pres-
sures—even though it ran above that ratio from 1963 through 1969 and again during
1972-73.
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Table Il shows us that domestic output of nonfarm business in 1975 was $966
billion in 1972 purchasing power. Growth of 5.0 percent a year for five vears from
that level projects 1980 output at $1,233 billion in 1972 purchasing power. That
would be equal to 85 percent of $1.451 billion in 1972 purchasing power, which
is what our desired volume of gross fixed assets should be. This in turn is only
15 percent above the 1975 estimate for gross fixed assets. implving necessary real
growth of less than 3 percent a year in our fixed corporate capital. This would be
the lowest rate for any five-year period since World War I, except for 1955-60.
when it was precisely 3.0 percent a year.

Consequently, even if we assume that capital outlays in the more capital intensive
industires such as energy may have to outpace the rest of the economy during this
period, even if we assume that some capital assets still on the books are obsolete.
and even if we assume further that pollution abatement requirements may necessitate
additional expenditures, the sums required to fund sufficient capacity expansion to
meet our foreseeable needs surely seem modest and attainable without fears of strain
or urgent needs for substantial revamping of our tax structure.

[APPENDIX]|
[Reprinted from Challenge ]
CAPITAL SHORTAGE: CYCLICAL OR SECULAR
(By Peter L. Bernstein)

INTERNATIONAL COMPARISONS

But if all of this analysis is reussuring, in the sense that it demonstrates both the
probable adequacy of our current capital stock and the normal impact of fundamental
economic forces on investment (rather than the malign impact of public policy), the
concern over international comparisons still remains, for the percentage of GNP plowed
back into private business capital formation in the U.S. is indeed lower than in Germany,
Japan, and France. While we plow back some 10-11 percent of our GNP for that
purpose, Germany uses 20 percent of its GNP for investment, France uses 18 percent,
and Japan uses an almost unbelievable 30 percent. In fact, all of the European countries,
with the exception of Great Britain, devote a larger share of GNP to investment
than we do and, at the same time, have achieved more rapid improvement in productivi-
ty as measured by the rate of growth in output per hour worked.

While these facts are unquestionably disturbing at first glance, their significance
fails to hold up under more careful examination. On the one hand, they exclude
certain other relevant and important facts; on the other hund, exclusive reliance upon
them leads to economic oversimplification.

In the first place, none of these countries maintains a defense establishment anywhere
near as large as ours, either absolutely or relative to their GNP. Since 1954, defense
has taken an average of 7.5 percent of our GNP (7.3 percent if we exclude the
Vietnam buildup of 1965-67). These are real resources that are unavailable to satisfy
either the investment or consumption needs of the civilian sector, which means that
our savings rate must therefore be high enough to cover them. At the same time,
the other economies not only do not carry this burden, but, indeed, the very size
of our defense umbrella makes it unnecessary for them to carry it.

Consequently, they are in effect receiving a subsidy from us, which enables them
either 10 sustain a higher investment rate or to enjoy a lower savings rate than they
would if our foreign and strategic policies were different. Thus, when we consider
that the U.S. must save an extra 6-7 percent of its income for this purpose, the
ability of other countries to invest just about that much more of their GNP each
year than we do hardly suggests that we are soft and flabby while they are the
personification of the Protestant Ethic. (The Japanese performance is admittedly an
outstanding exception, well above ours. On the other hand, their defense effort is
truly negligible, even in comparison to that of the Europeans.)

Furthermore, our absolute leadership over the rest of the world continues to be
wide, not only in the magnitude of our capital formation but also in the level of
our output per manhour. We still produce 25 percent more per employed civilian
than the French or the Germans and at least 50 percent more than the Japanese
and the Italians.

Of course, all four of these countries have been gaining on us at an accelerated
rate since 1965, at which time we were 50 percent ahead of the French and Germans
and produced three times as much per employed civilian as the Japanese. Let us
remember, however, that that was the period of the overvalued dollar, which created
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a major fillip to economic growth and investment opportunities for Western Europe
and Japan.

But now the shoe is very much on the other foot, as the dollar is no longer endemi-
cally overvalued and our rate of inflation compures favorably with inflation rates abroad.
But there is more. Can one today properly measure productivity only in relation to
labor input or even capital input? Raw materials and energy may well be the limiting
factors of production for the foreseeable future—and here our international advantage
is overwhelming in terms of ready access to, and lower costs of. abundant supplies
of raw materials and energy.

EXPORTS CAN RESOLVE A DILENMA

But there is one final element to this picture that the conventional wisdom (even
when espoused by professional economists) fails to take into account. it is an clement
that once again finds verification in theory and that is essential to an understanding
of differences (a) in savings/investment rates among nations and (b) in public policics
that move these rates in one direction or the other.

Businessmen sink money into fixed structures and equipment only when they expect
to be able to sell the output of those capital goods at a profit. At the same time.
however, they can acquire the resources to build those capital goods only when con-
sumers are willing to refrain from consumption and. thus, to release those resources
to the capital formation sector. But here we bump into the familiar and age-old paradox
of capitalist economics: how can businessmen sell the additional output at a profit
when consumers are abstaining from spending a larger part of their incomes? Or,
indeed, how can they profitably sell the additional output when employment and in-
comes tend to decline after the investment process is accomplished and the new cequip-
ment is installed and on stream?

One way to resolve this dilemma is to export that new output. Under those conditions,
deteriorating purchasing power in the home market is no obstacle to profitable invest-
ments. This is in fact precisely what many American corporations discovered to their
delight in 1973-74. Exports rose 50 percent, or some $50 billion, from the second
quarter of 1973 to the third quarter of 1974, more than offsetting the increasing
weakness in consumer spending. Seen in this light, the persistent strength of investment
in capital goods and inventories in 1973-74 in the face of steadily deteriorating con-
sumer purchasing power can hardly be considered surprising.

While this was a special opportunity for us, less integrated economics like Germany
and Japan must export industrial products if they are to acquire the food, cnergy,
and raw materials that they need to sustain employment, turn the wheels of industry,
and feed and clothe their people. In these export-oriented economies, policies designed
to restrain consumption at home—in other words, encourage saving—and to stimulate
investment are likely to be highly successful.

We should note, however, that these policies can work in some countries only
if other countries continue to have expanding domestic markets that can absorb a
rising volume of imports; such policies pursued by all industrialized countries simultane-
ously would be doomed to failure. Indeed, had we pursued the same savings-oriented
policies as the Germans and the Japanese over the past ten years, their achievements
would have been far less spectacular than they turned out to be.

But—and this is the key point—perhaps ours would have turned out less favorably
as well! While the 1960s were admittedly a period of rising investment activity and
while the Kennedy-Johnson policies included explicit incentives for new investment,
it was also a period of vigorously growing consumer and government demands and
policies that included explicit inventives to consumers as well. Without these expanding
markets, would businessmen have earned such high profits and responded as positivel
as they did respond to the investment incentives the government gave them? AnJ,
to set the question against the current scene, after recession began to develop aborad
during 1974 and consumers at home had no choice but to tighten their belts when
living costs zoomed ahead of their incomes, should we be surprised that capital forma-
tion has fallen off during 1975?

These are in many ways the most basic, but also the most simple, questions that
the economist can ask. Saving is necessary for investment to be possible, but expanding
markets are necessary somewhere if the additional production made possible by the
new investment is to find a profitable outlet.

Hence, all things considered, the American economy has neither been a disaster
nor does it appear to be moving headlong into disaster because of inadcquate capital
formation. Before we rush to tinker with its complex processes of adjustment and
its responsiveness to fundamental economic forces, we would do well to study the
experience of the past twenty years with more care than is usually the case.
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Representative BRowN of Ohio. With this great acquisition of power,
I now turn the microphone over to Mr. Ture.

STATEMENT OF NORMAN B. TURE, PRESIDENT, NORMAN B. TURE,
INC., WASHINGTON, D.C.

Mr. Ture. Thank you, Congressman. I think the committee is to
be commended for undertaking these hearings on a subject which
will significantly influence the course of public policy for many years
to come. That subject is whether the rate of capital formation will
be adequate to meet the economy’s capital requirements over the
next decade or longer.

In my judgment, virtually all of the other major issues with which
public policymakers are concerned turn out to turn on this central
problem of capital adequacy. 1 know that you gentlemen have heard
a great deal on the subject of capital requirements and the capital
shortage, but at the risk of redundancy, I'd like to dclincate the
way in which, I believe, these phrases should be construed.

To begin with, the term “capital requirements” does not mean
that there is some specific amount of capital that must be on hand
at some future time. As individual or decisionmakers, we want addi-
tional capital in order to increase our income. The amount of addi-
tional income we seek to acquire depends on how much additional
income we can obtain from any additional amount of capital and
how much it costs us to get it. Since neither of thesec factors is
fixed, neither is the amount of capital that we want. Any very much
the same should be said for the economy as a whole. There is one
respect, however, in which the economy’s total capital requircments
should be seen in a somewhat different light. While there is no unique
absolute amount of capital that the economy must have at any given
time, insofar as public policy sets certain broad goals for thc economy,
it may, by that very token, set requirements for the amount of capital
the economy must have if these goals are to be attained.

The public policy concerned with capital requirements makes sense
only in relation to other things: Primarily, the contribution of addi-
tional capital to greater output, employment, productivity, and real
wage rates. These contributions of additions to the Nation’s stock
of real capital derives from a law of economics known at the Universi-
ty of Chicago as the law of variable proportions and elsewhere as
the law of diminishing returns. :

According to this law, an increase in the quantity of one production
input, used in combination with unchanged quantities of other produc-
tion resources, increases total output, although the rate of increase
in output diminishes relative to the rate of increase in the production
input.

r,)‘\t the same time, the productivity of other production input in-
creases. For example, an increase in the amount of capital used in
the production with a given amount of labor services increases total
output, and at the same time, increases the productivity of labor.

In a free market economy, this increase in the productivity of labor
resulting from an increase in the ratio of capital to labor and produc-
tion, has two major consequences: No. I, it increases the demand
for labor services; and No. 2, it increases real wage rates.
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How much of the effect of an increase in the capital labor ratio
will be increases in jobs and how much will be increases in wage
rates depends on the conditions of supply of labor services. In general,
both employment and real wage rates increase.

It’s instructive to examine the post-war record of the business sector
of the U.S. economy in this light. Our preliminary estimates, based
on the recently-revised national income and product accounts data
shows that from 1947 through 1973, the number of full-time
equivalent employees in the private business sector of thc economy
increased at an average annual rate of about 1% percent a year.

When you make certain adjustments for chdnges in hours of work
per week and other factors, the average annual rate of the increase
of labor services was about 1.7 percent a year. Over the same period.
the net stock of capital in the business scctor increased at an average
annual rate of about 3% percent. The capital-labor ratio, therefore,
increased at a trend rate of about 1.8 percent.

This increase in the capital-labor ratio, in turn, contributed to an
average annual rate of increase of 2.9 percent in labor’s productivity
and real wage rate. Further analysis of that record also reveals that
real output originating in the business sector incrcased at an average
annual rate of about 3.6 percent. Of this incrcasc, we estimate that
about 28 percent is accounted for by the increase in capital; 33
percent by the increase in labor services; and 39 percent by technical
progress, advances in the state of the industrial arts and their imple-
mentation in production processes.

The major conclusion, for purposes of public policy, which emerges
from this sort of an analysis is that the rate of increasc in the
capital-labor ratio is an essential factor determining the pacc of ad-
vance in employment and in real wage rates. Public policy measures
to reduce the existing impediments to private saving and capital forma-
tion should be given top priority if the employment targets and other
goals of public policy are to be achieved.

With this in mind we can begin to estimate the Nation’s capital
requirements in a meaningful way. We do this by estimating projected
increases in the labor force. Given this projection, it is possible to
estimate by how much the net stock of capital must grow if the
capital-labor ratio is to grow at least as fast as the average rate
of the post-war period, and therefore to maintain the trend rate of
increase in labor productivity in real wage rate.

Our estimate is that, assuming no changes in the general level
of prices between now and 1985, we will have to add $443 billion
to the net stock of business capital for this purpose alone. That
implies capital outlays totaling about $2% trillion, again measured
in constant 1975 dollars over that period.

But this does not exhaust required capital outlays. We must add
the amount of additional capital and the capital outlays to acquire
it at least to extend the post-war trend rate of increase in the Nation’s
stock of housing. We must also add the capital that business will
have to acquire not merely or even principally to increase its capacity
to produce goods and services that people want to buy, but to meet
public policy mandates with respect to the environment, occupational
health and safety, a wide array of product quality standards, energy
self sufficiency, and so forth.

83-402 0 - 77 -6
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Virtually none of this Government-mandated capital which a busi-
ness must acquire generates an increase in its total income. Such
capital, therefore, cannot be financed by business out of the insignifi-
cant additional cash flow, if any, that generates. And since it reduces
the rate of return on business’ total capital, the business faces increas-
ing difficulty in external financing of its capital additions.

The amount of capital outlays business will have to make over
the next 10 years just to meet the environmental control and OSHA
requirements, on the basis of very conservative assumptions, comes
to at least $353 billion, again measured in constant 1975 dollars.

For every dollar of these capital outlays, there has to be a dollar
of savings; gross private investment must be matched by gross national
saving. Gross national saving is the sum of gross private saving plus
Government surpluses or minus Government deficits. In most of the
post-war years, the Government sector has bcen in decficit, hence
has reduced rather than augumented gross national saving.

The burden of financing the Nation's capital requircments, therc-
fore, falls on the private sector and gross private saving. If it is
assumed that Government deficits average no more than $10 billion
a year over the next decade—an extremecly conservative assumption
in view of recent experience and near-term prospects—the Nation's
total private saving will have to aggregate $3.8 trillion in constant
1975 dollars, through 1985.

If you assume, more realistically, inflation at, say, 3 percent a year,
these total saving requirements aggregate not less than $4.5 trillion,
and at a 5-percent inflation rate, the total increases to $5.1 trillion.

If gross private saving as a fraction of GNP continues over the
next decade at the post-war average rate of 15.5 percent, the total
of such saving through 1985 will fall $744 billion short of estimated
requirements, measured in constant 1975 dollars. At a 3-percent infla-
tion rate, the gap rises to $893 billion. With inflation at 5 percent,
the gap increases to $1 trillion. Closing this gap between capital
requirements and private saving will require an increase in the total
private sector saving rate from the 15.5 percent post-war average
to 19.25 percent. | summarize these estimates in tables 1, 2, and
3 in my prepared statement.

There is no assurance—in fact, there is no reason whatever to
believe—that total private saving will continue at the post-war average
rate, let alone that it will increase by the indicated amount. Some
economists dismiss this problem by asserting that if the private saving
rate were inadequate, the market rates of interest would rise and
private saving would, therefore, increase. But this answer confuses
cause and effect. The rise in interest rates would be the result of
the shortfall, as I've attempted to define it, in saving and in capital
formation. It would reflect the greater relative scarcity of capital,
hence, the higher price the economy would have to pay for the
services of capital in production. To be sure, the market would clear,
but there is no reason to assume that the market-clearing amount
of saving and capital formation would be adequate to maintain the
trend rate of increase in the capital-labor ratio and to satisfy the
Government mandated demands for capital as well.

Another answer to the prospective shortfall in saving which some
economists offer is for the Federal Government to achieve budget
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surpluses instead of deficits. As noted, a Government budget surplus
is a plus in gross national saving while a deficit is a minus. Whether
this prescription would solve the problem, however, depends on how
the surplus is achieved.

A slowdown in the growth of Government expenditure relative to
tax revenues at existing tax rates, allowing revenues to catch up and
overtake expenditures, would certainly contribute to expanding the
Nation’s total saving. Desirable as this sort of fiscal development would
be, it does not appear to me, at any rate, to be a realistic prospect.

The alternative means that is often proposed for shifting from deficit
to surplus is to increase tax revenues at a faster rate than provided
by the growth of economic activity, that is, either by increasing tax
rates or by eliminating or reducing the so-called tax expenditures
or by adding new taxes.

None of these approaches is likely, however, to contributc much
to closing the saving-capital formation gap. Each is likely to increasc
the cost of private saving, hence, to reduce its amount. Raising taxes,
therefore, would transfer saving from the private to the public scctor;
it would not necessarily or even likely increase total saving by any
material amount.

I've indicated in one of these tables what the consequences will
be if we fail to close this saving gap. We estimate that at current
saving rates, the shortfall in saving in 1985—thercfore, in capital
formation—will be something of the order of $100 billion. This would
be almost 22 percent of the estimated amount of the capital formation
needed to maintain the trend rate of increase in the capital-labor
ratio.

The adverse impact of a shortfall of this magnitude on labor’s
productivity and real wage rate clearly would be enormous. 1 hope
it is clear that the problem we face is one of reducing the existing
bias against private saving. The capital shortage confronting the Na-
tion, in truth, is a saving shortage.

A major source of the bias against saving is the present tax system.
That bias results from the fact that, with few exceptions, taxes are
imposed both on the amount of current saving and on the future
returns to such saving, whereas the tax falls only once on income
used for consumption. Since the amount we save today is the capital-
ized value of income we will receive in the future, we currently
tax the same future income stream at least twice.

More realistically, we tax saving over and over again. The tax on
capital gains, the corporation income tax, the State and local income
taxes, property taxes, estate, gift, and inheritance taxes, and on and
on, all substantially add to the aggregate tax burden on saving relative
to the tax burden on consumption.

Saving uses of income are taxed far more heavily than anything
else we know. Our tax system thereby increases the cost of saving
and capital formation relative to the cost of consumption.

The foremost challenge facing the Congress is to deal realistically
with the urgent requirement for a higher rate of private saving. If
this challenge cannot be met, one or more of the high priority objec-
tives of economic policy will have to bear the brunt of that failure.

I have suggested, in my prepared statement, some tax
changes—some of them draconian; some of them of a morec modest



72

dimension—which 1 think would contribute to reducing the existing
tax bias against saving and capital formation and which, therefore,
would contribute to closing the estimated saving-capital formation gap.
I won’t bother to detail them at this point, but I'd be happy to
be responsive to any questions about them.

In conclusion, I'd like to offer the following observation. The U.S.
economy faces serious challenges as far into the future as our data
and analytical skills allow us to project. Successfully dealing with
these challenges will provide enormous rewards for all Americans.
Whether we deal successfully with them will depend in large part
on the future thrust of public policy, which in turn, will largely depend
on decisions made now and in the near future.

This committee, | am sure, has noted the tendency to treat each
new problem presented to public policymakers as evidence of the
failure of the private market system. An objective examination of
the evidence, however, suggests that our unhappy economic record
of recent years is the outcome of excessive and inept governmental
intrusion in the operation of the economy, accelerating over the years.

The decisions this Congress makes about the basic content of
economic policy will have a major bearing on whether the economy
thrives, whether individual freedom, responsibility, self-reliance, and
initiative will be encouraged and enhanced, on the one hand, or
whether the economy and all its participants will become increasingly
wards of the Federal, State, and local governments.

In the field of public finance, the first course of action calls for
a tight rein on Government spending and tax revisions aimed at mak-
ing the tax system less repressive of effort, of saving, and of invest-
ment. The latter course of action calls for an expansionary expenditure
policy, larger deficits, hence greater displacement of private saving
and capital formation, Government planning of economic activity, and
increasing Government employment. Hopefully, we will soon see a
turn toward the first course. Thank you.

Senator FANNIN. Thank you, Mr. Ture. That’s an excellent state-
ment. Incidentally, 1 want to express thanks to you for being here
today and also for your appearance before the Finance Committee.
Chairman Long has expressed his thanks to you and has stated to
our committee how impressed he was with what you had to say
and how helpful your remarks were to all of us in the formation
of our program on our tax bill.

Now, I don’t say that we’ve been able to follow your recommenda-
tions explicitly, but it certainly has been very helpful to have the
suggestions you have made—the benefits that would accrue if they
were adopted and the detrimental effects of some of the programs
that we have adopted. So we are doubly thankful to you, Mr. Ture.

Mr. Ture. Thank you for your comment.

[The prepared statement of Mr. Ture follows:]

PREPARED STATEMENT OF NORMAN B. TURE

Capital Formation: The Public Policy Issues

I am Norman Ture, President of Norman B. Ture, Inc., Economic Consultants in
Washington, D.C. The views presented in this discussion are my own. While I hope
that others will subscribe to them, they are the product of my own analysis and
conclusions and should not necessarily be ascribed to any of my past or present
clients.
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| appreciate the Committee’s invitation to present these views. The Committee is
to be commended for undertaking these hearings on a subject which. whether we
are aware of it or not, will significantly influence public policy for many vears to
come. If the growth in the Nation’s production capability fails to keep pace with
the rapidly increasing demands placed upon it. the political decisions as to the amount
of that capability to be allocated to meeting public policy mandates will become
increasingly a source of tension and unrest; both public and private aspirations will
be increasingly frustrated. Your concern with the adequacy of capital formation in
the private sector reflects a wholesome awarcness of the importance of shifting the
focus of public policy to the concerns of the Nation's long-run progress.

CAPITAL ADEQUACY: THE BASIC CHALLENGE FOR PUBLIC POLICY

A central economic problem facing the United States is whether the rate of capital
formation will be adequate to meet the economy’s capital requirements over the next
decade and longer. Virtually all of the other major issues with which public policy
makers are concerned turn on this central problem of capital adequacy. Whether
the focus is on attaining energy self-sufficiency. protection of the environment. improv-
ing and expanding mass transit systems, raising the housing standards of low and
middle-income individuals, otherwise supplementing the income of the poor. providing
safer and healthier working conditions, providing the growth in income to sustain
rising levels of consumption, and so on, a basic constraint on achicving these goals
is how much real capital will be available t0o meet the growing and varied demands
of the U.S. economy. The less rapidly we add to our production capability, the more
severely will pursuit of any of these objectives limit success in achieving other public
and private goals.

The appropriate public policy focus on capital formation is long run. In my judgement
public policy concern with such matters as the amount of capital outlays “needed™
to sustain econcomic recovery and the prospect of “shortages™ of capacity in particular
sectors is substantially misplaced. Public policy which aims at strengthening the free
market system will be concerned with removing impediments to the efficient functioning
of the system, not with substituting political judgments as to the “right” or “needed”
amounts of any type of spending to sustain economic recovery or the “right™ allocation
of capital among industries. Public policy so oriented recognizes that “shortages™ are
the results of contraints on the performance of markets, such as government-imposed
price controls, in any of their varied forms, or other types of allocation constraints,
The “‘shortages™ that appeared in 1973 were not reflections of market failure but
of the distortions imposed by the government wage and price controls initiated in
late summer 1971 and reinstituted under the “freeze™ of 1973, Similarly. the more
persistent shortages of electrical energy cannot be attributed to inherent imperfections
in private markets but to the cffects of public regulation. Insofar as public policy
is to focus on sectoral*shortages™ of capacity, it should direct its attention to determin-
ing and eliminating the impediments to efficient performance by the free private market
system of its allocative functions.

NATURE OF THE CAPITAL SHORTAGE

It is in this context that the question of the adequacy of private capital formation
should be examined. The Congress has heard much on the subject of capital
“requirements” and the capital “shortage.” At the risk of redundancy, I'd like to
delineate the way in which these phrases should be construed.

To begin with, the term capital “‘requirements” does not mean that there is some
specific amount of capital that must be on hand at some future time. As individual
or business decision-makers, we want additional capital in order to increase our incomes;
the amount of additional capital we week to acquire depends on how much additional
income we can obtain from the capital and how much it costs us to get it. Since
neither of these factors is fixed, neither is the amount of capital we want.

Very much the same must be said for the economy as a whole. In one respect,
however, the economy’s total capital “requirements” should be seen in a somewhat
different light. While there is no unique amount of capital that the economy must
have at any given time, insofar as public policy sets certain broad goals for the economy
it may, by that very token, set requirements for the amount of capital the economy
“must” have if those goals are to be attained. Thus, it makes sensc to talk about
capital additions and requirements only in relation to other things, primarily the con-
tribution of additional capital to greater output, employment, productivity, and rcal
wage rates.

These contribution of additions to the Nation’s stock of real capital derives from
a law of economics, popularly known as the law of diminishing returns. According
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to this law, an increase in the quantity of one production input used in combination
with an unchanging quantity o(} other production resources increases total output,
although the rate of increase in output diminishes relative to the rate of increase
in the production input; at the same time. the productivity of the other production
inputs increases. Thus, an increase in the amount of capital used in production with
a given amount of labor services increases total output and at the same time increases
the productivity of labor.

In a free market economy. this increase in the productivity of labor resulting from
an increase in the ratio of capital to labor in production has two major consequences:
(1) it increases the demand for labor services and (2) it increases real wilge rates.
How much of the effect of an increase in the capitallabor ratio will be fncreases
in jobs and how much will be increases in wage rates depends on the conditions
of supply of labor services: in general, both employment and real wige rates increase.

It i1s instructive to examine the postwar record of the business sector of the U.S.
economy in this light. Our preliminary estimates, based on the recently revised National
Income and Product Accounts data,”show that from 1947 through 1973, the number
of full-time equivalent employees in the private business sector of the economy in-
creased at an average annual rate of 1.5 percent a vear. Adjusting for changes in
average hours of work per week and certain other factors. the average annual rate
of increase of labor services wus 1.7 percent. Over the same period. the net stock
of capital in the business sector increased at an average annual rate of 3.5 percent.
The capital:labor ratio, hence. increased at a trend rate of 1.8 percent. This ncrease
in the capitallabor ratio, in turn, contributed to an average annual rate of increase
of 2.9 percent in labor’s productivity and real wage rates.

Further analysis of the postwar record also reveals that real output originating in
the business sector increased at an average annual rate of 3.6 pereent from 1947
through 1973. Of this increase. we estimate that 28 percent is accounted for by
the increase in capital. 33 percent by the increase in labor services, and 39 percent
by technical progress—advances in the state of the industrial arts and their implementa-
tion in production processes.

The major conclusion, for purposes of public policy, which emerges from this analysis
is that the rate of increase in the capital:labor ratio is an essential factor determining
the pace of advance in employment and in real wage rates: public policy measures
to reduce the existing impediments to private saving and capital formation should
be given top priority if the employment targets and other goals of public policy are
to be achieved.

ESTIMATING CAPITAL REQUIREMENTS

With this in mind, we can begin to estimate the Nation's capital “‘requirements™
in a meaningful way. First, we begin with a projection of the growth in the labor
force; we estimate that for the next decade, the average annual rate of increase will
be the sume—1.5 percent—as in the postwar period to date. Given this projection,
it is possible to estimate by how much the net stock of capital must grow if the
capital:labor ratio is to increase at least as fast as the average rate of the post-
war period. To repeat, if the rate of increase in this ratio slows, so too will the
rate of increase in employment and real wages rates. Projecting the postwar trends
in employment and in the capital:labor ratio through 1985, we shall have to add
$443.2 billion to the net stock of business capital, measurced in constant 1975 dollars.
Assuming no change in the rate at which business replaces fixed capital, this will
require capital outlays totaling $2.236 trillion dollars, again measured in constant 1975
dollars.

This does not exhaust required capital outlays, however. We must add the amount
of additional capital—and the capital outlays to acquire it—at least to extend the
postwar trend rate of increase in the Nation’s stock of housing. We must also add
the capital that business will have to acquire not merely or even principally to increase
its capacity to produce goods and services people want to buy, but to meet public
policy mandates with respect to the environment, occupational health and safety, a
wide array of product quality standards, energy self sufficiency, and so on.

Much of this government-mandated capital which a business must acquire gencrates
no increase in its total income. As a consequence, the business making these investments
can obtain no return on such capital, hence cannot provide rewards for the private
saving which must be channeled into such capital formation. The houschold or business
customer doesn’t go into the market to buy cleaner air or water; it's not casy to
persuade the customer that a given amount of groceries are worth more because
food processors and distributors produced less air or water pollutants. In other words,
much of this type of capital makes only a negligible contribution to the market value
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of the products customers buy. Aggregate sales proceeds for a given amount of output,
are not likely to increase by an amount equal to the additional costs of the public-
mandated capital. Such capital, therefore, cannot be financed by business out of the
insignificant additional cash flow, if any, it generates. And since it reduces the rate
of return on the business’ total capital, the business faces increasing difficulty in external
financing of its capital additions. Unless the aggregate flow of saving, generated inter-
nally by business or available in the capital markets, increases substantially, we face
a serious shortfall in the capacity of business to finance the increases in_capital used
to produce the goods and services people buy—the capital that does contribute directly
to increases in output, employment and real wage rates. This drain must somehow
be offset by additional saving. This is not to suggest that these government-mandated
capital outlays are not warranted or that the goals they seek are inappropriate. But
it must be recognized that such capital formation cannot be had for free and that
it adds substantially to the total requirements for capital.

The amount of the capital outlays business will have to make over the next 10
years just to meet the environmental control and OSHA requirements, on the basis
of very conservative assumptions, comes to at least $353 billion, in constant 1975
dollars.

PRIVATE SAVING REQUIREMENTS

For every dollar of these capital outlays, there must be a dollar of saving; gross
private investment must be matched by gross national saving. Gross national saving
is the sum of gross private saving plus government surpluses or minus government
deficits. In most of the postwar years, the government sector has been in deficit,
hence has reduced rather than augmented gross national saving. The burden of financing
the Nation's capital requirements, therefore, falls on gross private saving. If it assumed
that government deficits average no more than $10 billion per year over the next
decade—an extremely conservative assumption in view of recent experience and near-
term prospects—the Nation’s total private saving will have to aggregate $3.82 trillion
in constant 1975 dollars, through 1985.

The aggregate saving requirements are substantially larger if, more realistically, we
take account of some continuing inflation. If the price level rises on the average
by 3 percent a year through 1985, total requirements aggregate not less than $4.55
trillion. At a 5 percent inflation rate, this total increases to $5.13 trillion.

If gross private saving as a fraction of GNP continues over the next decade at
the postwar average rate of 15.51 percent, the total of such saving through 1985
will fall $744 billion short of estimated requirements, measured in constant 1975 dollars.
At a 3 percent inflation rate, the gap, conservatively estimated, is $893 billion; with
inflation at S percent, the gap increases to $1008 billion.

Closing this gap between capital requirements and private saving will require an
increase in the total private sector saving rate from the 15.51 percent postwar average
to 19.26 percent, if we assume a zero inflation rate through 1985. At a 3 percent
inflation rate, total private sector saving would have to increase to 19.29 percent
of GNP. And if inflation is at 5 percent, the private saving rate will have to increase
to 19.30 percent.! These estimates are summarized in Table I, 11, and III.

There is no assurance that total private saving will continue at the postwar average
rate, let alone that it will increase by the indicated amount. Some economists dismiss
this problem by asserting that if the private saving rate were inadequate, the market
rate of interest would rise and private saving would, therefore, increase. But this
answer confuses cause and effect: the rise in interest rates would be the result of
the shortfall, as I've attempted to define it, in saving and in capital formation. It
would reflect a greater relative scarcity of capital, hence the higher price the economy
would have to pay for the services of capital in production. To be sure, the market
would clear, but there is no reason to assume that the market-clearing amount of
saving and capital formation would be adequate to maintain the trend rate of increase
in the capital-labor ratio and to satisfy the government mandated demands for capital
as well.

Another answer to the prospective shortfall in saving which some economists offer
is for the Federal government to achieve budget surpluses instead of deficits. As noted,

I The estimated required saving rates in the inflation cases err significantly on the low side. The
estimated amounts of private saving do not include downward inventory valuation adjustments which
would reduce business saving under the 3 percent and 5 percent inflation cases. Moreover, the esti-
mated saving implicity assumes that capital recovery allowances would increase above the annual
zero inflation amounts in the same proportion as the inflation rate. Since capital recovery allowances
are based on historical rather than replacement costs, this assumption overstates the amount of this
component of private saving under the 3 percent and 5 percent inflation cases.
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a government budget surplus is a plus in gross national saving while a deficit is a
minus. Whether this prescription would solve the problem, however, depends on how
the surplus is achieved. A slowdown in the growth of government spending, allowing
revenues at present tax rates to catch up and overtake expenditures, would certainly
contribute to expanding the Nation’s total saving. Desirable as this sort of fiscal develop-
ment would be, it does not appear to be a realistic prospect.

TABLE |.—ESTIMATED CAPITAL REQUIREMENTS AND PRIVATE SAVING, 1976-85, ZERO INFLATION
(Billions of 1975 dollars)

Capital requirements
Nonresidential Other capital
fixed investment  outlays, indudin% Gross
plus inventory Governmen private .

Year accumulation deficits Total saving Saving gap
1976 205.7 110.6 316.3 261.3 55.0
1977 2130 1158 3288 2106 58.2
1978 220.5 1214 U9 280.3 61.6
1979 228.1 121.5 355.6 290.3 65.3
1980 236.3 1342 370.5 300.7 9.3
1981 44, 1414 3859 3115 744
1982 293.0 149.5 4025 3227 9.8
1983 2619 158.3 420.2 33 86.0

271.1 168.0 439.1 346.2
1985 280.6 1786 458.2 3586 100.6
Total 24147 1405.3 3,820.0 3,076.4 7436

TABLE It.—ESTIMATED CAPITAL REQUIREMENTS AND PRIVATE SAVING, 1976-85, 3 PERCENT INFLATION
(Biltions of dollars)

. Gross
Capital private Saving
Year requirements saving gap
1976. 3258 269.1 56.7
1977 3488 2871 61
1978 37136 306.3 61.3
1979 400.2 326.8 134
1980 4295 3486 80.9
1981 460.8 319 889
1982 495.0 396.8 982
1983, 2.3 4233 109.0
1984 57129 4517 1212
1985 617.1 4819 135.2
Total, 4,556.0 3,663.5 882.5

TABLE 11l.—ESTIMATED CAPITAL REQUIREMENTS AND PRIVATE SAVING, 1976-85, 5 PERCENT INFLATION
(Biflions of dollars)

Gross
. Capital private Saving
Year requirements saving gap
1976 3321 2144 517
1977 362.5 2984 1
1978 395.8 3245 713
1979 432.2 353.0 19.2
1980 4729 3839 89.0

1981 517.1 4175
1982 566.4 454.1 1123
1983 620.8 4938 1210

1984 681.2 537.1
1985 7480 584.1 1639
Total 5,129.0 41208 1,008.2

The alternative means for shifting from deficit to surplus is to increase tax revenues
at a faster rate than provided by the growth of economic activity, that is, by increasing
tax rates, by eliminating or reducing so-called ‘‘tax-expenditures”, or by adding new
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taxes. None of these approaches is likely, however, to contribute much to closing
the saving-capital formation gap. Each is likely to increase the cost of private saving,
hence to reduce its amount. Raising taxes, therefore, would transfer saving from the
private to the public sector; it would not necessarily or even likely increase total
saving by any material amount.

Particular caution should be attached to the recommendations to raise additional
tax revenues by reducing tax ‘“expenditures’”. Apart from the fact that the estimates
of the additional revenues to be obtained thereby are woefully unrealistic (because
they are based on the assumption that the affected taxpayers would be completely
.unresponsive to the increases in their taxes), the principal flaw in this approach is
that the increase in taxes would almost entirely represent additional taxes on the
return to private saving, thereby accentuating the existing anti-saving tax bias. At
best, private saving might be expected to fall by no more than the estimated increase
in revenues; more realistically, the decline in private saving would probably exceed
any ultimately realized increase in Federal tax revenues.

Whatever one’s view about the desirability of reducing tax *‘expenditures”, it is
mere wishful thinking to project any increase in the Nation’s total saving from doing
so. All things considered, achieving a higher total saving rate from government surpluses
is not a realistic solution.

CONSEQUENCES OF A PRIVATE SAVING SHORTFALL

What will happen if actual saving falls short of these “‘requirements’? In all likelihood,
the capital formation shortfall would be largely in the investment in the machinery,
equipment, plants, working capital, etc.,, which increase the real output of marketable
goods and services. If the private saving rate were to continue only at the postwar
average rate, the saving shortfall, in 1985, assuming no increase in the price level,
would be $100 billion. This would be almost 22 percent of the estimated amount
of the capital formation needed to maintain the trend rate of increase in the capital-
labor ratio. The adverse impact of a shortfall of this magnitude on labor’s productivity
and real wages clearly would be enormous.

It is clear, I hope, that the problem we face is one of reducing the existing bias
against saving. The capital shortage confronting the Nation is, in truth, a saving shortage.

THE TAX BIAS AGAINST SAVING

A major source of the bias against saving is the present tax systems. That bias
results from the fact that, with few exceptions, taxes are imposed both on the amount
of current saving and on the future returns to such saving, whereas the tax falls
only once on income used for consumption. Since the amount we save today is the
capitalized value of income we will receive in the future, we currently tax the same
future income stream at least twice. More realistically, we tax saving over and over
again: the tax on capital gains, the corporation income tax, State and local income
taxes, property taxes, estate, gift, and inheritance taxes—all substantially add to the
aggregate tax burden on savings. Saving uses of income are taxed far more heavily
than anything else.'

The foremost challenge facing the Congress is to deal realistically with the urgent
requirement for a higher rate of private saving. If this challenge cannot be met, one
or more of the high priority objectives of economic policy will have to bear the
brunt of the failure.

TAX CHANGES TO EASE THE CAPITAL SHORTAGE

It is highly encouraging that many members of the Congress have become aware
of the prospective capital shortfall, have perceived the potential of changes in the
tax structure to deal with the problem, and have attempted to develop programs
for constructive tax revisions to this end. Particularly promising, in my judgment,
are those tax programs which address the problem with a variety of proposals, aimed
at expanding saving by individuals and business alike. This approach recognizes that
no one form of saving is superior to others, that all additional saving will find its
way into the capital market where it will be allocated to the myriad capital formation
uses, by and large on the basis of which of the market participants can make the
most productive use of additional capital. No one tax change of limited scope is
the best revision for purposes of reducing the existing tax bias against saving and

'I've attempted to detail the elements of the tax system which contribute to this anti-saving bias
and to illustrate their impact in testimony presented to the Committee on Ways and Means, Panel
Discussions on General Tax Reforms, 93rd Congress, First Session, February 5, 1973, pp. 153 ff. and
in “Tax Treatment of Savings and Capital Recovery”, The George Washington Law Review, Symposi-
um on Tax Policy, March 1974, Volume 42, Number 3, pp. 501 ff.
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investment. A variety of such measures are called for if everyone is to be allowed
to have a piece of the action—to get in on the act of accelerating the expansion
of the Nation’s production capability, its total output, employment, and income.

There is, regrettably, a serious impediment to legislution to deal effectively with
the capital shortage. Promising proposals to this end appear to oppose the interests
of the affluent against the poor.: of business against labor, and of consumers against
producers and sellers. Such appearances are grossly deceiving. They arise from a
regrettable proclivity to look only at the initial impact of tax changes—at the estimated
initial changes in tax liabilities, rather than carefully examining how taxpayers will
respond to changes in taxes and determining what the ultimate effects will be. The
current tax reform legislation affords an excellent example. By closing “loopholes™
or shutting down “tax shelters™, it ostensibly promises to increase Treasury revenues.
Common sense, happily fortified by economic analysis, however, insists that many
of these provisions will result in fetenue losses tor the Treasury—not revenue gains—as
the affected taxpayers change their activities to avoid the additional tax labilities.
In doing so, these taxpayers will reduce their investments und production, thereby
cutting back on employment, in the affected activitics. These responses. obviously,
will reduce the tax base in the affected areas of activity. To be sure. some of the
investment will be allocated to other areas. but the capital market will operate to
reduce the aggregate volume of saving and investment, compared to the amount that
would otherwise occur. Thus. when the adjustments that will be made in the market
place are taken into account, the effects of changes in the tax laws are often quite
different in character from those one might expect from examining only the initial
impact change in the amount and distribution of tax liabilities.

Tax changes to reduce the existing tax bias against saving and capital formation
offer important cases in point. When one objectively examines the ultimate cffect
of such tax changes, most if not all of the apparent opposition of interest disappears.
Tax changes to mitigate the capital shortage are not exactions trom the poor, from
consumers, from labor. On the contrary, their prospects for a better tomorrow depend
critically on such constructive tax measures. .

Decades of adversary positions are not going to be legislated away in a single revenue
act, but a start toward broader and fuller understanding of the importance of and
benefits from removing the tax barriers to a higher saving rate can be made by
tax legislation which cases the excessive tax burden on all taxpayer’s saving.

The draconian solution; which I believe warrants close consideration, would be to
eliminate entirely the present income tux—on individuals and corporations alike—and
to replace it with a so-called “expenditure™ tax. The base of this tax, payable by
individuals, would exclude current saving but include the full amount of the returns
to saving, including the gross proceeds from the sale or other disposition of assets.
Corporate earnings would be fully attributable to individual sharcholders and taxed
only to them. A number of adjustments would have to be made in the measurement
of the ecarnings to be attributed to sharcholders. For one thing, since saving would
be deductible, conventional earnings per share would have to be adjusted by deducting
corporate rctentions. By the same token, conventional measures of corporate earnings
would have to be increased by amounts now allowed as deductions for depreciation,
depletion, or any other form of capital consumption. Such allowances would be
meaningless where, in effect, all capital outlays (equal savings) are expensed by virtue
of the deduction for saving. Similarly, all proceeds—not merely gains—from the sale
or other disposition by the corporation of any of its assets would be added to the
conventionally measured earnings to be attributed to shareholders.

Capital gains and losses would simply disappear entirely from tax reckoning under
this tax. With the elimination of the corporate income tax, the complete attribution
of corporate earnings to shareholders, the complete deductibility of current saving,
and the complete taxation of the returns to saving, including the full proceeds, net
of disposition costs, from the disposition of assets, any additional tax on gains—or
offset for losses—would be wholly unwarranted. In this system, continuing to tax gains
would fully reveal the tax for what it is even now; an additional, heavy penalty on
saving.

Shgn of this basic revision, there are a number of tax changes which would contribute
to reducing the present tax bias against saving.

One such tax change would be to provide a universally available tux credit for
individual taxpayers based on the amount of the net increase in their savings during
the taxable year. The credit might be allowed at a rate of, say 10 percent, with
an upper limit of, say, $1,000 per return ($2,000 on a joint return).

Relief of some form from the present incremental tax on capital gains is also urgently
needed. The present deduction for one half of realized capital gains is widely identified
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by tax “reformers” as one of the principal “loopholes™ in the income tax. In fact,
however, any tax on capital gains is an additional tax on the returns to saving: it
is a negative “‘loophole” which should be eliminated by excluding capital gains and
losses entirely from the calculation of taxable income. Short of this drastic step. some
measure, perhaps fully excluding the first $1,000 of capital gains cach year, provided
the proceeds from the disposition of capital assets are fully reinvested in others, is
highly desirable.

A long overdue tax revision is to replace our archaic depreciation system with
a capital recovery system, based on short, standard recovery periods for all machinery
and equipment and business structures. Also highly desirable would be to make the
investment tax credit permanent and uniformly applicable to all classes of property
and taxpayers. preferably at a substantially higher rate than at present.

There is a growing consensus that the corporation income tax should be climinated.
This tax is a differential and very heavy excise on saving invested in corporate equity
capital. As such, it contributes significantly to distortion of corporate capitalization.
Far more important, its adverse effects are diffused. through the operation of the
capital market, to all capital, depressing the overall private saving and investment
rate. Useful initial steps toward the elimination of this tax would be reduction in
the normal and surtax rates. an increase in the surtax exemptions and climination
of the present double tax on distributed corporate carnings.

Proposals of this sort are opposed by some on the basis that they would result
in excessively large revenue losses for the Treasury and by others on the basis that
they would not be effective. Neither view, in my judgment, is well taken.

The kind of tax revision briefly described above would reduce the cost of saving,
j.e., it would tuke less pretax current income than at present to acquire a given
amount of after-tax future income. This reduction in the cost of acquiring future
income would certainly result in an increase in the amount people would save out
of their current disposable incomes. This increuse in saving would be matched by
an increase in capital formation. The expansion of capital formation above the levels
that would otherwise occur would add immediately to total production activity, to
the extent that existing production capability could be more intensively utilized or
that more individuals would be indcued to enter the labor force: over the longer
term, the expanded stock of capital would increase aggregate production capability,
total output, hence total income. The tux base, therefore. would expand more rapidly
than otherwise. The net effect on Federal tax revenues, accordingly, would be far
different from the misleading initial impact revenue estimates customarily pro-
vided—estimates which unrealistically assume that taxpayers are completely inert and
unresponsive to changes in tax provisions. Indeed, many tax proposuls which appear
to -be revenue losers when only the initial impact revenue effects are considered turn
out to be revenue gainers when their effects on economic behavior are realistically
analyzed.

CONCLUSION

The U.S. economy faces serious challenges as far into the future as our data and
analytical skills allow us to project. Successfully dealing with these challenges will
provide enormous rewards for all Americans. Whether we deal successfully with them
will depend in large part on the future thrust of public policy, which in turn will
largely depend on decisions made now and in the near future.

This Committee, | am sure, has noted the tendency to treat each new problem
presented to public policy makers as evidence of the failure of the private market
system. An objective examination of the evidence, however, urges that our unhappy
economic record of recent years is the outcome of excessive and inept governmental
intrusion in the operation of the economy, accelerating over the years.

The decisions this Congress makes about the basic content of economic policy will
have a major bearing on whether the economy thrives, whether individual freedom,
responsbility, self-reliance, and initiative will be encouraged and enhanced, on the
one hand, or whether the economy and all its participants will become increasingly
wards of the Federal, State, and local governments. In the field of public finance,
the first course of action calls for a tight rein on government spending and tax revisions
aimed at making the tax system less repressive of effort, of saving, and of investment.
The latter course of action calls for an expansionary expenditure policy, larger deficits,
hence greater displacement of private saving and capital formation, government planning
of economic activity, and increasing government employment. Hopefully, we will soon
see a turn toward the first course.

Senator FANNIN. Mr. Eisner, would you be next, please.
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AND CHAIRMAN, DEPARTMENT OF ECONOMICS, NORTH-
WESTERN UNIVERSITY, EVANSTON, ILL.

Mr. EisNer. Thank you, Senator Fannin. | am very happy to be
here. [ will dispense with my prepared statement, which is submitted
for the record.

Senator FANNIN. Your prepared statement will be made a part of
the record, please proceed as you desire.

Mr. EisNer. | would like to make some remarks which I hope
do not seem disrespectful or unduly provocative. but 1 find myself
in some lack of sympathy with the essential premise apparently of
much of the discussion, while welcoming the remarks by a number
of the people who have testified.

To begin with, I start with the beclief that I thought that most
of us share, a belief essentially in a free enterprisc system, a notion
that businesses should spend, should invest where they find it profita-
ble. Throughout the discussion and remarks of respected members
of the committec comes the notion that there is a certain amount
of investment that should be undertaken, that there arc certain capital
requircments, and that we should have more capital investment.

I don’t believe we tell businesses we should have more aluminum
or more wood or morc bricks and less steel. There is no reason
to start telling business how it is economically best to producc. Busi-
nesses will hire labor, will use plant, will usc equipment, will invest
in research and development and new methods and managerial skills
in accordance with what appears to be profitable.

In fact, business investment has two essential roles and functions.
One of them is as a component of aggregatc demand and there are
other components of aggregate demand. We have cause to be-
lieve—most of us—that what determines how much is produced in
an _economy such as ours, with not a commissar or somecbody else
telling what should be produced, is that businessmen will produce
when they can sell what they have to producc. And what they can
sell depends upon the cost and the demand from purchases.

That demand can come from other businesses in the form of invest-
ment, but it can also come from Government, from consumers, and
foreigners. If we belicve that there is insufficient demand, there’s
no reason to say that we have to have investment to create that
demand. There’s no reason to say that we have to have additional
jobs created by going ahead and building new plants and equipment,
because you can just as well have additional jobs in producing more
automobiles and having more teachers working, more stenographers,
more scientists—more of anything.

The second major function of investment is presumably to con-
tribute to growth. We have the correct notion that production comes
from the inputs of factors of production. The more you have of
them, the more you can have in the way of output. That mcans
that in order to have more output in the future than now, with
the capacity to produce more output, we have to be able to have
more of the facilities that do produce output.

But those facilities, again, need not be only business plants and
equipment. They can be Government facilities; they can be facilitics
in households and nonprofit institutions, and essentially they can be
all of the human capital that goes to produce output.
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If we are really interested in investment, what we should bear in
mind very simply is that the single greatest detriment, the great depres-
sant of business investment is the lack of full employment. the lack
of output. Just a few very simple figures from the current situation.
We had from the fourth quarter of 1973 to the first quarter of 1975
a decline of 6.6 percent in real output, or gross national product
in constant dollars.

In roughly that same period, from the fourth quarter of 1973 to
the second quarter of 1975, we had a decline of 25.1 percent, essen-
tially one-fourth in investment, that is, fixed investment in constant
dollars. All of the members of this committee, | submit—Dbusinessmen
and others concerned about business investment—should recognize
that the one thing that kills business investment is recession. excess
capacity, unemployment. The onc hcalthy economic way to stimulate
investment is to bring about prosperity and a full employment econo-
my.

Now, we have many proposals that come forth for giving credits,
for aiding homecowners, for aiding business, aiding this group or that.
There seems to be a general forgetfulness of the fact that if there
are to be, let’s say, $350 billion of taxes or taxes levied, if you
cut taxes in one place, you're going to raise them somewhere elsc,
unless the members of this committee are recommending that we
have an increased budget deficit.

As a matter of fact, I'm onc of those that frequently does recom-
mend an increased budget deficit, because, as I've indicated earlier,
the prime problem wec have is inadequate aggregate demand, and
therefore, inadequate employment. If you want to go that route, fine.
But if you don’t, let’s then face up to it. If you talk about cutting
taxes by increasing the investment tax credit, where do you mean
to raise them?

I would submit, by the way, on the investment tax credit—contrary
to what is apparently becoming perhaps by genecral acquiesence a
widely agreed-upon proposal—there is really no reason to have a
subsidy in favor of business investment in equipment and that’s what
you have in your incentives of 10 percent.

How has Congress been able to decide-—or anybody—that business
can produce more efficiently with more equipment? How do you
know they couldn’t produce more efficiently with more buildings?
How do you know they couldn’t produce more efficiently with more
research and development, with hiring better workers? Why this sub-
sidy for equipment? I've been joking with my good friend and col-
league, Norm Ture here, why not a credit for hiring economists for
research with consulting firms? Why should Congress perhaps not
decide that that’s the better way to increase productivity?

What about the time-honored notion that we have a free enterprisc
system and business decides how to invest? Now, it’s also popular
to say that, “Well, we don’t like this on-again, off-again credit.”
In fact, and I don’t know quite how far he’d go, but Arthur Burns,
I know, has indicated some of this. There is a good argument in
favor of an on-again, off-again credit.

There is a good argument against a general subsidy to spending
for equipment because there’s no rcason to bias the economy in
favor of business expenditurcs for equipment. But if you do want
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to try to influence, the economy should be stable. Then there is
a good reason to say that the one place the free economy falls down
is that it is subject to recessions, to fluctuations of economic activity.
The one essential role of Government is not to tell business how
to produce, not to tell it to use more equipment rathcr than less,
but to see to it that there’s a climate of adequatc aggregate demand
to create full employment. And that may mean that in periods of
recession you do want to stimulate spending, not only equipment
spending, but other kinds of spending, which means you should give
a big tax credit and a big credit on marginal investment in a period
of recession and then take it away in a period of prosperity.

But the notion of having a permanent tax credit for equipment
and an even larger one than we normally have had is simply, it
seems to me, an additional tax preference, an additional loopholce,
which I know it seems to be hard to protest—there secms to be
a very widespread agreement, I regret to say, on both sides of the
aisle. But this is something, apparently, which, 1 can only rcason,
they must feel is politically unopposable. I don’t but it; I don’t get
it; I don’t get it particularly in the fact that with all of the emphasis
on reform, on improving the tax structure, the Joint Economic Com-
mittec gave this long list of tax expenditures and then as soon as
somebody comes along with proposals for more tax expenditures and
business representatives comc up and say, “We want an equipment
credit to go to 12 percent” or “We want it to be permanent,”
everybody caves in and agrecs.

Everybody can have his pet proposals to help his particular company
or his particular industry. I think it’s up to the Congress to recognize
that for the economy as a whole, what you’re giving in one place,
you may be taking away in the other.

Now, the general way to go, |1 would say, on taxes is to eliminate
preferences, to eliminate the special advantages in one place or
another. | would agree with the proposal that Leif Olsen endorsed.
I made the proposal, in fact. | think I've put in the record in some
previous hearings a Business Week article I have on the subject—for
eliminating the corporate profits tax.

That’s not to give special privileges to business and it isn’t, by
my way of thinking, to encourage business investment. The corporate
profits tax is sort of a monstrosity. We don’t know on whom it
falls. It tends to encourage businesses to incur expenses, whether
for expense account living or for conferences abroad that it has no
particular business doing.

What we should well do is tax individuals on their share of corporate
earnings. There’s not just dividends, of course, but all corporatc
earnings. | might add that there seems to be a widespread notion,
which Norm Ture has unfortunately, to my impression and to my
view encouraged, that the tax structure currently discourages saving
and investment.

That is very far from clear. There have becn a good number of
professional articles that have challenged that. I might suggest that
the one big place that the committces in Congress secm to
ignore—two big places really—where the tax structurc is hcavily biased
in favor of business investment is overwhelmingly in the matter of
capital gains. The fact is that most peoplec save and most people
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invest not anticipating their interest return and they’re not anticipating
their dividend return. People put their money in the stock market;
people buy land; people go into a corporation because they expect
its value to go up. And that gain in value we don't tax. In fact,
we don’t tax it | penny unless the gains are so-called realized and
even when they are realized we tax only the proportion—the amount
of the gains realized—the amount of the realizations that involve
gains, which are a small proportion, usually, of the total gain.

You have the astonishing loophole at death and: in estates. So with
that, you really have a major encouragement to those kinds of invest-
ments where people can make capital gains. Further, a major amount
of business investment is financed by borrowing, borrowing and paying
interest and, of course, the interest costs are deductible.

So what it comes down to is that therc is really no clear bias
against saving, against business investment certainly. There is a con-
siderable discouragement of all kinds of other investment, investment
in human capital, and human capital in particular, because of the
naturc of capital markets and because of the nature of our tax struc-
ture. The fact is that business can borrow to invest and an individual
cannot very well borrow on his own credit, saying, “Well, I expect
to become a great scicntist or a great business manager and why
don’t you give me $50,000 for my education?” Theres hardly a
banker in the country, I guess, that would dream of considering that
to be a sane proposition.

On the other hand, however, we keep talking about taxes discourag-
ing business investment. We have taxes on working peoplec which
begin from the very first moment they get a job—the payroll taxes
which keep going up, which I think are outrageously distorted against
those that begin work early instcad of those that begin work after
they get a Ph. D., perhaps, at the age of 25 or so.

So you have a situation where employers arc discouraged by the
amount of this tax from hiring employees and giving them the initial
training that would prevent them from being uncmployed, out of
the labor force, and a lost generation that so many of our youthful
unemployed arc likely to become.

I might just repeat, before I close, to remind Chairman Humpbhrey,
whom P'm glad to see back here again, that the best way to encourage
investment is really to encourage a prosperous full employment econo-
my. Mr. Chairman, with all due respect, I would warmly agree with
you on the Humphrey-Hawkins bill and I would strongly disagree
with you on saying we should have a 10-percent permanent investment
tax credit.

Chairman HumpHREY. | want to come to you about that. We’ll
talk about that.

Mr. EisNer. Yes. But I might then just close by perhaps referring
to the last paragraph or two of my prepared statement again. There
is no justification for biasing the economy in favor of more investing
or use of saying by the business sector. Business should be expected
to invest, where, without Government handouts, it finds investment
sufficiently profitable. It should not be expected to invest where it
does not clearly find it profitable.

Government should look first to distortions in resource allocations
that it has fostered by tax loopholes and tax expenditurcs, as well
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as regulatory interventions. But then Government should be prepared
to take action to promote more vigorous competition in freer markets
for capital and goods, nationally and internationally. And we should
not have quotas on steel and we should see to it that we can promote
the freest possible international trade.

Along with this should go attention to improving what is probably
the most imperfect market in our economy, the market for human
capital. It is here that we suffer most from costly waste of capacity
and of investment for the future. A major beginning should be a
commitment and initiation of plans and programs to achieve full em-
ployment for all those who desire to work. That would go further
than anything else to achieve not only maximum output and growth,
but the best and fullest measure of all types of capital formation.

Thank you.

Chairman HuMmPHREY. Thank you. Mr. Eisner, your prepared state-
ment will be placed in the hearing record.

[The prepared statement of Mr. Eisner follows:]

PREPARED STATEMENT OF ROBERT EISNER

Issues Regarding Capital Formation

Capital formation has two fundamental roles. First, the very act of investment or
production of capital goods is a contribution to current demand, output and employ-
ment. Second, in the longer run, economic growth or the ability to increase our
rate of output stems from investment or capital formation in excess of our using
up of existing means of production.

Modern theories of economic fluctuations rest heavily on the notion that production
in a profit-oriented economy depends essentially upon aggregate demand. That demand
can be viewed as coming from consumers or consumption, from government purchases
of goods and services, from net exports, that is the excess of what we sell over
what we purchase abroad, and from gross private domestic investment, which consists
of business purchases of plant and equipment, additions to business inventories, and
residential housing construction. Deficiencies in aggregate demand may hence be viewed
as deficiencies in investment. They may also be viewed obviously as deficiencies in
consumption, in government purchases of goods and services, or in the surplus of
our exports over our imports.

Business investment spending has historically been relatively volatile and there are
good analytical reasons for expecting such volatility. Investment involves the current
flow of additions to a relatively large capital stock. Changes in the rate of demand
for output in particular, but other factors as well, may cause relatively small percentage
changes in desired capital stock which involve large relative changes in the current
flow of investment.

Recessions in the rate of output hence entail major shortfalls in investment, and
the current recession has been no exception. While gross national product in constant
(1972) dollars declined 6.6 percent, from $1240.9 billion in the fourth quarter of
1973 to $1158.6 billion in the first quarter of 1975, gross private domestic investment
in similar constant dollars declined 41.6 percent, from $212.6 billion to a low of
$124.1 billion in the second quarter of 1975. The drop in fixed investment was 25.1
percent, from $193.2 billion in the first quarter of 1973 to $144.8 billion.

A high and increasing rate of investment spending would certainly be a major con-
tribution to sustaining an economic upswing. Paradoxically, however, a high rate of
investment spending itself depends very largely upon an economic upswing and the
expectation that it will continue.

An issue has been raised of “the need for capacity expansion to accompany new
jobs in step with the labor force.” | believe that this is a false issue, at least for
Congressional concern. The prime function of government policy in a market-oriented
economy such as our own is to see to it that fiscal and monetary policy lay the
basis for adequate aggregate demand. Adequate aggregate demand must mean demand
sufficient to purchase all the output that a fully employed growing labor force can
produce. given that demand, it is to be expected that private industry will decide
for itself upon the optimum mix of capacity expansion and more intensive use of
existing capacity.
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The belief that industry will not supply the appropriate amount of capacity expansion
can be sustained only by a fundamental indictment of our economic system or by
pointing to particular ineffictencies or imperfections in the market mechanism which
require correction. Some of the latter may indeed exist in the way of monopolistic
restraints which find operation more profitable with less capacity.” or imperfections
in capital markets. | should be happy to see such particular impediments to free
market competition removed. They may include certain distortions in the tax structure.
such as loopholes regarding capital gains, which encourage firms to retain carnings
regardless of the relative need for capital in their own and other companies.

I see no justification for governmental interferences in the cconomy to spur capacity
expansion beyond that which a free economy would undertake. And 1| doubt that
any fundamental indictment of our economic system is on the agenda at this time.

My reactions to questions regarding “the adequacy of the capital-goods industries
to accommodate substantial increases in investment demand™ follow along similar lines.
I do not have any first-hand knowledge of such “adequacy™ or inadequacy. Our econo-
my, however, has substantial ability to adapt to changing situations. There is no reason
to believe that the capital-goods industries could not. left to themselves. adjust to
whatever increases in investment demand might come in the normal operation of
the economy. Increases in investment demand. themselves, would adjust in the short
run to the supply of capital goods. In the longer run we should expect that supply
to adjust to investment demand. All this is as it should be, again without governmental
interference.

Regarding the financing of corporate investment. | may refer to the paper | have
submitted to the Joint Economic Committee on “The Corporate Role in Financing
Future Investment Needs.” There 1 point out that gross undistributed carnings, that
is the sum of capital consumption allowances and profits net of taxes and dividends,
have not uniformly been below plant and cquipment expenditures. If we include
dividends in the available cash flow, the consequent total of gross profits has gencrally
been more than business fixed investment. There has been an increase in the ratio
of bonds to equity financing and this trend is expected to continue. Much of the
projected acquisition of funds externally, however, goes to support the accumulation
of financial assets.

Of more potential concern for corporate investment than issues of financing is
evidence of a declining rate of return. This is quite notable in the decade from 1965,
when proper adjustment is made for inventory inflation and the increased replacement
costs of depreciating assets. Capital losses to bondholders have been matched, however,
by capital gains to at least some holders of equity, so that the reward may not have
fallen as sharply, if at all, to the prime decision-makers in business investment. There
is also evidence of a new current upsurge in corporate profits. To the extent that
there has been a decline in rates of return to capital it may be attributable to tax
incentives for investment. These may not have brought about a great deal of additional
investment but may have caused cnough “deepening” of capital to lower its rate
of return significantly.

Moving more closely to the question of financing, we may note, in Table I, projec-
tions by Bosworth, Duesenberry and Carron as to proportions of business investment.
It docs become apparent that the proportion of business investment to be financed
externally was expected to grow in the 1974-80 period to over one-quarter as compared
to little over 10 percent in the 1961-75 period. What is more, the proportion of
external funds raised by corporate bonds as opposed to corporate stock is expected
to rise again after relative decline in the early 1970,

Looking more narrowly at the total sources and uses of funds by non-financial
corporate business, as estimated by Friedman, we may note in Table 2, that of $301
billion per year of net funds projected to be taken by corporate business in 1977-81
some two-thirds would go to plant and equipment investment but about one-sixth
would go to financial investment, building up liquid assets and in particular extending
trade credit to firms with less ready access to money markets.
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TABLE 1.—INVESTMENT, FINANCING, AND ASSETS OF THE BUSINESS SECTOR,! SELECTED PERIODS, 1961-1980
(Billions of daflars, annual averages)

Description 1961-65 1966-70 1971-73 21974-80
Business Investment; *

Internal financing 64.6 86.5 126 186.9

External financing 17 241 339 64.6

Totat 723 110.6 146.5 2515

External funds raised:

Long-term 4
Corporate bonds 5
Corporate stock 0
Commercial mortgages 4
Residential mortgages 3

Short-term 8

6
1
3
2
8

—

—r

MW wwmwo e

——

Bank loans
Open market paper

Assets accumulated: 4
Liquid .
Consumer credit
Residual

Www ;oD w

—

;[Pt[lg blgiézess sector includes all nonfinancial business and finarce companies.

jected.

3 [nvestment and internat financing follow the definition of BDC, table 2-13, with the addition of direct foreign investment.
“Tota! external financing minus assets equals external financing needed. )

S Residual assets include net trade credit, residual financial asset items, and statistical discrepancy.

Source: Barry Bosworth, James S. Duesenberry, Andrew S. Carron (BDC), Capital Needs in the Seventies, Brookings, 1975, table 3-3, p. 60.

TABLE 2.—NONFINANCIAL CORPORATE BUSINESS, SOURCES AND USES OF FUNDS
(Average annual net flows—billions of curent dollars)

1970-74 1977-81

Total sources $146.9 $301.0
Internat funds 744 155.1

Undistributed profits 216 4.2

Profits before tax 80.1 163.0

Profits tax accruals -363 2.7

Net dividends paid =23 46.1

Repatriated foreign eamings 40 11.5

Inventory valuatligg ad'ustrgnent —-140 —196

Capitat consumption allowances 62.9 119.0

External funds 725 1459

Equity issues 18 120

Corporate bonds 158 32.0

Mortgages 118 23.5

Commercial 93 19.5

Other 26 40

Bank loans 16.3 36.5

o B
n marke 4 . .

Other saureespape 6.3 114
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TABLE 2.—NONFINANCIAL CORPORATE BUSINESS, SOURCES AND USES OF FUNDS—Continued

{Average zonual et fiovs —binons of cunrent doflars)

1970-74 1977-81

Total uses 135.2 2820
Physical investment 104.2 2225
Plant and equipment 91.0 198.0

Residential construction 45 9.0

Inventory accumulation 8.7 155

Financial investment 310 59.5
Liquid assets 6.6 14.0

Trade credit 17.2 35

Other financial 12 120

Sector discrepancy 17 19.0
Total uses and discrepancy 1469 301.0

S%m%z Benjamin M. Friedman, “Financing the Next Five Years of Fixed Investments,” Sioan Management Review, Spring 1975, tables 6 and 70,
pp. 70, 72.

If we turn to sources of funds, we note that Friedman’s projections for 1977-81
suggest a continuation of the large role of external funds. As in 1970-74 they would
come to close to half of the total, a considerably larger proportion than in earlier
years. Corporate bonds and bank loans are projected to rise somewhat more than
proportionately, equity issues somewhat less. Among internal funds, there is an increase
in the relatively small share attributable to repatriated foreign earnings, with undis-
tributed profits and the major item of capital consumption allowances roughly keeping
pace. Were capital consumption allowances revised to allow for replacement cost but
not for accelerated depreciation related to tax advantages, as in the new national
income accounts, capital consumption allowances would be larger, at the expense of
undistributed profits, but the total would of course be the same.

Probably of more moment than the distribution of financing as between internal
and external funds and debt and equity is the rate of return on capital. A study
by William Nordhaus, “The Falling Share of Profits,” Brookings Papers on Economic
activities, I: 1974, suggests a drop in the genuine rate of return on nonfinancial cor-
porate capital. It fell fairly steadily from its high of 10.0 percent in 1965 to a plateau
of around 5% percent in the 1970’s, before the current or recent recession, as shown
in table 3. This genuine rate of return involves a depreciation adjustment akin to
that now incorporated in the national income accounts and the inclusion of net interest
in the numerator and the total value of nonfinancial corporate capital rather than
net worth in the denominator.
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TABLE 3.—NOMINAL RATES OF RETURN ON NONFINANCIAL CORPORATE CAPITAL, BEFORE AND AFTER TAXES, 1948-73

Percent per zear, genuine rate
of return

Year Before tax (1) After tax (ra)
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Source: William D. Nordhaus, “Tre Falling Rate of Profit,” Brookings Papers on Economic Activity, I: 1974. Table 5, Y 180. The genuine rate of return is
the %enume capital income, including net interest and depreciation adjustment, divided by the net stock of capital. All values are undeflated. The denominator
for all calculations is the net stocks of il nonfinancial corporate capital, including an adjustment for valuation of Government surplus assets, in current prices;
the data are from John A. Gorman, “Nonfinancial Corporations: New Measures of Gutput and tnput,” Survey of Current Business, vol. 52 (March 1972), table 3.

Part of the decline in the rate of return may be attributed to an increase in the
effective rate of corporate taxation on genuine income. For while the widening of
tax loopholes, particularly accelerated depreciation and the equipment tax credit, tended
to reduce the nominal tax rate on corporate income, the effect of inflation was to
add to taxes a large share of inventory appreciation not included in genuine profits.

Inflation also had the effect of increasing the attractiveness to business of debt
financing. The higher interest rates associated with inflation meant increased deductions
from taxable income while the erosion of real value of principal, a major loss to
bondholders, contributed to a capital gain on the part of holders of business equity.

Evidence of a secularly declining rate of return on nonfinancial corporate capital
may be questioned. The 1973 rate was still by Nordhaus’s calculations approximately
equal to the returns for 1953 and 1958, both recession years. The rapid upsurge
of corporate profits in 1976 may, however, be signaling a new boom in the rate
of return on capital, following upon some years of recession and prerecession sluggish-
ness. Further, what may be most relevant to investment decisions is the expected
rate of return on equity. For many highly levered corporations real losses to owners
of corporate bonds corresponded to substantial capital gains on equity.

To the extent that the rate of return on capital has been declining, however, it
may well relate to the “deepening” of capital brought on by a tax structure which,
contrary to views expressed by some business spokesmen, has been heavily weighted
in recent years in favor of business investment in plant and equipment. For one thing,
beginning in a major way with the introduction of sum-of-years digit and double-
rate declining balance in the tax code in 1954 and extending through guideline deprecia-
tion, asset depreciation range “liberalization,” general shortening of lives, and introduc-
tion of the equipment tax credit beginning in 1962 and recently increased to 10
percent, there have been substantial new tax incentives for business investment. In
addition, interest costs have continued to be tax deductible and capital gains exclusions
have proved relatively more attractive with higher nominal individual income tax rates
associated with inflation.

There has been considerable dispute as to the effectiveness of the equipment tax
credit and accelerated depreciation in stimulating business investment. If the demand
for additional capital has in fact been relatively inelastic, even modest increases in
investment might have in a relatively short period created an oversupply of capital
which would lower its rate of return.
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On the matter of effective tax rates of big and small firms. what may appropriately
be of most particular concern to small business is that the equipment tax credit and
other business investment tax preferences are of disproportionate advantage to large
business, with small business figuratively picking up the crumbs from the table. A
major reason for this is simply that it is big business that tends to be most capital
intensive and uses not only the largest amounts but the largest proportions of equipment
in the productive process. Hence tax benefits for the purchase of business equipment
are a much more substantial boon to large business than to small business. both
absolutely and relatively. The consequence is not only that small business gets less
relative benefit. There may also be a buackwash in this instance which leaves small
business altogether worse off. Aside from the fact that an alternative to reducing
business taxes in a manner that gives peculiarly le-ge benefits to big business might
be a reduction in taxes of another form which would be of more benefit to small
business, there are certain real and monetary effects of a tax credit and other investment
tax subsidies which indirectly injure small business. First. to the extent that large
business does take advantage of the tax credit to invest more it puts added pressure
on the supply of machinery, thus raising machinery prices which all business, including
small business, must pay. Second, added business investment by large concerns may
further tighten credit markets, raising interest rates and making credit more difficult
to obtain by small business. The net gain to small business from these incentives
would thus clearly be less than the apparent gross gain which seems so attructive.
and may even possibly be negative.

Theré is in fact a third manner in which the equipment tax credit and accelerated
depreciation allowances are likely 1o be of less relative benefit o small than to large
business. This relates to the rather obvious fact that the tax credits and increased
tax depreciation deductions are essentially benefits to_ firms that are already making
profits. With limited provision for loss offset. small firms and new firms which are
showing little or nothing in the way of taxable profits hardly benefit from tax advantages
which would reduce their profits tax liabilities.

The objections to direct business investment tax subsidies suggest other kinds of
tax relief which might be more in order for the cconomy in general and small business
in particular. | have recommended elimination of the corporate income tax, with attribu-
tion of corporate carnings to individual stockholders in proportion to their equity.
By thus taxing corporate carnings directly at individual income tax rates. regardless
of whether they are distributed or not, we would improve capital markets by encourag-
ing distribution of carnings along with out discouragement of tax deductible expenditures
by business. But this is of course a considerable proposal on which 1 do not mean
to dwell now. It might be kept in mind, however. while we are considering such
adjustments to the current tax law as raising the figure ut which the corporate tax
surcharge becomes effective, thus possibly significantly reducing the rate of business
taxation on small corporations while having relatively little effect on large ones. Such
a measure might be deemed reasonable merely in terms of compensating for the
erosion by inflation of this tax benefit to small corporations.

There is another tax reduction which [ proposed in another context that might
be of special benefit to small business and even have some peculiar justification in
terms of small business. This would involve what might be considered a real job
development credit, a direct reduction in taxes on employment. Without attributing
evil motives to all those who have used the term, | must express my personal feeling
that application of the “job development” term to a business equipment tax credit
was one of the more dastardly actions of an administration that had elevated to high
purpose the deception of the public in the interest of international and domestic
policy. For to all of the arguments advanced against the equipment tax credit we
may add another to those concerned with increasing employment. A tax credit for
purchase of machinery can have only an indirect effect of stimulating employment
by stimulating the economy, an effect which endows it with no advantages over any
other tax cut or stimulus to the economy. But a credit for the purchase of equipment
has a direct effect of making it more profitable for firms to substitute machinery
for labor. That can hardly increase employment. Where the tax advantage induces
firms to acquire equipment which without ‘the tax subsidy could not pay for itself,
it is essentially bringing about the substitution of less productive machinery for more
productive labor.

If we wish to encourage directly the employment of labor, the obvious approach
is to reduce the taxes on that employment, which have now risen to 1.7 pereent
on the great bulk of wage earners’ income. | have proposed that for the young.
let us say, those under 21 years of age, this tax be reduced, climinated, suspended
or defrayed out of general Treasury revenues. Such action would cncourage what
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is probably the most important and productive investment that we can undertake.
investment in human capital. An increasing body of economic research in the last
decade or so has strengthened a view which many of us may have long had. that
the major and perhaps the dominant component in economic progress is a well-trained.
well-motivated. growing and creative labor force. from lowest paid workers up to
top management. Workers learn by doing. Their skills improve when they have jobs.
The idleness of our youth, the large proportions of women and minorities unemployed
or out of the labor force because they despair of finding decent jobs represent not
only a current loss but a huge loss in productive capacity in output for vears and
decades ahead. Many who do not find good jobs now and develop the habits or
skills to make them permanently productive members of society may drift into chronic
idleness and dependence on weélfare or criminal activity for survival. A tax advantage
for giving a youth or other marginal member of the labor force a job is likely to
do far more for employment and for economic growth than a tax advantage to buy
machinery which would not otherwise seem profitable.

Some form of exemption or rebate on employment taxes might be of special benefit
to small business. For a variety of reasons, small business has tended 1o pay lower
wages and hire more marginal workers thun muny of our largest corporate enterprises.
Increases in minimum wage requirements may then strike small business particularly
hard. 1 do not share the view of those who see in reduction or elimination of minimum
wage requirements solutions to problems of large unemployment among vouth and
minoritics and overwhelming unemployment among young blacks. In general it should
be feasible for a nation as productive as ours to see to it that enough is invested
in all of our workers and potential workers so that they can enjoy an adequate wage.
But we undoubtedly create a problem for those employers who might be ready to
hire inexpericnced workers if we insist that in addition to bearing the costs and risk
of their training they must pay mounting emplover pavroll taxes as well as tke out
of employees’ relatively meager wages a so-called ¢mployee contribution.

I may close by setting forth a few premises which should guide Government policy.
First, there is no justification for biasing the economy in favor of more investing
or use of saving by the business sector. Business should be expected to invest where.
without Government handouts, it finds investment sufficiently profitable. It should not
be expected to invest where it does not clearly find it profitable.

Government should look first to distortions in resource allocations that it has fostered
by tax loopholes and tax expenditures as well as regulatory interventions. But then
Government should be prepared to take action to promote more vigorous competition
in freer markets for capital and goods, nationally and internationally. Along with this
should go attention to improving what is probably the most imperfect market in our
economy, the market for human capital. It is here that we suffer most from costly
waste of capacity and of investment for the future. A major beginning should be
a commitment and initiation of plans and programs to achieve full employment for
all those who desire to work. That would go further than anything else to achieve
not only maximum output and growth but the best and fullest measure of all types
of capital formation.

Chairman HumPHREY. We are being besieged by what is known
as the media. About every 2 minutes [ get another flash here.

Mr. EisNgr. I always find your testimony not only interesting, but
brilliant. 1 say that in very great sincerity. I wonder about just a
couple of things. Under the investment tax credit, what I really was
getting at is | think that investment tax credit, if it’s authorized for
Just a year or two, is not very productive. I think that really is
kind of a ripoff.

1 believe that if you have investment tax credit, you at least ought
to authorize it over a period of time that has some relationship to
the kind of investments that you’re making. For example, investment
tax credit to utilities—we know that it takes 5 to 8 years for them
to place a nuclear reactor, for example, or to create a new system
of electrical energy generation using coal instead of gas or oil. |
think, therefore, you need some continuity. That’s all. Maybe the
word ‘“‘permanent” is wrong.
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I want at least some time. 've been very critical of the administra-
tion and what [ consider to be its flippancy, that anybody that could
invest under the climate that we've had of late is a brave man or
a damn fool—onc or the other—because you never knew what the
rules of the game were going to be. There’s no way anybody could
ever know what the rules of the game arc going to be.

As a matter of fact, every day I pick up an economic journal,
the Federal Reserve Board is changing the rules of the game. | suppose
they think that’s their business. Sometimes I think they’re on a make-
work program, the sort of an officiul WPA with elitism involved
in there, because they’re always tinkering around with the money.
If everybody tinkered with their automobile as much as thesc people
tinkered with the money, we'd never get out of the garage.

But maybe they have to. Maybe it’s just my ignorance of the situa-
tion, but | doubt it. I doubt it really. So that’s my No. 1 observation.

Second, on borrowing, [ notice that the witness has come in and
taken notc of the fact that corporations have been borrowing more
from the banks than they have in terms of financing in thc market.
Well, I think you've hit on one of the rcasons interest is deductible.
So that there is somewhat of a premium on borrowing, and quite
frankly you'd be a nut not to.

You don’t make money by working. You make moncy by using
other peoples’ money. | was taught that a long time ago. A working
man is never going to make any money. All he does is work and
gets enough money to survive. The people that make money arc
the people that handle the money, other peoples’ moncy; borrow
other peoples’ money, get the interest deduction, and then make
money for themselves off other peoples’ money. Everybody knows
that. 1 mean, they don’t want to admit it, but that’s the way it ts
all done. Most of the people that I know that have made a fortunc
have borrowed the money. If they thought they had a good thing
to borrow on, they ran the risk and they found a banker or somebody
that would loan it to them. They didn’t have the money. They wouldn’t
have had enought money to open up a chicken coop. But they got
in the chicken business—borrowed all of their money—and then either
made it or didn’t make it, but in the meantime their interest was
deductible.

I'm not being critical of that. I'm just simply saying that I don’t
like somebody to come around and try to teach me the things that
are sort of fictional things in mythology. There are certain facts that
I think we have to understand.

So there may be the fact that the interest deductibility has caused
the use of bank credits rather than equity capital or going into the
stock market. I happen to also believe that the basic health of the
economy is what produces investment and what encourages invest-
ment. Anybody that runs a little business, when you’re out there,
let’s say in Minnesota right now and you’re got a crop failurc on
your hands and you’re got a big one—the whole trade territory is
facing a crop failure.

You can go around and have all the tax laws and everything else.
But when you look around and see that our farmers arc going to
go broke, you’ve really got to ask yourself, ““Is this the year it would
be best?” Well, you may be a good big gambler and say, “Wecll,
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next year is going to be good and the odds are on our side.” but
if you're like my old grandpa, he said that these weather systems
run in cycles and it may be 5 or 6 or 7 years—bectween 5 and
7 years—and this is not the year it would be best. I'm speaking
parochially. Therefore, the investment capital is gencrally available
for those items that look like they're going to yield a return. That's
where people put their money:.

I thought that what was said here by one of our witnesses in
reference to the prosperity in the 1960s where it just got so good
that you could just run your money off in anything. I used to hear
these people come around. They had all of these funds that they'd
have—Bahamas and, you know, they had all of these investments.

It was just like a great big crap game. It didn't have any relationship
to business. It didn’t have any relationship to production. It was all
gambling, just gambling on moneys. Now, [ am rather a strict construc-
tionist. I believe in tax laws that encourage building something. creat-
ing something, such as something that you can sell. that you can
use, that you can produce.

I don’t have much use for tax laws that permit people to roll
the dice, play the big card game and call it business. Out in Las
Vegas, they call it gambling. How we straighten that out is one of
the big problems that we have today.

I've a couple of additional questions. Mr. Bernstcin, [ want to get
to you first. You make the point in your prepared statement that
profitability in investment rates are cyclical. I guess that’s what |
was trying to say herc a moment ago--that the high rates in the
1960’s may have sown the seeds of our later downturn.

Does this also imply that boosting investment incentives now, when
profits are alrcady rising sharply, may prove to be destabilizing by
raising returns and investments to unsustainable levels?

Mr. BERNSTEIN. Yes, sir. | think that’s possible.

Chairman HumpHREY. Is it probable?

Mr. BERNSTEIN. Yes. I would say it is probable. I make this state-
ment on this basis. The profitability at this point, although by no
means back to where it was in the latc 1960, is clearly on the
way up. In my prepared statement [ pointed out that in the first
quarter of this year, 1976, the real output of the business sector
was approximately the same as during the year 1973, but the profits
earncd were 25 to 30 percent bigger.

In other words, our return per unit of output, profit per unit of
output, is already substantially bigger and hopefully our output is
going to be higher over the next few years than it was in 1973.
[ hope we’re going to keep going up.

There’s a Brookings study of this by Charlie Schultze called “The
Full Employment Profit Level,” which develops the same concept
as the full employment surplus. That also indicates, given the present
price level and given productivity improvement and given higher levels
of output, the profit rates are going to be very satisfactory.

Some calculations that I have done that were not in my prepared
statement would indicate that the corporate sector is likcly to gencrate
sufficient profitability to be able to finance internally a lot of the
capital spending that’s necessary.

So, yes, sir. I would be reluctant to sec any further encouragement
to business, other than what we have already.
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Chairman HumPHREY. In other words, your feeling is that as the
general economy improves, as the plant capacity is utilized, as produc-
tivity improves, you feel that the investment capital that is nceded
for more jobs, is generally——

Mr. BERNSTEIN. Will come along and that, ves. if we're given too
much of a push we may overdo it again.

Chairman HUMPHREY. Yes.

Mr. BERNSTEIN. Just a further point about this. We should look
back on the expericnce of the 1960’s and the terrible misallocation
of capital resources that did take place in that time—the carcasses
of unfilled officc buildings and condominiums and God knows what
elsc—and many serious corporatc decisions such as General Electric
and RCA going into the computer business and then finding it to
be a disappointment. It was so easy to make an investment decision
in that environment.

But in this more difficult environment, when interest rates are high
and when stock prices arc relatively low and when businessmen have
some degrec of uncertainty about what they're doing. 1 would venture
to guess that 1 percent of GNP invested in capital formation at this
moment is likely to be a lot more productive for us than | percent
of GNP invested in capital formation in the late 1960's. Bccause
the arithmetic that you have to do, as you suggest, sir, where the
risks arc high—the “arithmetic that you have to do to justity the
investment must be done a lot more carefully now than it was then.

Thercfore, 1 would think that a given dollar of investment today
would be more productive and morc of what we nced than what
we had in the late 1960’s.

Chairman Humpirey. Did you want to ask a question?

Senator FANNIN. Well, 1 did have some oral questions and Senator
Taft has some written questions. I trust that we could submit these
to the witnesses.

Chairman Humphrey. Yes. If you will be good enough, to submit
them in writing.

Senator FANNIN. They will be submitted to each of you and how
long will the record be kept open?

Chairman Humpnrey. We'll keep it open for whatever period of
time is necessary.

Senator FANNIN. Fine. Just a few quick questions, then. Mr. Ture,
despite the improvement in profits over the last year, has the longrun
trend in profits over the past 10 years been down?

Mr. Ture. Yes; it has.

Senator FANNIN. What sources can we look to for capital investment
apart from retained carnings that we’'ve all been talking about?

Mr. Turt. Well if, in fact, people are to be expected, whether
they are in a business entity making decisions on the part of the
people who own that business or in the household trying to decidc
about how to invest their savings, if they are to be expected to
invest they have to look forward to an adequate return on the invest-
ments they are asked to commit.

If profitability is too low or is expected to be on the downslide,
trending downward, you've simply got to expect that the volumc of
saving, therefore, of investment will tend as well to decline. If you
can’t see anything in the relatively ncar futurc that’s going to reduce
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the cost of the individual as a member of the household or as a
businessman, you reduce the cost to them of saving by asking peoplec
not to consume but rather to defer their consumption, to use some
part of their income to increase the production capacity of the Nation.
You've got to be able to promise them returns which they require.
which they deem to be adequate, to compensate for their deferral
of consumption.

As matters stand now, the way in which we have projected through
the year 1985, unless there is some change in the institutional environ-
ment, something that reduces the enormous incremental cost of saving
relative to consumption, which the present tax system imposes, | think
it would be not optimism, but sheer fantasy to assumc that there's
going to be any significant increasc in the saving rate for the Nation
as a whole. And indeed, I doubt that it will maintain at the average
postwar rate.

Senator FANNIN. You talked about changes in tax laws and what
the great loss would be to the Treasury. How large a revenue loss
do you estimate will result from your proposals, if any loss would
result?

Mr. TURE. Senator Fannin, I'd like to defer answering that question
until we've had a chance, on the basis of the revised data, to make
new estimates.

Senator FANNIN. Mr. Bernstein, don’t you agree that the productivity
over the last 20 years has lagged compared to our competitors abroad
and isn’t the chief rcason for this the fact that we have invested
less per worker?

Mr. BERNSTEIN. | have to agree that our productivity improvement
has lagged behind our competitors; that’s a fact that no one can
differ with. As to the meaning of it, however, or the implication
of what you said, sir, I would respectfully differ. The basc upon
which they started was very much lower than ours and thercfore
it would be very logical to expect them to come forward faster than
we did. They are in many ways younger economies in terms of their
capital equipment. That's No. 1.

No. 2, we still maintain a very substantial absolute lead. Output
per worker in the United States is about 25 percent bigger than
in France and Germany—ecven today it's 50 percent bigger than in
Japan. Beyond that, we gave them, in a sense, a bonanza during
the period of the overvalued dollar, in which we made it highly
profitable for them to expand and to develop laborsaving equipment
and then to dump merchandise here, which is no longer possible.

Finally, sir, I think one aspect in this whole [abor productivity
thing is lost sight of, but is true of the world in which we live
today that’s different from the past—is the whole raw material and
energy situation. When we talk of productivity as the oulput per
worker, we're always talking about labor as the limiting resource
of production—factor of production—when, in fact, in many ways
raw materials today are more of a limiting resource than labor is
and energy in particular, but other things, too.

From this point of view, the United States stands in an infinitely
stronger position than our major trade competitors, the Japancsc espce-
cially, but also Western Europe. Therefore, in terms of competitive
position, I would feel very hopeful and positive about the outlook
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for the United States. And that issue, [ think [ would feel no concerns
at all.

'Senato.r FANNIN. Mr. Chairman, Senator Taft would like to have
his opening statement put into the record.

Chairman HumpHREY. We'll have the staff see that is done.

[The opening statement of Senator Taft. with attachments, follows:]

OPENING STATEMENT OF SENATOR Tarr

I am very pleased that the Joint Ecoriomic Committee has at long last gotten down
to specifics as to actual policy steps we can take o solve the unemployment and
budget problems which we have been holding hearings about since last October,

This hearing is on capital formation. Let me say struight out that § am not interested
in capital formation—not for its own sake. It is only a means to an end, That end
is rapid cconomic growth, with its accompanying low unemployment, higher real wages,
higher living standards. and an casing of the tax burden (as a pereent of a taxpayer’s
income) neceded for the solution of the problem of poverty. 1 want to know what
policy steps we must take to get this country’s growth rate up from its long term
trend rate of 2 percent to 4 percent. to a rate of between 4 pereent and 6 pereent
in real terms, on a sustained basis.

The higher growth rates 1 want to sec for this country have been achieved elsewhere
in the free world. In 1950, the U.S. had roughly twice the peer capita income of
Sweden and Switzerland. In 1974, both of these nations surpassed us in per cupita
inome. At present rates of growth., France, Germany. Belgium. and even Japan will
not be far behind, These nations are not primitive, or starting from next o nothing
and growing from a small base. They are mature cconomies, yet they continue to
grow more rapidly than the US.. and to do so without our abundance of natural
resources. How?

What are the determinants of cconomic growth? They are: (1) The accumulation
of physical capital. such as plant and cquipment. (2) The accumulation of human
capital, in the form of education. training, and skills; (3) Technological advancement.,
which means getting more out of available resources: and (4) The discovery and
development of new lands and resourcees. In my opinion, this hearing on capital forma-
tion should be just the first of a series of hearings on cconomic expansion.

We have learned two things from our lengthy hearings on S. 50, the Full Employment
and Balanced Growth. Act. First, that we need economic expansion because of the
severe problems of unemployment and inflation that have plagued the cconomy in
recent years: and second, that S. 50 s a wholly inadequate response to these problems,
[ should like to have inserted in the hearing record an attached article on S. 50
by Charles L. Schultze of the Brookings Institution, and an accompanying editorial
from the Washington Post.

We must go beyond S. 50 to attack the problem of inadequate growth head-on.

1 hope that our witnesses today can shed some light on the figures on the relationship
between investment as a percent of GNP and the rate of increase in output per
man-hour. and in real wages, across countries. It seems clear to me that those countries
with higher rates of savings and investment have higher rates of growth in real wages
and output than those with less savings and investment. | should like to have inserted
in the hearing record two attached tables to illustrate this point.

I hope that we can learn from these hearings just what the government can do,
cither through reductions in controls and red tape, reductions in taxes, or reductions
in government competition for scarce capital, to encourage saving and investment,
both by the public and by corporations.

i hope that we can get suggestions as to what other determinants of economic
growth this committee ought to investigate, as well.

If we are to solve the unemployment problem in this country, and the crisis in
social security, without sending taxes through the roof, and if we are to maintain
our position, and our security, in the world, we must get this country growing again.

Attachments.
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[From the Washington Post. June 7. 1976)
EMPLOYMENT AND INFLATION

(By Charles 1. Schultee)

(Dr. Schultze. an economist at the Brookings Institution. was director of the U.S.
Budget Bureau in the Johnson administration. This article is excerpted  from  his
testimony last month before the Senate Subcommittee on Unemployment.)

The Full Employment and Balanced Growth Act of 1976. S. 50. addresses the
most important domestic problem of this decade—high and persistent unemployment.
The chicf obstacle to overcoming that problem. both politically and cconomically,
is inflation. [ believe that S. 50 does not sufficiently recognize that fact. and hence
needs to be changed in a number of important respects. Moreover. the combination
of the “employer-of-last-resort™ provisions in this bill and the wage standards that
go with it threatens to make the inflation problem worse. These sections, particularly,
need extensive reworking.

The emphasis that S. 50 puts upon the goal of full cmployment is, in my view,
quite proper. We are a society in which not only cconomic rewards but status, dignity,
and respect depend heavily on a person’s place in the work force. The single most
important  contribution toward solving the major social problems of this genera-
tion—deteriorating inner cities. incquality among the races and hetween the sexes.
high and still rising crime rates, poverty, insecurity, and hardship for a minority of
our citizens—would be a high level of employment and a tight labor market.

However valuable some of the federal government’'s manpower training and other
social programs may be. they cannot hold a candle to the cfficacy of a tight labor
market. Necessity is the mother of invention. When 4 million business firms are scram-
bling for labor in a highly prosperous cconomy. it suddenly turns out that the unemploy-
able become employable and the untrainable trainable:” discrimination against blacks
or women becomes unprofitable. In World War 11, to choose a dramatic example,
we pushed the unemployment rate below 2 per eent. And the result of that tight
labor market was revolutionary. Black-white income differentials shrank faster than
in any subsequent period; the income distribution became sharply more equal: employers
scoured the back-country farm arcas and turned poor and untrained sharccroppers
into productive industrial workers, whose sons and daughters became the high school
graduates of the 1950s and whose grandchildren will shortly begin to enter college
in droves. -

The importance that S. 50 attaches to high employvment, therefore, is not misplaced.
The nation cannot afford over the nest decade to settle for a relatively sluggish cconomy
and a high unemployment rate.

What stands in the way of full employment?

The basic problem with achieving and maintaining full employment is not that we
lack the economic tools to generate increased cmployment. The traditional weapons
for stimulating cconomic activity—casy money, tax cuts. and government  spending
for worthwhile purposes—are pérfectly capable of generating an increased  demand
for public and private goods und services, thereby inducing employers to hire more
workers. Morcover, we do not need to have the government hire people directly
on special programs of public service employment as a long run device to reduce
unemployment. The real problem is that every time we push the rate of unemployment
toward acceptably low levels, by whatever means, we set off a new inflation.” And,
in turn, both the political and the cconomic consequences of inflation make it impossible
to achieve full employment or, once having achieved it, 1o keep the economy there.

With unemployment now at 7.5 per cent, the problem is not an immediate one.
A rapid recovery could continue for the next year and a half or so, pushing the
uncmployment rate down steadily, without setting off a new inflation. But cxperience
in the postwar period to date strongly suggests that once the overall rate of uncmploy-
ment edges below 5.5 per cent or so. and the rate of adult unemployment gets much
below 4.5 per cent, inflation will begin to accelerate.

Inflation can occur for other reasons—as it did from crop shortages and oil price
hikes in 1973. And inflation, once started, can persist stubbornly for a while even
when unemployment has risen sharply. Despite these complications, it is still highly
likely that pushing the adult unemployment rate to the 3 per cent target of S, 50
would generate substantial inflation in" the absence of major new tools for inflation
control.

There is, among economists, a division of opinion about whether the resultant inflation
would be a high but steady rate or an ever-accelerating rate. If the latter view is
correct, then keeping employment to the 3 per cent target would eventually become
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impossible, since no economy could stand an ever increasing rate of inflation. One
of the reasons we do not know the answer to this controversy is that the political
consequences of inflation have been such that the nation has never persisted in holding
adult unemployment to 3 per cent for many years running.

I believe, therefore, that a realistic view of both the economics and the politics
of inflation and unemployment lead to one central conclusion: The stumbling block
to low unemployment is inflation; the supporter of a full employment policy must
of necessity become a searcher for ways to reduce the inflation that accompanies
full employment.

The central problem is that when the overall unemployment rate gets down into
the neighborhood of 5 per cent, the job market for experienced prime age workers
becomes very tight. There are many unfilled job vacancies and not many unemployed
in this age group. The large number of younger unemployed workers do not move
in to fill these vacancies. As a consequence, wages are bid up sharply and prices
begin to rise, even though the overall unemployment rate is still high.

One approach to this problem lies in the whole panoply of job counseling, training
and placement services for youth. Federal efforts in this direction should be continued
and expanded. And a carefully structured public service program for youth could
also contribute. (Strangely, the ‘‘employer-of-last-resort” program in S. 50 is restricted
to adult workers.) But in all honesty, the record of recent years does not warrant
a confident hope that such programs can be the principal solution to the problem.

Sec. 206(d) of S. 50 establishes a major new policy—the federal government is
pledged to become the employer-of-last-resort for those who cannot find work else-
where. Sec. 206(e)(4) provides that a person shall be eligible for a employment
opportunity under this section if, among other things, he or she has not refused to
accept a job that pays whichever is the highest of either the prevailing wage for
that job or the wage paid in the government-created “‘employer-of-last-resort” job.
In turn, Sec. 402 sets up a standard for wages in the ‘‘last-resort” jobs that is bound
to be highly inflationary.

Under Sec. 402(c)(i), for example, the wage paid for a “last-resort” job in which
a state or local government is the employing agent must be equal to that paid by
the same government for people in the same occupation. But in states or cities with
union agreements for municipal employees, and in many cases even without union
agreements, the wage for a low-skill or semi-skilled municipal job is often higher
than the wage paid for the same jobs in private industry. Given the provisions of
Sec. 206(d), a person can turn down a private industry job and still be eligible for
a “last-resort” job, so long as the latter pays more than the former, and in many
cases it will. An unskilled laborer earning, say $2.50 an hour in private industry
can afford to quit, remain unemployed for four to six weeks (or whatever time might
be needed to be eligible), then claim a “last-resort” job paying (on municipal wage
scales) $3.50 to $4.50 an hour, and come out way ahead.

This would show up in heightened form in any “last-resort” jobs created in construc-
tion work, since Sec. 402 requires Davis-Bacon wages, which in practice are set at
the construction union wage scale in the nearest large city.

It is clear that in any area where municipalities or non-profit institutions pay higher
scales for relatively unskilled or semi-skilled labor than does private industry, the
wage scales in private industry will quickly be driven up to the higher level. Otherwise
there would be a steady drain of labor away from private industry into “last-resort”
jobs. A new and much higher set of minimum wages would be created!

The direct and indirect effects of this on the inflationary problem would be extremely
serious, once the bill was in full operation. Labor would become very scarce over
a broad range of semi-skilled and unskilled jobs in private industry. Wage rates would
rise sharply and prices would follow; the size of the government’s job programs would
grow rapidly, as workers left lower paying private jobs for the higher wages stipulated
in Sec. 402.

Once you begin to ask how to correct this problem, the dilemma of any *‘government-
as-employer-of-last-resort” provision becomes clear. When the unemployment rate is
below 5 or 5.5 per cent, most unemployment is not long term. Among adult males,
unemployment often consists of a period of four to eight weeks after a layoff before
a new job is found. Among many teenagers unemployment in such times is not a
steady thing, but a period between two relatively low paying jobs. What wages do
you pay in the “last-resort” jobs? If you pay low enough wages so as not to attract
many people from their existing jobs, you have a very unattractive program. Many
private jobs are low-paying, and the only way to avoid attracting people from private
industry is to set the “last-resort” wages very low indeed. But then, except in periods
of high unemployment, when even very low paying jobs aren’t available, who wants
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the program? If you set the wage somewhat higher—even if not absolutely high—it
will still exceed the wages of many people with a current job in private industry.
If so, it will begin to cause an exodus from private industrv. and drive up wages
and prices.

Special public service employment during periods of recession is a useful tool of
counter-cyclical policy. Government-financed summer employment for school age youths
makes sense. And. in good times. public service emplovment. paid at unemployment
compensation rates, may be the most appropriate way to provide for that refatively
small number who have exhausted their unemployment compensation. (This would.
however, imply unequal pay for equal work.) But the coneept of government as em-
ployer of last resort is not a workable method of pushing the overall unemployment
rate down to very low levels.

I think that there would be merit in reorganizing the bill so that it jointly addressed
the inflation and unemployment problems, and explicitly pointed in the direction of
preventing the inflation acceleration that goes with low unemployment.

[Editorial from the Washington Post. June 7. 1976]

JOBS AND it JOBLESS

The unemployment rate fell a bit last month another welcome sign that things are
moving in the right direction. But they are moving slowly. There are still 6.9 million
people out of work. Nothing has happened to change basically the expectation that
unemployment will remain over 6 percent for the next couple of years. Unemployment
is bad for people. What's the remedy?

A good many Democrats in Congress argue that the remedy is the Humphrey-
Hawkins bill, which is intended to pull the adult rate down to 3 pereent within four
years. If “adult”™ means evervbody over 16, as it does in the version reported in
the House, that means a lower rate than the country has ever had except in wartime.
All of the Democratic presidential candidates have blessed the bill, although with
varying degrees of enthusiasm. [t is very likely to become o campaign issue. As we
have observed before the bill is a mixture of noble intentions and unworkable means
to pursuc them. In recent weeks we have published responses from both of the bill's
authors, Sen. Hubert H. Humphrey (D-Minn.) and Rep. Augustus F. Hawkins (D-
Calif.). Today we print on the opposite page an analysis by Charles L. Schulize.
taken from his testimony before a Senate subcommittee. This testimony has had an
unusual impact on the debate over the month since it was delivered, and it ofters
readers an opportunity to sce for themselves what is involved here.

Dr. Schultze is altogether persvasive when he argues that this attempt to make
the federal government the employer of last resort would prove, in practice, intolerably
inflationary. He also warns that the country will not sustain employment policies that
push the inflation rate sharply upward. After the past two years” experience. can
anyone doubt that he is right? Ask yourself what you would have thought it someone
had told you, in 1973, that the unemployment rate was going to rise 10 8.9 per-
cent—and, as a result, the country would turn slightly to the right in its politics.
It happened, of course, because of the fierce inflation rate that had preceded the
recession and helped to cause it

The central danger in this bill is that it offers the hope—a false hope, sadly—that
one walloping good-hearted bill can climinate permanently the plague of unemployment
from Awmerican society. Nothing in this bill is more disquieting than the nature of
the defense that the bill's architects offer. What if it turns out to cost a great deal
more than they estimate? They reply that Congress could simply refuse to appropriate
further funds. That escape does not sit square with the unqualified promise that the
bill itsclf makes. In the House version, it declares the right of all Americans over
16 to opportunitics for useful paid employment. and states that the President shall
provide those opportunities if the private economy does not.

This country had a good deal of unhappy experience in the 1960°s under the Johnson
administration with ambitious social legislation that never kept its promises. There
was the promise that poverty would be eliminated in 10 years. The 10 years are
gone, but poverty is not. The Model Cities program was going to rebuild the American
slums, but here in Washington the corridors of riot destruction are now growing their
ninth annual crop of weeds. One of the great lessons of the 196('s was that simply
legislating a goal does not guarantee success. Another great lesson was that it the
country legislates goals and then abandons them, the cffect is deeply harmful in the
cynicism and distrust that it generates among those pecople who need help most.
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The test of social legislation is not merely whether its intentions are pure and
good. The test is also whether it seems likely to work effectively in practice. Dr.
Schultze and others have also made a highly interesting proposal for agreements between
labor and government to hold down wage increases but hold up workers’ purchasing
power when labor markets get tight. There are many other kinds of legislation that
need to be explored—especially those focused where the unemployment is greatest,
among young people and among blacks. Perhaps the time has come to begin experiment-
ing with subsidized wages for inexperienced workers. It is important not to let the
unemployment debate become polarized between the people who want an instant solu-
tion and the people who are prepared to tolerate a 6 percent rate indefinitely. Congress
cannot abolish unemployment by passing this one bill. But it has many more realistic
alternatives to speed up the present painfully slow descent of the unemployment rate.

Investment as pescent of GNP
1965-75 per- averages 1960-73

cent change in

real wages and Total minus

Country fringe benefits * Total hemebuitding

United States 15.7 17.5 136

Canada 485 218 i74

Japan 1379 350 290
Belgium 103.8

France 1.4 45 182

Germany 781 258 200

Italy 1164 205 144
Sweden 68.8

United Kingdom 539 18.5 152
Switzerlan 55.1

1 Inciudes pension programs and other fringe benefits.
Source: BLS.
COMPARATIVE REAL GROSS DOMESTIC PRODUCT, REAL GDP PER CAPITA, AND REAL GDP PER EMPLOYED CIVILIAN, 6 COUNTRIES, 1950-75*
(US. = 100)
Gross domestic product per capita

. United

Year Sweden Switzerland Canada Japan France  Gemany Italy Kingdom

53.0 62.7 76.0 178 494 393 26.0 51.2

7161 2] 51.6 52.2 299 58.4

710 844 7188 316 60.9 65.6 36.6 624

96.2 98.0 81.2 416 648 67.8 39.1 60.8

81.3 473 66.4 64.3 410 59.1

112.2 1115 85.7 61.5 750 147 458 60.3

88.0 64.0 770 753 454 60.5

87.8 65.6 76.8 731 43 53.0

88.7 68.1 770 738 447 59.5

1234 1222 921 684 814 76.0 470 61.1

123.5 1143 935 no 816 758 458 619

1 Qutput based on international price weights.

Chairman HuMPHREY. I have one or two quick questions here and
we still have just a few moments—both to Mr. Bernstein and Mr.
Eisner.

Mr. Ture made some painstaking estimates of the capital require-
ments in his prepared statement and on capital shortages for the
future. Do you have any comments on his method of approach, Mr.
Eisner, and do you, Mr. Bernstein? Do you consider these saving
shortages to be plausible?

Mr. Eisngr. | haven’t examined the particular figures, but as I
indicated earlier, | object to the basic approach of saying that there
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are certain capital requirements that we would have to have. In fact,
Mr. Ture, I think, has adequately put in his prepared statement the
basic economic notions of variable proportions and diminishing
returns.

The fact is that the American people should be left free to decide
how much they want to save, how much they want to consume.
We should try to establish a situation where there’ll be an opportunity
for everybody who wants to work, to work, to produce as much
as he feels like producing and is able to produce with the tools
that are made available.

Given that, there is really no meaning in talking about a capital
shortage because Government can do certain things which may not
be the will of the people. I would suggest two ways in which Govern-
ment will depress investment: One, of course, as | said several times
now, is to have a situation where there is underemployment and
then the figures, the information are completely clear. You have tre-
mendous drops in investment. But the second way is the Government
taking unto itself resources which could otherwise be used to produce
either consumer goods or private capital goods.

Now, this is not social security. It's not the usual kind of welfarce
payments which simply transfer. This mcans taking rcal resources,
whether to produce highways, which arc also a form of investment,
or to produce B-1 bombers, which arc not considered a form of
investment. If the Government from a full employment economy tukes
resources away, then there’ll be less left for consumption and private
investment. Whatever the Government takes away, there will be an
adjustment, and people, given that, will decide frecly if we let them,
how much the consumer invests and the amount of investment will
be such that there will be no shortage—markets will clear.

It always seems to me presumptuous for somebody to de-
cidc—whether an economist or a Government official—we have to
have more investment. Who arc they to say we have to have more
investment?

Chairman Humphrey. We'll go to Mr. Bernstein and we’ll give
you a double-barrel rebuttal, Mr. Ture.

Mr. BERNSTEIN. I'm in substantial agreement with what Mr. Eisner
has said, but I want to add a further point about the kind of ‘all
other things being equal assumption™ that underlies Mr. Ture’s obser-
vations. It may—I can’t question his numbers—be true that at full
cmployment we will nced v amount of capital and that to achieve
that capital we may have to save more than we have been saving.

But this implies that if we reduce the consumption sector in order
to be able to save more, then we will, in fact, have that investment
take place. Anything that is designed to increase the propensity to
save, the amount of saving that the economy would make out of
any given level of income, does indeed release resources for capital
formation, but that does not guarantee the use of thosc resources
for capital formation.

If consumers are going to take a smaller proportion of thc total
output or if the Government is going to spend less and take a smaller
proportion of the total output, that investment may never take place
becausc it may not look to be profitable.
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Chairman HuMPHREY. I've got to cut you off here, I'm afraid. I
have to give Mr. Ture 1 minute. I've got just a minute to get down
there.

Mr. Ture. Senator Humphrey, as a technical analyst, I would be
perfectly willing to accept any free market outcome, provided that
market were, in fact, free of distortion. So, I would very strongly
urge that what we try to do is to make our tax system as neutral
as it possibly can be in terms of its relative weight on savings and
consumption, on effort and leisure and so forth. We should look
at every other kind of public policy in exactly the same light. Then
I'd say, “Let’s see what the results will be.” It may very well be
that the rate of increase in labor’s productivity in real wage rates
that would fall out of that would be something that labor would
not accept and public policy would not accept.

What I'm saying is when you want to look at capital requirements,
you have to look at the matter in the context of public policy. You
are the coauthor of a very important piece of legislation, which targets
a 3-percent unemployment rate for adults. It will not fall out of
a free market where that market, in fact, is distorted by other govern-
mental policies which will preclude additions to the capital stock
adequate to sustain that level of unemployment.

Chairman HumpHREY. | wish we could stay here for another hour
because you're just opening up all of these interesting subject matters.
Maybe we’ll get you back again. We thank you. All of you have
been very helpful. Some of you have been with us before. We thank
you very much.

The full texts of the statements, of course, are put into the record.
Mr. Eisner, Mr. Ture, and Mr. Bernstein, thank you very much.

The hearing record will remain open for additional written questions
and comments.

[The following questions and answers, and comments were sub-
sequently supplied for the record:}]

RESPONSE OF PETER L. BERNSTEIN TO ADDITIONAL WRITTEN QUESTIONS POSED BY
REPRESENTATIVE BROWN OF OHIO

CONGRESS OF THE UNITED STATES,
Joint EcoNoMic COMMITTEE,
Washington, D.C., June 11, 1976.

Mr. PETER L. BERNSTEIN,
New York, N.Y.

DeAR MR. BERNSTEIN: Representative Clarence J. Brown has requested that the
following questions be submitted to you. They, along with your answers, will be included
in the record of the hearings on capital formation which were held on June 9th.

1. You view the increased rate of savings in the 1960’s as a result, and not a
cause, of the economic euphoria of that decade. On the other hand, individuals tend
to save a greater percentage of their incomes during recessions as well. Do you view
the causes of increase in savings as different in these two situations? What exactly
is the cause and the euphoria that sparks high savings rates?

2. You say that the economy is not doing any worse than it has over the last
thirty years. The point is, we want it to do better. What steps can the government
take to increase our rate of growth? You mention defense cuts. Are there other
ways?

3. You say that we could not sell our output if we save and invest more and
consume less. We are not talking about a society straining at full employment, or
facing even a rigid ceiling on the potential rate of economic growth, as you imply.
Why couldn’t a tax cut, and proper demand management let us save and consume
more simultaneously out of a more rapidly growing GNP?
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We would appreciate your reply as soon as possible in order to insert the answers
in the final transcript.
Thank you for your attention to this matter.
Sincerely,
JOHN R. STARK,
Executive Director.

PETER L. BERNSTEIN, INC.,
New York, N.Y., June 16, 1976.

Mr. JOHN R. STARK,

Executive Director, Joint Economic Commiltiee,
Congress of the United States,

Washington, D.C.

Dear MR. STark: | am pleased to reply to your letter of June eleventh, containing
three questions submitted by Representative Clarence J. Brown.

In response to the first question, I do indeed view the increased rate of savings
in the 1960's as a result, rather than a cause, of economic conditions. I view this
increased savings rate, however, as a consequence of economic growth, rather than
of economic euphoria. The economic euphoria to which I referred in my prepared
statement was the cause of an unsustainably high rate of investment and misallocation
of investment resources, rather than the cause of a high rate of savings.

Indeed, personal savings tended to decline as a percentage of income during the
1960’s. The increase in private savings during the 1960°s, therefore, came from the
business sector, where capital consumption allowances and undistributed profits were
both expanding faster than the total level of business activity. That was, in fact, the
source of the expanding—and ultimately excessive—level of real investment.

Personal savings rates show no consistent cyclical pattern, in contrast to business
savings, which are obviously much more sensitive to changes in the level of business
activity. As a general statement, we can say that personal savings rates have been
small when households felt confident about the future and have tended to rise when
households were anxious about the future. The major source of fluctuation in personal
savings rates has been the willingness of households to incur debt rather than fluctua-
tions in the flow of money into savings institutions or into the security markets.

The second question relates to the steps that government can take to increase our
rate of economic growth. | would think that considerations of public policy should
relate to the stability of the rate of growth in the economy as much as to its absolute
magnitude. Thus, [ believe that the rate of growth in the mid-1960’s became un-
sustainably high and led to a pack of troubles afterwards. Excessive stimulation to
increase the rate of growth in 1972 had similar results.

The ultimate objective of economic policy, 1 suppose, is to assure business of expand-
ing markets but at the same time to avoid stimulating the economy to a point where
insufficient resources are available for business to expand capacity to meet the growing
demands of its customers. This is a maddeningly narrow path to follow: I believe
that it requires maximum flexibility in public policy, particularly in the process of
setting government expenditure and in determining appropriate tax rates. Thus, I would
favor zero-based budgeting and some discretionary tax power for the President. At
the same time, 1 would hope that we could begin to view many of the activities
of government as sources of rising productivity rather than as deadweight expendi-
tures—for example, education, transportation, and health care.

While I am opposed to any sort of special tax benefits for business, particularly
those that benefit the inefficient user of resources (such as rapid depreciation and
the investment tax credit), I would favor a gradual reduction in the corporate income
tax rate and, in particular, expensing of pollution abatement expenditures. I strongly
favor all pollution abatement programs, but, since the benefits of those programs are
essentially social in nature, their cost should be carried essentially by the taxpayer
rather than by the corporation and its customers.

The final question relates to the desirability of a tax cut and “proper demand
management,” which would permit us to both save and consume more out of a more
rapidly growing GNP. I would favor those steps if I had any doubts about the ability
of the economy to move ahead under current circumstances. Everything I see, however,
points to an adequate rate of growth to reduce our unemployment rate and to stimulate
new capacity expansion by businessmen.

My concerns about further stimulus along the lines you suggest relate more to
the psychology and folklore of the business sector than to the fundamental economics
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on which you have based your suggestion. A high degree of anxiety about inflation
persists in both the financial markets and the industrial economy. People automatically
associate government spending or tax cuts with inflationary pressures—whether justified
or not. Consequently, I am afraid that measures that might be justified on the basis
of cold economics would be counter-productive because of the responses they would
induce in the private sector.

Once again, | want to express my appreciation for the opportunity to express these
views before the Committee and thank you for the gracious attention that they have
received.

Sincerely,
PETER L. BERNSTEIN.

RESPONSE OF PETER L. BERNSTEIN TO ADDITIONAL WRITTEN QUESTIONS POSED BY
SENATOR TaFT

CONGRESS OF THE UNITED STATES,
JoinTt EcoNoMic COMMITTEE,
Washington, D.C., June 18, 1976.

Mr. PETER L. BERNSTEIN,
New York, N.Y.

DeEar MR. BERNSTEIN: Senator Taft has requested that the enclosed questions be
sent to you. They, along with your answers, will be included in the record of the
hearings on capital formation which were held on June 9th.

We would appreciate your reply as soon as possible in order to insert the answers
in the final transcript.

Thank you for your attention to this matter.

Sincerely,
JOHN R. STARK,
Executive Director.

Enclosures:

1. You say that the economy is not doing any worse than it has over the last
thirty years. The point is, we want it to do better. The industrial revolution in Britain
only raised her per capita income growth rate from 1% a year to 2% a year, yet
in 50 years it made her the world’s undisputed major power. At the end of that
period, the U.S. and Japan began to industrialize with growth rates per capita of
4% and 7% respectively. The U.S. soon surpassed Britain because of the differential
and our relatively high starting point. Since World War Two, Western Europe and
Japan have been growing at 5% to 7%, compared to our usual 4%. They are getting
the edge on us, just as Britain once did with a slim 1% per year advantage over
the rest of the world. How do we go about squeezing an extra 2% growth rate out
of the economy? Can we do it without more investment in physical and human capital?

2. You say that we could not sell our output if we save and invest more, and
consume less. We are not talking about a society straining at full employment, or
facing even a rigid ceiling on the potential rate of economic growth, as you imply.
Why couldn’t a tax cut, and proper demand management, let us save and consume
more simultaneously out of a more rapidly growing GNP?

3. On the profitability of investment and lack of demand for the product, wouldn’t
tax cut encourage more saving, even at lower interest rates? Wouldn’t this increase
in the percent of GNP saved lower the cost of borrowing, thereby solving this profitabili-
ty of investment problem?

4. Wasn't the basic purpose in the Keynesian revolution to correct the aggregate
demand in the economy so that we would consume or invest at the economy’s capacity
to produce? Why couldn’t we use tax cuts and other means of demand management
to avoid this problem you mention on p. 6, that more investment would mean insuffi-
cient demand for the output? Aren’t you assuming not only some God-given ceiling
on the potential rate of growth of physical output, but also on the rate of growth
of nominal demand for that output? You have just repealed Keynes’s General Theory!

5. The real rate of return on investment in this country, both on human and physical
capital, is between 15% and 20%. That is the social benefit derived from investment
and education. But after taxes, this return drops to 3% or 5%, or thereabout. The
government is signalling the potential investor that these activities are of small benefit
to society, and we invest accordingly. Therefore, we give up on projects of great
social usefulness, because a tax wedge has been driven between what the society
would gain, and what the investor or student will receive. Doesn't this lower our
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growth rate? Isn’t a project of 12% to 14% return to society also worth doing? Shouldn’t
we lower taxes so that these projects will be undertaken, and isn’t this the only
way to raise the real wage, according to the “law of variable proportions?”

PeTER L. BERNSTEIN, INC.,
New York, N.Y., June 22, 1976.

Mr. JouN R. STARK,

Executive Director, Joint Economic Commiltiee,
Congress of the United States,

Washington, D.C.

Dear MR. STARK: | am pleased to reply to your letter of June eighteenth, concerning
three questions submitted by Senator Robert Taft, Jr. Incidentally, I hope that you
will be good enough to convey to Senator Taft my enthusiastic support for his efforts
yesterday to sustain the Congressional budget process in the face of the tax reform
group—more power to him!

The first question relates to how we can increase the U.S. economic growth rate.

This question may beg more profound questions about the desirability of trying
to increase the growth rate. I see no reason to do so simply because other economies
are growing faster than we are. For one thing, they start from a much lower base
and therefore their more rapid growth is a logical outcome. :

Second, the larger their economies are, the better customers they are for us. We
do a lot more business with Western Europe and Japan than, say, with India. Indeed,
I can find no evidence to suggest that Western Europe and Japan have in any way
suffered because we were larger than they: on the contrary, the sheer size of the
U.S. economy gave them an enormous market in which to sell and consequently
justified the economies of scale that have resulted in their impressive achievements
in productivity. Now, however, that they are larger relative to the U.S. than they
used to be, and now that the dollar exchange rate is closer to reflecting reality,
these significant advantages on the other side are beginning to diminish and move
in our favor.

Finally, we still maintain a substantial absolute lead—at current exchange rates,
our Gross National Product exceeds the total of France, Germany, and Japan. Our
inflation rate is lower than theirs. Our share of world exports has recently been increas-
ing and is still the largest for any single country. Our output per man-hour is 25%
bigger than in Japan.

The primary argument for a faster rate of economic growth in the United States
is that it would help us overcome the large and stubborn pockets of poverty that
persist in this country (and the rest of the world) without taking anything away from
the more affluent members of our society. It is tragic to see this economy operate
so far below potential while so many needs remain unfulfilled. The problem, however,
is that we are operating below potential—in other words, that we are suffering a
cyclical decline—rather than that our secular growth rate may be too low.

This therefore points clearly in the desirability of a stable growth rate as perhaps
more important than the absolute size of it. Indeed, our potential is unlikely to grow
at an adequate rate unless businessmen have confidence in the future, which means
that the simple and most important objective of policy should be to provide more
stability than the American economy has shown in recent years.

I take the liberty now of referring you at this point to the second page of my
reply to the questions addressed to me by Representative Brown, which in effect
continue this discussion and also reply to questions 2 through 5 in Senator Taft’s
letter.

Many thanks for giving me an opportunity to expand my comments in this fashion.

Sincerely,
PETER L. BERNSTEIN.

REsPONSE OF NORMAN B. TURE TO ADDITIONAL WRITTEN QUESTIONS POSED BY
SENATOR TAFT

Question 1. 1 am intrigued by the “law of variable proportions”. Is the increase
in real wages in Western Europe and Japan due to human and physical capital formation
and the working of this law?

Is this why real wages in Sweden and Switzerland are now higher than in the

U.S., and rising faster?
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Answer. The increase in real wage rates in any country in which a market mechanism
works at least reasonably well reflects the increase in the marginal productivity of
labor. The sources of this increase, broadly speaking. are the increase in the
capital:labor ratio and technical progress. The latter term usually is used to mean
principally advances in the state of the industrial arts as implemented in production.
It may very well include. for the countries alluded to. the increases in cfficiency—hence
labor’s marginal productivity—resulting from expansion of trade. since one set of cffi-
ciency gains therefrom is the reduction in indivisibilities which may be associated
with increases in the scale of economic activity.

The capital:labor ratios in the countries alluded to in the question have been lower
than that in the United States. Any given real amount of additions to the stock
of capital of those countries. other things being cqual, will have resulted in a greater
proportionate increase in labor’s marginal productivity than in the United States. For
a detailed explanation with numerical illustrations. please refer to my Tax Policy.
Capital Formation, and Productivity, a study prepared for the Committee on Taxation.
National Association of Manufacturers, Junuary. 1973, pp. 12-19.

Question 2. Getting to the consideration of what makes a country grow, would
you say that the basic determinants of growth are capital accumulation (both physical
and human) technological advance, and discovery of new resources? Which of these
could be stimulated by tax cuts, either specific or across the board?

Answer. As the answer to question 1 indicates, increasing the capital:labor ratio
and technological advance may be thought of as the principal determinants of growth.
Tax revisions which reduce the cost of saving uses of current income. hence capital
formation uses of existing production capability would contribute to accelerating growth.
Since much of the activity which comprises the processes of technological advance
involves saving and investment, tax changes which reduce the cost of saving should
contribute to a faster pace of technological progress as well as to more rapid accumula-
tion of physical capital. Such tax changes may also contribute to more rapid additions
to the stock of human capital, although to serve this objective, specific tax revisions
to mitigate the present law’s huge bias against investment in human capital are required.
More important, probubly would be efforts to increase the efficiency and quality of
educational services, from the elementary grades through the most advanced training,
including that on the job. Greater reliance on the private scctor and the market
mechanism would certainly be a constructive change in this respect.

Question 3. On the question of investment in human capital, what is the rate of
return on a medical education? Isn't it a good deal higher for the society than for
the physician, after taxes? How many doctors do we fail to train cach year because
of the tax wedge between what he gives socicty and what he gets to keep?

Question 4. Doesn't the same sort of gap between social gain and private return
occur in other areas, including investment in plant and equipment?

The real rate of return on investment in this country, both on human and physical
capital, is between 15% and 20%. That is the social benefit derived from investment
and education. But after taxes, this return drops to- 3% or 5%, or thereabout. The
government is signalling the potential investor that these activities are of small benefit
to society, and we invest accordingly. Therefore, we give up on projects of great
social usefulness, because a tax wedge has been driven between what the society
would gain, and what the investor or student will reccive. Docsn’t this lower our
growth rate? Isn’t a project of 12% to 14% return to society also worth doing? Shouldn’t
we lower taxes so that these projects will be undertaken, and isn't this the only
way to raise the real wage, according to the “law of variable proportions?”

Answer to questions 3 and 4: 1 have not researched the subject to which question
3 is directed and can supply no quantitative information in response. The answer
to question 4 is ‘‘precisely so.” The present tax system weighs far more heavily on
saving than on consumption, raising the cost of the former enormously compared
with the latter. Since households and businesses alike make their saving and investment
choices on the basis of net-of-tax returns and costs, the pretax return on capital
at any time will exceed the after-tax return. The greater the relative tax burden on
saving, hence the greater the relative cost of saving compared with consumption, the
smaller the stock of capital and the larger the gap between ‘“social™ and private
returns thereupon.

The appropriate guide to tax revisions, however, does not hinge on validating any
specific “social” rate of return on capital. The proper guide in ncutrality, i.c., equal
proportionate effects of the tax system on the costs of saving and of consumption.
Insofar as public policy mandates capital additions in excess of those that would be
forthcoming under a neutral tax system in an efficiently operating market, however,
this guide will require modification.
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Question 5. The increase in Federal, State, and Local government spending from
21% of GNP in 1950 to 35% in 1975 must surely have some impact on incentives
in the private sector. As the tax bite rises, don't we discourage lubor from earning
taxable income, and investors from investing at the same old rates of return?

Answer. Then in a choice between stimulating demand with a spending increase
and a tax cut, shouldn’t we be favoring tax cuts?

The answer to the first question clearly depends on which tax bite increases: similarly.
the answer to the second question depends on which taxes should be cut.

For example, suppose we were to repluce the entire Federal tax system with a
single flat-rate expenditure tax or a flat-rate value-added tax so specified as to have
no initial impact on total Federal revenues. The tax substitution would be a huge
step toward tax neutrality so far as saving vs. consumption is concerned and would
surely result in a higher rate of saving, capital formation, growth of total output.
labor productivity. employment, and real wage rates. The effect of the substitution
on the effort-leisure choice would be less pronounced. but certainly in the right
direction. By far the preponderant part of the total increase in government tax revenues
over the past 25 years has been derived from taxes which disproportionately burden
saving and investing compared with consumption and effort compared with leisure.
As a practical matter, slowing the rise in these disproportionately heavy tax loads.
let alone reversing their direction, requires slowing the expansion of “government
spending.

RESPONSE OF NORMAN B. TURE TO ADDITIONAL WRITTEN QUESTIONS POSED BY
REPRESENTATIVE BROWN OF OHIO

Question 1. What have been the trends in productivity of capital? If it is down,
what is the cause and what is the cure?

Answer. We estimate a 0.5 percent—not percentage point—per annum trend rate
of decrease in the marginal productivity of capital in the business sector of the U.S.
economy in the period 1948-1974. This time trend for the entirc business sector
is due In some part to changes in the composition of business sector output. c.g..
from manufacturing to services.

No “cure” is called for as a matter of public policy other than to remove impediments
to technological progress and its implementation in production. Certainly one of the
major barriers is the present tax system which is heavily biased against saving and
investment, risk-taking and entreprencurship. Greater tax neutrality in these respects
would accelerate the pace of technological progress to the extent that it depends
on these activities. Assuming a neutral tax environment in this respect and an efficiently
operating market system, any down trend in the productivity of capital would reflect
shifting preferences as to the saving-consumption choice. Any such changes in
preferences under these circumstances, should not be the concern of public policy,
except insofar as it sets objectives which are not likely to be achieved through the
performance of the market system. For example, if public policy mandates substantial
amounts of capital formation by business which would not be undertaken in the absence
of such mandates, it is appropriate for public policy to focus on the economic con-
sequences of the actions business will have to take to comply.

Question 2. In your testimony, you refer to government-mandated capital with respect
to pollution control expenditures, health and safety, etc. as a “dead weight”” in determin-
ing a return on business capital. This “dead weight” you estimate at $353 billion
over the next 10 years. Mr. Bernstein on page 15 of his testimony does not portray
these cxpenditures as constituting a significant part of investment—that is, a ratio
of 12 percent of outlays for the four basic material industries in 1976. Could you
place the figures you gave in a ratio to total business investment as well as comment
on Mr. Bernstein's observations?

Answer. Our current, revised estimates of private capital outlays to comply only
with environmental control and OSHA standards show that these will come to 9.1
percent of total estimated capital requirements in the 10 years 1976-1985. If a construc-
tive, nonpunitive energy policy emerges in the near future, it is likely to involve
a substantially larger amount of capital outlays for energy producing industries than
is included in our revised estimates of business capital spending needed to maintain
the postwar trend rate of increase in the capital:labor ratio. We have been unable
to estimate the amount—possibly quite large—of capital outlays business will be required
to make to meet government-mandated product quality standards. Nor have we been
able to estimate business expenditures to comply with the ever-increasing regulatory
requirements. Such expenditures may not be classified conventionally as capital outlays,
but they are very much the same as mandated capital expenditures in that they generate
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no cash flow other than tax deductions. In the aggregate, all such government-mandated
outlays are likely to exceed 12 percent.

Even 12 percent is not properly regarded as insignificant. Such outlays must be
financed in real terms by an equal increase in saving if other capital outlays are
not to be reduced in equal amount. A 12 percent reduction in business capital formation
of the sort that contributes to greater marketable output has obvious significant, adverse
implications for the rate of increase in labor’s productivity, employment, and real
wage rates.

Question 3. Could you comment on Mr. Bernstein’s analysis that some of the high
rate of business spending was devoted to speculative unproductive investment and
now that the recession has cleared out some of the excesses, investment coming on
stream will be far more sound and productive?

Answer. | haven't the remotest idea about the analysis Mr. Bernstein used as a
basis for his conclusion that “some of the high rate of business spending was devoted
to speculative unproductive investment” nor for his notion that ‘“the recession has
cleared out some of the excesses.” All of this sounds much like the Marxist notions
that capitalist economies tend inevitably to “overinvest” and ‘‘require’” recessions or
depressions to correct the overinvestment. Is Mr. Bernstein suggesting that had the
recession been avoided there would nevertheless have been “too much” capital?

Of the $69.1 billion (constand 1972 dollars) decrease in gross private domestic
investment between 1973 and 1975, $50 billion consists of the reduction in business
inventories and in residential fixed investment. Both may be associated in_significant
part to the extraordinary increases in interest rates in 1974, in tum attributable to
the extraordinary inflation in that year, in turn attributable to the excessive increase
in the stock of money in 1972 and 1973.

RESPONSE OF ROBERT EISNER TO ADDITIONAL WRITTEN QUESTIONS POSED BY
REPRESENTATIVE BROWN OF OHIO

CONGRESS OF THE UNITED STATES,
Joint EcoNomic COMMITTEE,
Washington, D.C., June 10, 1976.

Prof. ROBERT EISNER,
Department of Economics, Northwestern University, Evanston, Ill.

DearR Proressor EISNER: Congressman Clarence J. Brown has requested that the
following questions be submitted to you. They, along with your answers, will be included
in the record of the hearings on capital formation which were held on June 9th.

1. Isn’t your analysis that capital investment depends on demand for output rather
incomplete and shortsighted? What about the need for investment for pollution abate-
ment equipment, occupational safety and health equipment, mass transportation, energy
requirements, and government mandated investment which is quite apart from output
demand?

2. Aren’t you putting too much emphasis on the cyclical situation when in fact
the real problem in capital formation is a long-run problem looking ahead over the
next two or three decades? Some studies have put our aggregate needs for new plants
and equipment at several trillion dollars. The New York Stock Exchange puts the
figure at $4.7 trillion. What percent of projected GNP would have to go for business
investment to meet these needs?

3. How can we increase the propensity to save? If our goal is more rapid economic
expansion, which basic factors must we change, and how?

We would appreciate your reply as soon as possible in order to insert the answers
in the final transcript.

Thank you for your attention to this matter.

Sincerely,
JouN R. STARK,
Executive Director.



108

NORTHWESTERN UNIVERSITY,
DEPARTMENT OF ECONOMICS,
Evanston, Hll., June 18, 1976.

Mr. JoHN R. STARK,

Executive Director, Joint Economic Committee,
Congress of the United States,

Washington, D.C.

DEeAR JOHN: My responses to the questions raised by Congressman Clarence J. Brown
are as follows:

1. It takes capital to produce output. To produce more output business generally
needs more capital. The acquisition of additional capital is investment. Historically,
the bulk of investment has been associated with increasing the stock of capital that
goes with additional labor to produce more output.

Investment has certainly also taken place to meet changing compositions of demand
and to accommodate changing methods of production. Currently, as the question points
out, some considerable investment is being undertaken because of changing methods
of production which are mandated by government requirements in the area of pollution
abatement, occupational safety and health. There is also some public investment in
transportation, most conspicuously in the construction of highways, as well as public .
and private investment in mass transportation to direct government demand or demand
induced by tax subsidies.

2. In my paper, “The Corporate Role in Financing Future Investment Needs,”
prepared for the Joint Economic Committee’s U.S. Economic Growth 1975-1985:
Prospects, Problems and Patterns, | have considered long-run issues in capital formation
and have taken note of estimates from New York Stock Exchange studies and others.
I believe that many of these projections of “needs” are arbitrary and tend in some
instances to be self-serving.

Projections of the percentage of GNP to go for business investment vary. They
should in fact vary with projections of output being produced by business and the
most efficient manners in which business finds it profitable to produce that output.

It is difficult for me to see why in a free enterprise economy any of this can
be looked upon as a “real problem.” Is there some reason why either the Congress
or New York Stock Exchange has set itself above the market as authority on how
much investment should be undertaken? I should have thought that it is of the essence
of our economy that government make certain decisions, democratically arrived at,
as to public goods to be produced, whether for defense or education or highways
or the like, that government also sets certain standards regarding pollution and the
like in the public interest, that all of us as individuals decide how much we want
to work and what we want to buy. Competitive business then meets all the demands,
subject to the limited government constraints, in the way that is most profitable to
it, which can also be the way that is economically most efficient. If the most efficient
and most profitable production involves more plant and equipment it will be forthcom-
ing. Otherwise it will not.

3. Tax policy can be used to increase the propensity to save, particularly by putting
a tax on consumption. I fail to see why it should be government policy to increase
the propensity to save. Again, in a free economy, we should expect people to save
as much as they wish.

Saving means sacrificing current consumption in order to offer greater future con-
sumption to ourselves or our heirs. We are somewhat guided in that decision by
the return to saving, that is how much additional consumption either we or our heirs
can enjoy in the future as a result of each dollar of consumption that we sacrifice
now.

Is there any reason why the American people must be told or forced to sacrifice
more now in order to provide more for the future? Is there any knowledge that
government or the New York Stock Exchange has, that the rest of us do not have,
indicating that the true return to saving is greater than most of see it to be in the
market? Or is there any reason government has to force us to provide for more
consumption later in our old age rather than now in our youth, or more consumption
for our children or our grandchildren than we were otherwise planning, at the expense
of our own consumption?

I am not one to argue that government should never intervene in the economy
or influence private decisions. The area of pollution abatement is one that all economic
analysis and experience indicates clearly can not be left to a free market, although
even here it must be recognized that the extent of government intervention should
be guided by sober cost-benefit analysis. But I fail to see why the government should
look for ways to “increase the propensity to save” and continue to be startled by
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so many in government and in business who believe themselves dedicated to free
enterprise and free choice, yet consider this a legitimate matter for government control.
1 do not believe that our goal should be more rapid economic expansion per se.
I believe that we should remove all impediments to whatever rate of cconomic expansion
people may prefer. Involuntary unemployment is one of the most important and serious
impediments to economic expansion. Government fiscal and monetary policy should
be directed above all to eliminating involuntary unemployment. Full employment and
general prosperity would be by far the greatest possible stimulus to saving. investment
and economic expansion.
Sincerely,
ROBERT EISNER.

RESPONSE OF ROBERT EISNER TO ADDITIONAL WRITIEN QUESTIONS POSED BY SENNTOR
Tarr

Question 1. 1 am intrigued by the “law of variable proportions™. Is the increase
in real wages in Western Europe and Japan duc to human and physical capital formation
and the working of this law?

Is this why real wages in Sweden and Switzerland are now higher than in the
U.S., and rising faster?

Answer. The “law of variable proportions™ relates to the possibilities of producing
with different relative quantities of the various factors of production. It is usually
accepted with the law of diminishing returns which indicates that additions of more
and more of one factor of production lead to less and less addition to output per
additional unit of input of that varying factor. It also is usually associated with the
view that more of one factor of production tends to raise the average and probably
the marginal product of other factors ot production.

Increases in real wage in Western Europe and Japan are undoubtedly due to the
accumulation of physical and human capital. As to Sweden and Switzerland 1 would
be cautious in any conclusion that real wages there are higher than in the United
States. The rash of statistics pointing in this dircction seem generally to be based
upon simplistic applications of rates of exchange which may not be accurate measures
of domestic purchasing power of respective currencies. it should be observed, however,
that both Sweden and Switzerland operate very close to full and maximum cmployment,
indeed with large numbers of “imported” foreign workers, particularly in Switzerland.
Much human capital is accumulated by working, as well as in education. In both
regards, Sweden and Switzerland rank high.

Question 2. Getting to the consideration of what makes a country grow, would
you say that the basic determinants of growth are capital accumulation (both physical
and human) technological advance, and discovery of new resources? Which of these
could be stimulated by tax cuts, either specific or across the board?

Answer. | agree that basic determinants of growth are capital accumulation, both
physical and human, technological advance and discovery of new resources. 1 would
stimulate all of these by tax cuts sufficient, given optimal government cxpenditures
of public goods and services, to create sufficient aggregate demand for full employment.
I would advocate specific tax cuts only in instances where free markets cannot be
expected to operate appropriately. And there, in principle, 1 would prefer overt sub-
sidics.

It is generally in the area of human capital accumulation that free markets breuk
down, because humans are unable to offer themselves as collateral for borrowing
and investment. Human beings care also somctimes constrained in their investment
opportunities by risk and aversion to risk as well as imperfect information. These
are the areas for government intervention.

Government might also intervene in encouraging technological advance to the extent
that this depends upon research .and development involving externalities, that is ad-
vantageous to society or to the economy as a whole greater than those accruing
to the individual firms that might undertake them.

Question 3. On the question of investment in human capital, what is the rate of
return on a medical education? Isn’t it a good deal higher for the society than for
the physician, after taxes? How many doctors do we fail to train each year becausc
of the tax wedge between what he gives society and what he gets to keep?

Answer. [ do not see anything special in the effect of taxes upon income of physicians.
I believe there is currently substantial subsidy of medical education which would warrant
higher taxes on those individuals fortunate enough to receive the benefits of medical
education. The matter of health care is much broader than that of physicians. 1 suspect
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that physicians have controlled medical services too much in their own financial interest
with too little concern for a broader social investment in all forms of health services,
probably including medical education which would increase the supply of physicians.

Question 4. Doesn’t the same sort of gap between social gain and private return
occur in other areas, including investment in plant and equipment?

The real rate of return on investment in this country, both on human and physical
capital, is between 15 percent and 20 percent. That is the social benefit derived
from investment and education. But after taxes, this return drops to 3 percent or
5 percent, or thereabout. The government is signalling the potential investor that these
activities are of small benefit to society, and we invest accordingly. Therefore, we
give up on projects of great social usefulness, because a tax wedge has been driven
between what the society would gain, and what the investor or student will receive.
Doesn’t this lower our growth rate? Isn’t a project of 12 percent to 14 percent return
to society also worth doing? Shouldn’t we lower taxes so that these projects will
be undertaken, and isn’t this the only way to raise the real wage, according to the
‘“‘law of variable proportions?”

Answer. There is not a presumption of the same gap between social gain and private
return in the areas of investment in plant and equipment. It is not clear that the
net effect of business income taxation, with deductibility of interest payments, general
avoidance of taxation on capital gains, accelerated depreciation for tax purposes and
equipment tax credits, results in any governmental discouragement of business invest-
ment in plant and equipment. If anything, we may have brought about a situation
where there is too much investment in plant and equipment, that is the social return
is less than the private return.

There is a real question of how to calculate rates of return in regard to taxes.
To the extent that taxes are paying for services necessary to production, including
the production of human and physical capital, it may be quite incorrect to presume
that the return to capital should be calculated gross of taxes.

Question 5. The increase in Federal, State, and Local government spending from
21 percent of GNP in 1950 to 35 percent in 1975 must surely have some impact
on incentives in the private sector. As the tax bite rises, don’t we discourage labor
from earning taxable income, and investors from investing at the same old rates of
return?

Then in a choice between stimulating demand with a spending increase and a tax
cut, shouldn’t we be favoring tax cuts?

Answer. Increases in government spending and taxes cannot be divorced from their
nature. Much of the increase in “spending” is essentially and increase in transfer
payments involving social insurance. Insurance of any kind, whether public or private,
tends to dampen incentives. Wherever one is guaranteed an income in the event
of a certain contingency, the incentive to avoid that contingency is reduced.

There are some kinds of taxes that have more disincentive effects on earning income
than others. I object in particular to financing so great a proportion of social security
by the payroll tax, particularly a payroll tax on very young workers. This creates
an added burden among a group suffering very high unemployment and marginal
employability to employers looking for skilled, experienced workers.

The other side of the coin of government spending and taxation involves governmental
purchases of goods and services. These, unlike transfer payments, actually take the
resources from the private sector of the economy and hence leave less available for
private consumption and investment. Some forms of government purchases of goods
and services, such as for education, research and development and various categories
of public investment, may actually add to private rates of return. The great bulk
of Federal expenditures for goods and services are for military purposes. These clearly
do not add to private rates of return. It always strikes me as curious that many
who express the greatest concern for high Federal spending seem most opposed to
curbing what accounts for roughly two-thirds and often more of the total Federal
take of productive resources.

One cannot choose between a spending increase and a tax cut without specifying
the nature of the spending increase. If one is in favor of the B-1 bomber and wants
to increase spending for that one presumably would favor it as against a tax cut.
If one is in favor of spending for training programs, employment services, aid to
education and other measures which might involve investment in human capital, one
might prefer spending for that. Conversely, those interested in stimulating demand
but opposed to the particular form of spending which may seem likely should prefer
a tax cut.
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CITIBANK,
New York, N.Y., July 13, 1976.

Hon. HuBerT H. HUMPHREY,
U.S. Senate, Washington, D.C.

DeArR SENATOR HuMPHREY: | have reviewed the Library of Congress report on
“Comparative Cost-Effectiveness of Alternative Investment Tax Incentives.”

The results in favor of replacing the present system with an incremental investment
credit proposed by Senator Kennedy depend on the output of only one model—the
DRI macro model. The results will be sensitive as to the specification of the investment
equations used in the model.

My main objection to this type of analysis is that it considers only one type of
investment—investment in physical capital. It neglects investment in human capital
and technology, areas which contribute as much as physical capital to growth in income.

It is not clear that subsidizing only one type of capital investment will lead to
any long-term substantial increase in the total capital stock defined to include physical
as well as human capital and technology.

It is, of course, reasonable to assume that programs which seek to subsidize only
investments that would not otherwise have occurred will be more successful than
those programs that would seek to subsidize all investments. The rationale is that
it is unnecessary to subsidize capital investment that already benefits from high rates
of return and profitability. It is correct that available funds will be more effective
if concentrated on those decisions that are at the margin. The problem in this approach
is to identify those investments that are marginal. In this regard, a base-year approach
tends to penalize old firms at the expense of new firms and to encourage various
forms of subterfuge.

In conclusion, I remain skeptical about the long-term efficacy of using government
subsidies to stimulate capital investment generally. The best approach is to improve
the rate of return on capital by the elimination of those taxes and regulatory restraints
that now impede the efficiency of capital utilization and retard increases in rates
of return. An improvement in the rate of return would induce less consumption and
stimulate larger savings to the benefit of the entire capital stock.

I want to thank you for this opportunity to comment_ on the Congressional study.

Sincerely yours,
LEIF H. OLSEN,
Senior Vice President and Economist.

AMERICAN SOCIETY OF CIviL ENGINEERS,
Washington, D.C., June 8, 1976.

Hon. HuBerT H. HUMPHREY
Chairman, Joint Economic Committee,
Dirksen Senate Office Building,
Washington, D.C.

DEeAR MR. CHAIRMAN: In connection with your planned hearings on capital formation
needs in U.S. industry, | am pleased to be able to provide you with a resolution
on capital needs and national growth adopted by the Board of Direction of the Amer-
ican Society of Civil Engineers (ASCE) in San Diego on April 3 and 4.

It would be appreciated by the ASCE Board if this resolution could be considered
by the Committee and included in the hearing record. If ASCE can provide additional
information or assist in any way with the work of your committee we should be
" pleased to attempt to do so.

Sincerely yours,
Louis L. MEIER,
Washington Counsel.

Enclosure:

AMERICAN SOCIETY OF CiviL ENGINEERS

RESOLUTION ON CAPITAL NEEDS AND NATIONAL GROWTH

In the decade 1955-64 about $760 billion was spent in the U.S. to provide the
structures, equipment and other capital goods demanded by the “American Way of
Life”. This amount more than doubled in 1965-74 to $1.6 trillion. To restore the
historic real annual national growth rate of 4 percent in the next decade will require
a total capital commitment of $4.5 trillion, almost thrice the capital requirement in
the decade past!
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At present growth rates, the construction industry alone will require $1.9 trillion
in the next 10 years. Energy needs come to $900 billion, and agriculture will require
$400 billion.

An economically stable society, if it is to grow, must produce a profit in order
to provide the capital needed to finance new production capacity. Thus, the enormous
need for new capital in the period 1975-84 must be fulfilled entirely from (1) the
savings of the American people, and (2) the profits accruing from American business.

It is imperative that the importance, magnitude and complexity of this vital fiscal
resource be fully recognized by our national leadership, and that necessary measures
be implemented early enough to insure the capability of the national economy to
generate adequate capital to restore the nation’s growth and prosperity. Failure to
take such measures will, at the least, result in erosion of our standard of living;
at worst the American system of free enterprise may be at stake. Therefore be it

Resolved: That the American Society of Civil Engineers, in advocacy of the public
interest, endorses the fundamental concept that *“Capital is the cornerstone of increased
productivity, of higher real wages, of greater job opportunities, of a stronger competitive
position internationally, and of holding down the rate of inflation’; be it further

Resolved: That it shall be the policy of the Society to support the principle that
a real annual growth rate of 4 percent is a reasonable guideline, and that all segments
of the economy should unite in generating the capital required to maintain such growth;
be it further

Resolved: That the Society proposes the following recommendations with regard to
the attitudes and actions of the federal Administration and the Congress in order
to utilize fully the capital generation capacity of the American people and American
business:

1. Adoption and rigorous pursuance of federal policy to reduce government spending
at all levels to the end that balanced budgets will be restored and maintained; only
through reduction in government spending can private investment be increased as
a part of the gross national product.

2. Modification of federal tax and credit policies toward the aim of increasing the
cash flow to business and industry, which is the only way that real prosperity and
highest employment can be achieved. It is especially important that a supportive tax
policy be adopted to insure the continuing health of those industries that are basic
to the economy, such as energy, construction, agriculture, manufacturing for exports,
etc. Conversely, tax and credit policies which adversely affect private cash flow are
self-defeating, even though they may be politically popular.

3. Review and amendment of current welfare and related social programs as necessary
to insure that only those truly in need of such assistance are served, and that all
such programs are efficiently administered.

4. Enactment of legislation designed to encourage savings and capital investment,
such as the measure already proposed that would eliminate the present inequitable
and illogical “double taxation™ of corporate income and corporate dividends. Exemption
of all or part of the present tax on interest from savings accounts would be similarly
beneficial.

S. Redefinition of environmental quality goals, to eliminate diversion of capital to
costly crash programs not justified by present or reasonably prospective environmental
conditions, with the establishment by competent specialists of rational environmental
standards to be achieved in a time frame that will enable both public and private
agencies to plan and execute sound environmental quality control projects.

6. Encouragement of environmental quality improvement expenditures without curtail-
ment of capital available for production capacity through legislation that would allow
depreciation of the full costs of environment protection facilities in the year in which
such costs are incurred.

7. Reduction of the substantial demands upon industry by government agencies for
repetitive and unnecessary data and reports, through coordination and evaluation of
the usefulness of such information.

8. Adoption of policy and enactment of legislation designed to encourage the invest-
‘ment of venture capital in areas in which there is a high priority need for new technolo-
gy, i.e., energy conservation and development, housing, railroad rehabilitation, agricul-
tural production, environmental protection, etc. Some tax exemption of investments
or of profits during the early years of such innovative ventures might provide the
desired incentive. Be it further

Resolved: That the American Society of Civil Engineers will extend its best efforts
toward enhancement of public awareness of the critical need for a national campaign
to develop capital formation, and toward the encouragement of government policies
that will enable the free market system to function in fuller accord with its potential.

Chairman HUMPHREY. The committee stands adjourned.

[Whereupon, at 1:15 p.m., the committee adjourned, subject to
the call of the Chair.]
O



