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MIDYEAR REVIEW OF THE ECONOMIC SITUATION
AND OUTLOOK

WEDNESDAY, JULY 23, 1975

CONGRESS OF THE UNITED STATES,
JOINT EcONOMIc COMMITTEE,

Washington, D.C.
The committee met, pursuant to notice, at 10:12 a.m., in room

1202, Dirksen Senate Office Building, Hon. Hubert H. Humphrey
(chairman of the committee) presiding.

Present: Senators Humphrey, Proxmire, Kennedy, Javits, and
Taft.

Also present: John R. Stark, executive director, John R. Karlik,
Loughlin F. McHugh, Courtenay M. Slater, William A. Cox, Lucy
A. Falcone, Robert D. Hamrin, Sarah Jackson, Jerry J. Jasinowski,
and George R. Tyler, professional staff members; Michael J. Runde,
administrative assistant; George D. Krumbhaar, Jr., minority
counsel; and M. Catherine Miller. minority economist.

OPENING STATEMENT OF CHAIRAfAN HumPHREY

Chairman 1113MfPHREY. We are continuing our midyear economic
review and, as has been indicated in the past, it is the plan of the
committee and the staff to publish a report of the midyear economic
situation.

Today the Joint Economic Committee continues its midyear review
of the economic situation and outlook. While the economy appears to
be poised for recovery, the strength and duration of that recovery is
still very much in doubt. A few signs point to a bottoming out of the
recession and these signs are surely welcome and encouraging. Real
GNP declined only three-tenths of 1 percent in the second quarter com-
pared to an 11.4 percent decline in the first quarter. That is a tremen-
dous change. Industrial production increased in June after having de-
clined for 8 consecutive months. New orders for durable goods, which
is one of the more important indicators, have increased in the last 2
months.

But there are many other signs that raise doubts about a healthy
and a sustained recovery and I wish to emphasize those words,
strong, healthy, sustained recovery. Housing starts have come back
only slightly after rockbottom levels this past year. After increasing
to 1,100,000 units in 'lay, housing starts declined by a percent in
June. Given the recent rises in the money market rates, the brief
respite in mortgage interest costs may already be over, raising serious
doubts about any adequate pickup in housing.

(1)
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We had, last week, the Secretary of Housing and Urban Develop-
ment here, Carla Hills, and we went over the matter of the housing
program in considerable detail. Investment plans of business remain,
according to the reports that we have received, very weak. The latest
plant and equipment survey shows that business expects to increase
dollar expenditures for capital equipment only 1.4 percent in 1975.
When corrected for inflation, plant and equipment spending will
decline about 10 percent. And finally, the personal consumption
factor; a recent survey conducted by the Wall Street Journal con-
cluded that, "American shoppers have turned into conspicuous non-
consumers." In short, some of the experts believe consumers will
play an apathetic role in the Nation's economic recovery and perhaps
even slow that recoverv.

Apparently many consumers are saving their tax rebates rather
than spending them as we had hoped. There is evidence that they are
either putting them on deposit or are picking up old bills. A vice presi-
dent of Manufacturers Hanover Trust said, and I quote: "Consumers
are still trying to restructure their balance sheets. They are not likely
to break out and start spending at any time in the near future." I sup-
pose this is the sort of statement that underlines what we call the con-
sumer confidence survey that was given to us by the University of
Michigan or Michigan State University giving this rather bleak pic-
ture in the major sectors of the economy such as personal consumption,
business investment, and housing.

The President and the Congress, I believe, should be reassessing
current economic policies asking, are they enough? are we on the
right track? what needs to be done? None of us would disagree that
the American economy has reached what appears to be the bottom
of the chasm. The question is, are we going to move out of that
chasm quickly and is the Federal Government going to play asignificant part in that recovery? Someone said earlier this year that
we needed a Moses sector in the economy to lead us into the promised
land of prosperity. So far that Moses sector has failed to materialize.
I think he is still out in the wilderness some place rather than on
top of Mount Sinai handing down the tablets. What has materialized
is an impending sharp rise in the price of domestic reproduced energy
which could well abort an already weak recovery and this is why
some of us have looked with considerable disfavor upon proposals
to increase the cost of that energy.

I hope that this midyear review of the outlook has prompted a
reappraisal of the administration's economic policies. Now, we will
be talking to you about that.

This morning we welcome an old friend who has cooperated with
this committee so well, Mr. Alan Greenspan, Chairman of the
Council of Economic Advisers and two new members of the Council
who are appearing before the joint committee for the first time.
Mr. Greenspan, I suppose you have forewarned these men of what a
jungle they are walking into here, the unbelievable hazards that they
are about to encounter. Mr. Paul McAvoy was a distinguished profes-
sor at MIT before joining this Council. Mr. Malkiel was a professor of
economics at Princeton University and is considered an authority on
financial markets and the structure of interest rates.
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Gentlemen, your areas of specialization make you uniquely quali-
fied to deal with the problems facing the American economy today.
We would hope that we get a good prescription from you. It is not
alwavs possible to get the patient to take it but at least we would
like the prescription. It is a pleasure to welcome you on behalf of
the committee and we will now hear from Alan Greenspan, Chair-
man of the Council of Economic Advisers.

Senator PROXMIRE. Would you yield, please, Mr. Chairman?
Chairman HUMPHREY. Yes.
Senator PROXMIRE. Mr. Chairman, all three of the men came be-

fore the Senate Banking Committee for their confirmation. I think
Chairman Greenspan knows that he and I differed very strongly on
issues. I have great admiration, respect, and affection for him.
He is a fine man and a very able man and a very fair and honest
person but we disagree on a number of issues.

Mr. McAvoy came before the committee as an expert in energy
and a man with a fine background, as the chairman has said, at MIT
and I was very, very much impressed, as were other members of the
committee with Mr. McAvoy's fine record and the kind of contribu-
tion he can make to economic policy, and heaven knows we need it.
Mr. Malkiel appeared before the committee only a few days ago and
was confirmed yesterday. And again, I was deeply impressed. Here
is a man, Mr. Chairman, who has been at Harvard and Princeton, he
skipped Yale somehow.

Chairman HUMPHREY. You are prejudiced about that.
Senator PROX)MIRE. Well, I do not like that, that is right, but he

was an assistant professor at Princeton and then in record time be-
came associate professor. Within a couple of years he became a full
professor, and shortly after that he was awarded one of the most
coveted chairs that Princeton can provide, indicating that his col-
leagues think very highly of him. And after grilling him for 2 hours
before the Senate Banking Committee, I can see why. He is extra-
ordinarily articulate, he understands monetary policy as few people
who has served on the Council of Economic Advisers have. And
while again I think there are areas on which we can disagree, I think
he will make a fine contribution.

The reason I raise this point is because I think it is so important
that men of this quality have an opportunity to contribute for Con-
gress and the public as much as possible. We have some outstanding
Governors in the Federal Reserve System but somehow the press
and the public and the Congress have focused almost entirely on Mr.
Arthur Burns of the Federal Reserve Board and ignored all the
Governors and focused on Chairman Greenspan, who does a good
job for the President given that viewpoint as the Chairman of
the Council of Economic Advisers, and I am afraid they are going
to ignore these men. I hope they do not. I hope we can find a way to
put them to good use.

Chairman Hma3IrpREY. One of the ways we can see you and not
ignore you is to get into a fight with you. But we shall not try to
precipitate that kind of a situation. But I do want to thank you
very much for your cooperation.

Senator Javits, do you have any comments?
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Senator JAVITS. Like all of my colleagues I am delighted to see
the new team. We look forward to your cooperation and intelligent
appraisal of our situation from you. I noted with great interest, the
new figures which indicated a consumer price increase in June, a fact
the chairman has already noted. This is very alarming. But I believe
that if we take that as a signal to rethink our efforts, to increase pro-
duction, to increase business activity, and to deal boldly with our
situation we can deal effectively with the problem. I say that be-
cause I fear we will too soon leap to the conclusion that we are in
for another burst of inflation.

I would hope very much that the Council of Economic Advisers
would apply their thinking to a better control over the price system.
We are overconsumers, a fact we have known for many, many years.
We are able to apply discipline as we showed in January 1975, even
with respect to gasoline. In addition, we are fantastic producers
and all I can say is we need to emphasize the positive, not to run for
cover because 1 month shows an increased price level. This adminis-
tration is, in my judgment, overly sensitive to the indications of a
renewed inflation. r

Thank you, M1r. Chairman.
Chairman HumPHREY. Senator Taft, do you have any comments?
Senator TArT. Thank you, Mr. Chairman.
I just want to welcome these gentlemen here and I look forward

to hearing their views.
Chairman HTumPHiREY. Thank you.
All right, Mr. Greenspan, let us hear what you have to say.

STATEMENT OF RON. ALAN GREENSPAN, CHAIRMAN, COUNCIL OF
ECONOMIC ADVISERS, ACCOMPANIED BY PAUL McAVOY AND
BURTON MALKIEL, MEMBERS

AMr. GREENSPAN. Mr. Chairman, speaking for my colleagues, I
would say we very much appreciate your comments. I might say it
is a great pleasure for us to appear before this committee today.
The newly constituted Council of Economic Advisers is looking
forward to a useful and cooperative relationship with the Joint
Economic Committee in the difficult period that lies ahead.

I would like to begin this morning with a brief summation of our
thinking on the economic outlook and to follow up with some dis-
cussion of the interaction between the economy and our overall
economic and energy policies.

As you pointed out, Mir. Chairman, the figures released by the
Commerce Department last week tend to confirm the message con-
tained in the monthly statistics of the past several months. The
sharp decline in economic activity appears to have halted during the
second quarter. Production is now rising and real gross national
product during June was undoubtedly above the second quarter
average, presaging a significant rise for the current quarter. During
the second quarter, however, real gross national product is estimated
to have declined at an annual rate of approximately 0.3 percent. In
real terms, final sales, which net out-movements in inventories, rose
at a 3.3-percent annual rate. The rate of inflation,, as measured by
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the implicit pr-ice deflator, declined to a 5.1-percent rate during the
second quarter, sharply below the 8.4-percent rate of the first quarter
and the 14.4-percent rate of the fourth quarter of last year.

The extraordinary inventory movements continued to dominate
the second quarter figures. The decline in business inventories at an
annual rate of nearly $34 billion in current dollars was even more
rapid than during the first quarter of the year. During the past two
quarters the real stock of nonfarm inventories has dropped by 3.6
percent. By the second quarter, inventory liquidation had pushed
production 2.4 percent below final demand in the economy as a
whole. In other words, if the level of real gross national product
were to rise to the level of final demand the unemployment rate
would be about 8.2 percent instead of the basic 8.9 percent of the
past 3 months. The ratio of real nonfarm stocks to GNP declined
very sharply in the second quarter of the year and, of course, the
ratio will decline even more sharply as GNP starts upward in the
third quarter. This will indicate that the bulk of the excess inventory
overhang with which the year began has been worked off.

The liquidation will almost surely slow in the months ahead. A
dramatic turn in the inventory cycle is going to force production
upward closer to the level of final demand. As is typical in inventory
cycles, the inventory liquidation has been coupled with a sharp
shortening of leadtimes on deliveries. As soon as companies are
forced to meet current sales out of current production instead of
out of stocks, purchasing agents must increase their orders for
goods and materials all along the production chain. This process will
itself produce a bunching up of orders and some stretching out of
delivery times. Purchasing agents, no longer being able to purchase
from suppliers on a hand-to-mouth basis, will attempt to increase
their supplies of goods and materials on hand. This, in turn, will
accelerate the new order rates and the recovery in production and
employment. The swing from inventory liquidation to accumulation
is going to be a major factor in the speed of the recovery which Wve

see in front of us.
Real personal consumption expenditures rose at a 6.2-percent

annual rate during the second quarter, more rapidly than we had
anticipated earlier. The weekly statistics for early July indicate that
the second quarter increase is continuing. Only a very small part of
the increase in retail sales to date appears to have been due to the
tax cuts and the resulting sharp rise in disposable personal income.
Personal income, quite aside from the tax reductions, is now rising
in a quite encouraging manner. Rising employment and wage gains
have lifted the wage and salary component of personal income by
about $5 billion at an annual rate in each of the past 2 months.

The much-improved price performance has also been an important
factor helping retail sales. So far this year the consumer price
index has risen at a 6.6-percent annual rate, and that I might add
includes the June figure, far less than the 12-percent rate of last
year. The lower rate of price increase has contributed to consumer
purchasing power and helped to dispell the uncertainty and the
sharp decline in consumer confidence which became so pronounced
late last year.
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It appears that only a small portion of the eventual impact of the
fiscal stimulus applied through the tax reductions has yet been re-
flected in consumer purchases. The gradual effect of these rebates
upon consumer outlays, together with improving confidence and
incomes, should induce a fairly rapid and sustained increase in
consumer purchasing during the balance of the year and into 1976.

Business fixed investment in real terms declined in the second
quarter, but the drop was much less than in the previous two quar-
ters. It is still quite difficult to form a judgment regarding the rate
of business capital outlays over the next year. The large amount of
excess capacity and the recession-squeezed profit margins are likely
to produce some further moderate downdrift in fixed investment
over the balance of this year. But the bulk of the decline in invest-
ment appears to be behind us. Capital good order backlogs, though
declining, are still adequate in some areas, the sharp decline in the
inflow of new orders for capital goods has been halted, and, indeed.,
orders for capital goods in June were almost 8 percent above the
Mtarch low. The longer leadtimes required, together with the lagging
patterns of business investment during earlier recovery periods,
suggest that capital outlays are unlikely to turn upward before
1976; this is in real terms.

As we have discussed on earlier appearances before this com-
mittee, our projections incorporate an expectation for a recovery in
housing starts to annual rates of about 1.5 million by late this year.
The May figures were quite encouraging, with the rate of starts up
15 percent. We had expected another slight increase in June, but,
instead, starts declined slightly. It is difficult to interpret these
numbers, however, in view of the fact that the decline was in the
large multifamily category, which tends to be particularly erratic
from month to month. Building permits for new units were being
authorized in June at rates which implied a rate of starts in excess of
the June level. This, I might add, actually reflects the fact that in
permit issuing areas starts were significantly below the permit
levels themselves. The financial factors continued to be quite favor-
able with continued large inflows into the savings and loan associa-
tions in June reflecting in part, of course, the tax rebates. We hold
to the view that the pickup in starts has been delayed only tempor-
arily. Our expectation that starts will be in the 1.5 million annual
rate area by late this year hardly represents a boom, but it does
represent a significant increase from current levels and it will be an
important factor in the recovery.

Price developments this year have been highly encouraging even
though the Consumer Price Index in June rose by 0.8 percent. Sev-
eral factors, however, suggest the need for a continued note of cau-
tion in our evaluation. The downward price pressures of the recession
and the intense inventory liquidation pressures will be easing as the
recovery gets underway. Developments in energy policy may also
leave some mark on the price indexes in the months ahead. And
finally, although inflation has subsided significantly, we still have
a high rate of inflation, both in relation to past standards and in
relation to our objective of restoring a greater measure of stability
to the economy.
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We believe that the developments of the first half of the year
have set the stage for recovery and, taken together, they indicate a
somewhat stronger pickup in production and employment in the
second half of this year than we had generally been anticipating.

There have been a number of recent analyses that suggest that an
increase in oil prices this autumn from oil price decontrol or from
OPEC price increases would seriously dampen or even abort the
forces of recovery. There is no question that sharp energy price
increases can have an adverse effect upon the level of economic
activity and employment. This general proposition is itself well
recognized. It has been referred to by a number of observers, includ-
ing the Congressional Budget Office in a recent study. The size and
duration of these effects, however, are quite difficult to estimate.

Although the analytic procedures differ from study to study, the
general procedure has been to estimate the changes in the prices of
oil, coal, natural gas, and other fuels and then to input these into
one or more of the large econometric models in order to trace
through the effect upon prices, production, and employment. While
it is impossible to evaluate all of the variations and differences in
approach, we should like to discuss some of the reasons why our
conclusions as to the economic effects of different energy policies
differ quite considerably from some of the other estimates.

Our estimates incorporate allowance for developments which are
going to occur anyway regardless of the policy alternatives being
considered. We make allowance for the fact that U.S. energy prices
are going to move upward by some amount even without decontrol
or any further increase in OPEC prices. Imports will rise more
rapidly without decontrol and the higher priced imports will pull
up average U.S. prices and the fuel bill in any event. Moreover, the
lower controlled prices of domestic oil will curtail domestic produc-
tion and maintain consumption at artificially high levels. This will
mean a more rapid expansion in the domestic use of the higher
priced foreign oil.

Another difference in approach is that we do not believe that there
will be any significant "sympathetic" or induced price rises for coal
or natural gas resulting from the higher oil prices. In the case of
coal, this is based in part on the fact that residual fuel oil is the
principal competitive substitute for coal, and residual prices are
currently near the import or the world price level and will change
little as a result of decontrol. It is not even clear that a rise in residual
fuel prices, which might occur as the result of OPEC oil prices,
would have much effect upon coal prices since demand is running
below capacity.

Natural gas prices will rise, but not as a consequence of changes
in oil prices. The demand for unregulated gas will continue to
grow and push up this price. Rigidities in production processes,
however, suggest that the short-run substitution from oil to natural
Has will be minimal. The average regulated price will also rise as
Vthe new supplies that come on the market are sold at the now-higher
wellhead prices allowed by the Federal Power Commission.

There is an additional difference. Most outside studies also include
a further markup or ripple effect as the increase in prices is assumed
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to -rencrate a secondarv round of wage increases, which, in turn,
-work through an additional cvcle of induced price increases. These
additional sequences of secondary wage and price markups further
depress purchasing power, production, and employment and, as a
consequence, create, at least from the models calculated, additional
unemployment.

This approach generally assumes that wage earners will attempt to
restore their real wage. *We may debate the technical adequacy
of the wage-price equations which underlie these models. But we must
also recognize that the President's energy program specifies a full
rebate to consumers of the induced loss in purchasing power from the
energy price increase. It would eliminate the loss in purchasing
power and, perhaps, at the risk of oversimplifying expectational and
other factors, certainly dampen, if not completely short-circuit, any
wage-price spiral pressures. The cost of living escalators, in those
wage contracts which contain them, would have only a very small
impact upon the overall wage level. As a consequence, our estimates
of the price increase exceed the direct effects of full cost passthrough
only by a small amount. The rebate mechanism largely neutralizes
the macroeconomic ripple effects of the changes in the fuel bill.

We may illustrate these differences and others by considering, as
an example, the estimates of the increase in energy prices and in the
fuel bill presented in the study by the Congressional Budget Office.
Its study estimates the effects of a $2.25 OPEC price increase, to-
gether with the 2-year phased decontrol of "old" oil as originally
proposed by the administration. Its calculations point to a $40 billion
increase in the fuel bill by December 1976. Increased oil expenditures
account for $33 billion while sympathetic or induced price increases
for coal and natural gas account for an additional $7 billion. Under
the comparable CBO assumption we would conclude that phased
decontrol and a $2.25 OPEC price increase would increase the fuel
bill by about $22 billion. or almost half of the CBO estimate.

In assessing the direct effect of the CBO assumptions upon the
average price of oil consumed in the United States we estimate an
increase of $3.69 per barrel by December 1976, compared with the
CBO estimated increase of $5.50 per barrel. There are three major
reasons for this discrepancy. First, we believe that a $2.25 OPEC
price increase. should it occur, will cause an increase of less than $2
per barrel in the price of U.S. imports. This is because such a price
increase seems likely to result in a reshuffling of the OPEC price
differentials in such a manner as to cause a less than equivalent in-
crease in the U.S. import price.

The second source of divergence is that the CBO study includes in
its estimate the effect upon domestic prices of the Tune 1 increase
of $1 in the oil import fee. While this was appropriate at the time
the study was completed. the price effect is now already largely in-
cluded in the domestic price and in the fuel bill. Failing to recognize
this today is equivalent to overstating the increase in the average
price of petroleum consumed in the United States because of phased
decontrol and the assumed OPEC action by about 50 cents per barrel.

The most important source of divergence, however, results from
the assumed pattern of phased decontrol. The CBO assumes that the
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pattern of decontrol is logarithmic, that is the percentage decline is
against the most recent month, whereas the administration has pro-
posed a linear pattern of decontrol1 that is a constant percent from
the original base. The consequence is that under the CBO assumption,
around 80 percent of "old" oil would have been decontrolled by
December 1976, while calculations based upon the administration
approach would indicate that about 64 percent would be decontrolled
by that time. Adjusting the CBO numbers to a linear decontrol pat-
tern, which is actually what is being proposed, would reduce the
price increase in December 1976 by about 63 cents per barrel.
Allowalnce for these factors would reduce the estimated increase in
the fuel bill under the CBO assumptions by about $S billion. A num-
ber of other less important differences, including the change assumed
in the relationship between the world price of oil and the domestic
pi-ice for uncontrolled oil account for the remaining divergence
between our estimates.

In summary, therefore, our assessment is that the economic impact
of the President's phased decontrol proposals is considerably less than
many studies estimate. Although the President prefers the phased,
gradual decontrol of old oil prices, we believe that even immediate
decontrol can be handled through the rebate mechanism without sig-
nificant disruptive effects upon our recovery. In any event, decontrol,
whether phased or immediate, is far preferable to doing nothing in
our crucial need for energy independence.

Thank you very much, Mir. Chairman.
Chairman HUMPihREY. Thank you very much, Mr. Greenspan.

You have given us a good deal to think about and I must say a
good deal to argue about and discuss.

A good deal of y6ur presentation today was on the matter of the
decontrol program of the administration. I think it indicates that
the administration has reason to be very concerned about decontrol.
And, while your explanations are helpful, I do not think they really
g et at the nub of the matter; namely, the real impact of decontrol on
the economy, an economy that is currently rather fragile.

We tend to agree that the recession has bottomed out. But the fact
is that any kind of disruption could lead to either an increase in
inflation or a substantial downturn in production and a rise in
unemployment.

We see a very nervous money market, for example. We see fluctua-
tions in mortgage interest rates, we see an uncertain pattern in the
housing area.

There are many things that indicate that while the economy is
reaching out for a degree of new health that it is very much like a
patient that has had a serious illness, and that the impact upon that
patient of any outside force could cause a relapse.

Now, the administration has proposed as part of its energy pro-
gram that windfall profits, accruing to petroleum companies if de-
control takes place, be taxed; and, that rebates be given to consumers
to restore a part of their lost purchasing power. f might add in the
beginning that that sounds better than it works. It is sort of like
rebates that the courts order after the utility has overcharged. You
have a little trouble finding the folks. You occasionally have to go
to the cemetery. And there are no checking accounts in either heaven
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or hell. So that you have a little problem getting the economic
impact.

Now, after we get through all of these explanations, I think it is
important that we get some simplified and yet reasonably accurate
estimates as to what the net drain of purchasing power on consumers
would be. After you get all of these adjustments that you have de-
scribed to get a w~indfall profits tax, as the administration has pro-
posed, could you quantify for us the amount that you estimate the
windfall profits tax would collect and the amounts which would be
rebated to consumers each year between now and 1980? And, very
importantly, what the net drain on the purchasing power of the con-
sumers would be because of oil decontrol? That is what we are really
talking about.

Mr. GREENSPAN. First, Mr. Chairman, let me say that the Presi-
dent's program is not a partial rebate, but an attempt to restore, as
closely as we can estimate, the full loss in purchasing power of
consumers that would occur because of the rise in oil prices con-
sequent upon decontrol.

This objective can be achieved in a number of ways and we have
considered a number of different variations in the particular pro-
cedures. Whether it is done by rebating the proceeds of windfall
profits taxes, excise taxes, or other means, is not terribly material
in the context of restoring consumer purchasing power.

I think I might say, Mr. Chairman, as I indicated in my testimony,
that one of the reasons why our estimates differ from many of the
estimates of the impact of higher oil prices which have been dis-
cussed in recent weeks is that the econometric models, which build
in a very substantial inflationary effect, which is not offset adequately
bv the rebate mechanism. f

I cannot give you a specific set of numbers or procedures by which
the estimated amounts required would be refunded. We have a num-
ber of alternate estimates because this gets down to the specific ques-
tion of the particular form of windfall profits or excise tax and the
particular form of the rebate mechanism.

As economists, we are largely interested in the feasibility of the
approach but it can be handled in any number of ways. The specific
tax structure and the specific form of rebates, I think will be deter-
mined largely by the Congress, in conjunction with the Admin-
istration.

Chairman HuMiPHiREY. Our staff has made some evaluations. The
FEA estimates that the President's program would add, for exam-
ple, only one-tenth of 1 percent to the unemployment rate in 1977.
- The staff of this committee shows in its analysis that even with

a full refund to consumers of the administration's proposed excise
tax and the $2 tariff on imported oil, the unemployment rate would
'be up about 0.8 of 1 percent. That means that about 750,000 more
people would be unemployed than if controls are continued.

According to this staffs analysis, consumer prices would be about
2 percent higher in 1977. And lost GNP would exceed $50 billion
as a result of the President's proposal. The decontrol program would
add about $600 to the cost of running the average American family.

Further, I have here the analysis of the President's program to
decontrol domestic oil by the House Committee on Interstate and
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Foreign Commerce. And it shows the following: 800,000 more un-
emploved, consumer prices up an additional 2 percent, real GNP
down $26 billion, a decrease of 2.8 percent, housing starts down by
268.000, automobile sales down by 1 million.

Now, this is the staff of the House Subcommittee on Energy and
Power that has had the assistance of the Data Resources, Inc.,
whose model was used in formulating the macroeconomic analysis
presented by the administration.

So we see many divergent points of view. I think what is needed,
Mlr. Chairman, is for the Council of Economic Advisers to take
these different studies, put them side by side, explaining the areas
where you agree with them, and those where you disagree. I would
like to see the different areas of the Government come to some agree-
ment on these statistics.

Mr. GREENSPAN. Let me just say, with respect to that, Mr. Chair-
man, we would be most delighted to do so and cooperate with you
in any respect that you think would be useful.

Qhairman h-IUAIPHREsY. I do not get much comfort over constant
argument about these conflicting estimates. I think like most people,
we are discouraged and dismayed over the failure to come to any
agreement on energy policy. And, while it makes a good argument and
a good debating point and it is nice to appear on television and radio
and go after the other guy and show him that you have got more infor-
mation that he has. it does not help the public.

Now, in the instance of the Joint Economic Committee, we in-
corporated no markups of crude oil, price boost by processors
or distributors. Our price increase was linear.

Contrary to what has been said, the June $1 tariff continues to
work its way through the economy as price boosts are often delayed
1 month or more.

We did include the OPEC price boost of $1.57 versus the Con-
gressional Budget Office of $2.25. This accounts for about one-fourth
to one-fifth of our price and unemployment effects.

One thing I noticed you had to say about decontrol is that you did
not think it necessitated any adjustment in prices for natural gas or
coal. Let me just say that the argument in the Congress is this: How
can you expect people to produce natural gas when the price of oil
has gone up and the price of coal has gone up. You have got to let
the price of natural gas come up. The argument is that you will
penalize somebody if you keep controls on one group and do not
have them on another group. The proponents of decontrol in the
Congress argue that you have got to let these prices come up to what
other sources of energy are, and, indeed, what the world price is.

It is all related to British thermal units. It is all related to the
amount of energy that truly comes from a particular agreed upon
unit of fuel.

Mv 10 minutes are up. But we will be back to see you a little bit
later, because I want to ask you whether this administration is going
to recommend a continuation of a tax decrease or the continuation
of some form of tax cut into the next year.

It is my understanding that some of these tax reductions that -we
made will be coming off in the coming year. And a failure to extend
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the tax cuts means that tax withholding will go up again in the
beginning of next year.

Do you have any estimate as to what you are going to do? Do
you feel the economy has recovered enough to go back to the old
tax schedule? Or should we have a continuation of reduction of
withholding?

Mr. GREENSPAN. Mir. Chairman, I think it is too early to make
such a decision. The reason is that an actual determination in a
legislative sense does not have to be made for many months and it
is difficult enough to forecast what is going to happen in the next
few months. By September, October, or November, we will have a
far greater insight into what sort of recovery is going on in the
economy as of that point. And I think we should have as much
information as we can conceivably have before that judgment is
made. It really serves no useful purpose in my view to make a pre-
mature judgment. But clearly, that judgment will be made when
the time comes.

Chairman H1i'rPImREY. You see, this is the basic disagreement be-
tween us. I would think that as a businessman or a corporate board
looking at investment or projecting sales, which indeed relates to
their projection of investment, they would like to know what the
ground rules are going to be for more than just the next 6 months.
This is why I felt that, for example, even the 1-year extension of
the investment tax credit was less than desirable.

This is a weakness of the administration policy. Nobody ever
really knows what is coming up. Why do we not give this economy
some assurance of a tax program, an investment program, a fiscal
policy, and a monetary policy long enough so they can catch their
breathl?

Mur. GREENSPANT. Let me just say, Mr. Chairman, that I would
certainly agree that reducing uncertainty is something of value. But
in our judgment,. balancing that definitely desirable issue which
you point out quite eloquently, does not in our judgment overweigh
the importance of having additional information.

AIr. Chairman, I would like one of my colleagues to take over for
just a minute. Do you have a comment?

Mr. MAirIET,. I wondered if perhaps. Senator Humphrey, I could
shed some light on your understandable confusion that different
models are giving you different answers as to the effect of the in-
crease in the price of energy. Believe me, in a sense it is as confusing
to economists as it is to people on the outside. But in general I think
it is fair to say that models often differ in the different weight that
they assign to money and fiscal effects and the particular model, so if
it is the DRI model that your staff used, it gives particularly heavy
weight to monetary policy and relatively little weight to fiscal policy.

Now, as a consequence. only in that kind of model will you then
not be able to make a fiscal offset that would totally restore pur-
chasing power and get you back to where you were before. In that
case you would also need an appropriate monetary offset. And all 1
am suggesting is that to the extent your model emphasizes the
monetary or fiscal effects you will tend to get different answers and
you will tend to get different appropriate responses to fully offset.
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But certainly I think again I would emphasize that in everything
we have done, we as much as you, want to insure that we have a
vigorous recovery in the economy and when we talk about an offset
we are talking about a complete offset to any effect, any deleterious
effect, that may come from higher energy prices. And that is the
basis on which our planning would be made.

Chairman HIu3iPnREY. Just as a point of correction, our model
was not the l)RI; ours was the Wharton model which has a different
emphasis as I recollect. The House Budget Committee and the Con-
gressional Budget Office, I think, used the DRI. But again, these
are all technical things that Mr. John Q. Citizen does not under-
stand. What he understands is one simple thing: how much is it
going to cost me? What is going to happen to the price of fuel oil?
What is going to happen to the price of gasoline?

Senator Javits.
Senator JAVITS. Thank you. Thank you, Mr. Chairman.
I would like to pursue some of these questions with you briefly.

Yesterday we had rather dismaying news of an upsurge in the con-
sumer price index. Do you gentlemen expect this kind of perform-
ance for the rest of the year? Is this a precursor of price behavior
for the rest of the year? What signals shall we read from this news?.

Mr. GREENSPAN. Well, first of all, Senator, I think that 0.8 itself
is clearly above any underlying trend that we see at this particular
point. A very big part of that came from a very sharp increase in
meat prices and vegetable prices which we do not expect to con-
tinue. The previous month's figure of 0.4 we always conceived of as
being abnormally low. I would say that I personally will be quite
surprised if the figures over the next several months are not below
the June rate of increase.

Senator JAVITS. So we have no reason to suppose, it is your con-
clusion, that this signals some new burst of inflation threatening the
recovery?

Mr. GREENSPAN. No, I would say that it does suggest that the
base or underlying rate of inflation is probably above the 3 to 4
percent annual rate range. Although inflation probably will not
subside further in anv substantial sense over the next several quar-
ters. I would certainly not interpret the June increase as a new
burst of inflation as you would put it, Senator.

Senator JAVITS. So the general expectation that inflation this year
would run somewhere between 6 and 8 percent, I gather that has
been a widely discussed figure, persists?

Mr. GREENSPAN. I would say yes, sir.
Senator JAVITS. Could we have the views of your new colleagues

since this matter is so important, Mr. Chairman?
Mr. GREEN-SPAN. Yes, I would like to hear them myself.
Mr. McAvoy. The increase of 0.8 that Alan Greenspan described

for the month of June was high. The increase was led by food price
changes which occurred at the 1.5 seasonally adjusted average rate.
So that a good part of it was food, both because the weight is high
and the rate of increase was very high. Our work on forecasting
agricultural prices and food product prices indicates to us that it
is likely that the most important component of the increase in the

65-201-76--2
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meat area is going to soften, that -we are not going to experience
additional large rates of increase for meat products. The grain
products and vegetable products seem to be leveling off. There seems
to be nothing in the horizon that would affect those prices signifi-
cantly.

I am impressed by the smaller rate of increase in wholesale prices
and particularly in the crude materials and the intermediate prod-
ucts wholesale prices which are increasing at a very low rate. Again I
would affirm that the June increase is off the forecast and we are
not likely to return to lower forecast levels than otherwise.

Senator JAVITs. Thank you.
Air. Malkiel.
Mir. GREENSPAN. Before my other colleague gives his view, just

let me, however, make one caveat with respect to that. We estimate
that farm product prices in the wholesale price index for the month
of July, seasonally adjusted, will be up largely because of the
recent rapid rise in grain prices. As a consequence, the wholesale
price index in total for the month of July is likely to increase. I
do not want to put a specific number on it, but we should expect a
definite increase to be reported which may seem to suggest a burst-
ingf of inflation. But I think that would be quite deceptive, Senator.

Senator JAVITS. Mr. Malkiel.
Mr. MALKIEL. Senator, I would have to say first of all that it is

verv clear to me that inflation is going to be a very stubborn prob-
lem and I think it is also an extraordinarily serious, long-run prob-
lem. One of the things that concerns me is whether we will run
into the kind of capacity bottlenecks that could rekindle the infla-
tion problem long before we reach acceptable levels of unemploy-
ment as we reflate the economy, as I believe we definitely should
and must, to get ourselves down to a significantly lower level of
unemployment.

Now, I would not for a moment tell you that we have any capacity
problem now. We have loads of excess capacity in this economy.
But I think many of the studies I have seen suggest to me that we
are going to run into capacity bottlenecks long before we get down
to a level of unemployment which I think all of us would consider
acceptable. And therefore, I think we have also got to think in the
long run about a program of encouraging capital formation as
being one of the best ways I know to fight this long-run inflation
problem. And at the same time, create the capacity that we need to
employ all of our labor force.

Senator JAVITS. I thoroughly agree with you. That is why I said
what I did at the opening about emphasizing the positive. I do not
think that our Government, including we in the Congress, thought
nearly enough about pragmatics. Concerning the investment tax
credit, and depreciation schedules, have we done enough? If you do
not do something about financing mechanisms for small business
and housing. will our actions prove adequate? Have we done what
we need to do in terms of a recovery?

Would you care to comment on that and in this way perhaps we
can get into these matters.

CCarla Hills was here the other day. Senator Humphrey referred
to her. She took us rather by the ears with one proposition which
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we found very provocative and very discouraging. She felt that
housing would follow a recovery. We felt-and I think it was prac-
tically unanimous that a bold push forward in the housing field
is vital to engender a recovery. What we are discussing now moves
somewhat along the same lines. Could we have your comment on that,
M\Ir. Greenspan?

Mr. GREENSPAN. In a great deal of the general analyses of business
cycles, people almost always conclude that housing should lead the
recovery, and that is based upon historical relationships between
housing starts and interest rates. As you know when the economy
softens, interest rates tend to fall, and since housing tends to run
partly countercyclical, historically it tends to lead the, turning points
in economic recovery.

It is clear that while housing starts did bottom in advance of the
recovery and general economic activity this time, the bottom was at
an exceptionafly low level, and even though we anticipate a housing
recovery, and the evidence indicates that it is getting underway there
is just no question that it is moving in a turgid and rather slow way.

But nonetheless one has to be impressed with the fact that an in-
crease in starts from approximately 1 million units a year seasonally
adjusted at present to about 11/2 million annual rates by late this
year would represent a 50 percent increase. This will be a very large
increase and it will have a very marked impact on economic recovery.
I think there are basically two issues.

One is an analysis of the adequacy of the absolute level of housing
activity and the second is the change in the level. The impact upon
the recovery in overall economic activity is largely determined by the
latter and not the former.

*Senator JAVITS. All right, do I gather then that you are perfectly
content with this rate of anticipated increase, and you do not believe
any special measures should be taken to try to gear it up higher,
especially in the vein of Mr. Malkiel's assertion that we will find
we are short of capacity despite our currently high level of unused
capacity?

Mr. GREENSPAN. Well, obviously in one sense residential construc-
tion is a competitor for the capital and other resources required to
construct capacity. But, obviously, we would like to see housing
starts rise as fast as is feasible, and I think it has been our ex-
perience that by far the most important element which would
generate the substantial and buoyant recovery in the housing market,
as I have said here on many occasions, a meaningful and a sustained
reduction in mortgage interest rates and the improved availability of
mortgage financing.

And we are now experiencing very large flows of savings into the
S. & L.'s. The commitments for mortgages are high.

I must say I share the chairman's view that mortgage rates have
been sticky, and we would like to see them moving down further.
But we must remember that a very substantial part of the level
of mortgage rates represents inflation premiums in that rate struc-
ture. Because mortgage financing competes, so far as rates are con-
concerned, with medium quality corporate issues, the same factors
which would get long-term interest rates down in general-namely,
the lowering of inflationary expectations-will also be the major
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factors which will get mortgage interest rates down and hence ac-
celerate a buoyant recovery in housing.

Senator JAvITs. My time is up, Mr. Chairman. I will be back.
Chairman HuImPHREY. Yes, sir.
Senator Proxmire.
Senator PROXNIRE. Mr. Greespan, I think the main difference be-

tween the administration on the one hand and the Congress on the
other is the difference as to whether or not the recovery will be
vigorous enough. Many of us feel it will not be. It will be weak, so
weak that it requires a dramatic change in policy to give us what
we need.

I would like to call your attention to the recent estimates by the
Organization for Economic Cooperation and Development, an inter-
national organization obviously with no particular bias and high
professional competency. They estimate in this country in the second
half of this year the growth will be only 5 percent, and in the first
half of 1976 51/2 percent. This coming year it will be 51/2 percent.

Now, Business Week, in one of the most recent issues, July 21,
contends that this is pretty much the consensus of private economists
in this country. They say growth by the middle of this coming year
will be less than 6 percent or close to it.

Now, what bothers me particularly about the OECD estimate,
they say that for all other free countries, all other OECD countries,
the gro wth in the second half of this vear will be only 21/2 percent,
and the first half of 1976 only 31/2 percent, and they conclude this-
and I quote one short sentence from it: "Near-term recovery will
be so weak that there is some doubt that whether on the basis of
present policies it will prove self-sustaining."

Now, it seems to me this is the issue, and I have not heard any
argument from the administration that would seem at all logical
that a substantial stimulation by monetary policy or by fiscal policy
would have such infllationarv effects that we would not be able to
control them by reducing the stimulation with plenty of opportunity
to do so. What is your response to that conclusion?

Mr. GREENSPAN'. First, Senator, as You know, the Council of
Economic Advisers chairs the U.S. economic delegation to the Eco-
nomic Policy Council of the OECD, and we are of course in quite
constant discussion with that organization and its staff. We have seen
their estimates and, in fact, participated in meetings with them in
regard to those estimates. We respect their technical capability, but
I must say in all candor, we think the numbers are just too low.

I think those estimates were made prior to an understanding of
the size of the inventory liquidation that was occurring in the second
quarter, and that in and of itself

Senator PRox-MTRE. It is not true that the OECD did a more ac-
curate job of forecasting the recession than the administration's
economists did?

Mr. GREENSPAN. As I recall, the OECD estimate for early this
vear indicated a real GNP decline for the United States for calendar
1975 in excess of 4 percent. As you recall, in January our estimate
was 3.3 percent. Our estimate has actually not significantly changed
from our January figure. All I can say, Senator, is that our esti-
mate included a very severe decline in the first quarter of this year,
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not as much as actually occurred, but pretty close to it, and I believe
that both the OECD and ourselves projected pretty much the same
decline in the first half.

We did and we still do differ on the extent of the strength of the
recovery. At this stage, without having the specific numbers on hand,
I think it is probab~y safe to say they have understimated the in-
ventory swing, as I think most economists have both with respect to
the second quarter and what we think will occur in the third and
fourth quarters.

Senator PROXMIR1E. My rejoiner would only be that No. 1, you
seem to be in a minority. At least, as I said, the American economists.,
the international economists all seem to feel that the recovery is going
to be weak, and No. 2, I do not see any evidence that a more stimu-
lative policy would not be desirable.

Let me rive you some figures. The Congressional Budget Office
said that if we have the 7-percent growth in the money supply,
which is about what Mr. Burns indicated we would have, between
r½/2 and 71/2 percent that gross national product would be cut by $25
billion below what it would be if we had 81/2 percent growth in the
money supply, that the unemployment would increase by 300,000.
There would be a crowding out because of the unavailability of
capital, but particularly-and this was the clincher for me-that
there would be an increase in prices because of the increase in in-
terest rates which would communicate itself in higher prices with-
out any relief from that kind of a policy.

On the other hand, if we had a 10-percent increase in the money
supply under these circumstances, just for the rest of this year, that
the effect would be to reduce the deficit by $8 billion. It would cut
unemployment by almost 300,000-280,000-and it would reduce
inflation because interest rates would tend to fall and of course they
are a component in costs.

Now, what is your response to that kind of a recommendation of
a very vigorous monetary policy, and I would like to ask Mr. Malkiel
because he testified before the Senate Banking Committee when he
was confirmed that he thought we might have a fairly restrained
fiscal policy, but he would like to see expansion in the monetary area.

Mr. GREEN-SPAN. Let me answer you first. I think the consensus of
what is going on in the second half is changing. I think you will
find it is changing fairly rapidly, especially with the release of the
second quarter GNP figures. We had a meeting of outside economists
last week, in fact on the same day that the second quarter data were
released.

Without quoting specific individuals-but they are men of very
significant national reputation-I would not describe their discus-
sion of the consensus for the U.S. economy during the next four
quarters in the terms that the OECD is currently using. But you
know this gets down to who says what, and I think that this is on the
record. We are all going to look back and see whether or not we are
embarrassed or not.

Senator PROX-,%RE. Mr. Malkiel.
Mr. MALKIEL. In answer to your specific question about the mone-

tary policy, I think y ou will recall that at that hearing what I was
referring to was a question in the long run of thinking very hard
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about changing the mix of our monetary and fiscal policies. That is
with the same degree of stimulation I said that I would prefer to
have that stimulation come somewhat more from monetary policev
and somewhat less from fiscal policy. That is to say that we would
have lower deficits and presumably, lower interest rates.

This would help the capital formation problem and the housing
problem because that is exactly-

Senator PROX3mRE. I could not agree with you more, but you see
the point I am trying to make is we need stimulation, and if we have 7
percent or even 81/2 percent increase in the money supply, and we
can rely on the monetary policy stimulation, it appears that that
just will not be enough.

Furthermore, that that kind of increase in the money supply is
not likely to be inflationary if it is within a reasonably abbreviated
period.

Let me point this out, Mr. Greenspan, something that troubles me
particularly. This 51/2- or 6-percent growth should be put in per-
spective. The average recovery in the first quarter of recovery in
the five previous recessions we have had since World War II, the
average was 11 percent. We had a 14-percent recovery, 141/2 in 1949,
so this would be an anemic recovery. This would mean that more
than 8 percent of the work force out of work throughout 1976. It
just is feeble.

I would like to have you tell me why, if you are right, your diag-
nosis is correct, that we are going to have a better than 5 or 6 percent
recovery, why would it not be a good idea to go a little stronger
and have an 11-percent recovery at this time or 12 percent recovery.
What is wrong with that? Why is that not good? Reduce the deficit,
as well as put people to work.

Mr. GREENSPAN. First of all, Senator, remember when we are
making economic estimates we are making point estimates. We could
he off quite considerably; that is, this recovery could accelerate much
faster than we expect. It happens-and it happens quite often-that
we tend to underestimate the extent of the decline, and we tend to
underestimate the extent of the recovery.

One the difficulties that you have-and I grant you it is a very
difficult set of judgments to make-is that once you embark upon a
highly expansionary policy which may in subsequent times appear
to have been ill-advised it is very difficult to reverse that policy or
to put it back in the box. In other words, if you cannot reverse policy
in a timely and effective way you tend to create very severe inflation-
ary and, subequently, very sharp recessionary forces. And, consider-
ing the tragedy we have just been through, this extraordinary decline
in economic activity and this monumental rise in unemployment. I
think it is encumbent upon us to follow a policy which gets the
economy back to a balanced, long-term growth path in a manner
which will not recreate this type of instability. In our judgment,
the particular stance of fiscal and monetary policies as we see it at
this moment is adequate to the needs of the recovery.

Senator PROXMIRE. I could not agree more that we certainly want
a kind of recovery we can sustain. But I call your attention to the
fact that when we come out of the recession in the beginning of the
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sixties, we had the longest recovery in our history. It was a sharp
recovery, much sharper than being predicted by most economists here.
I believe perhaps sharper than you predict and it was sustained. It
lasted throughout the decade of the 1960's.

And then, of course, we had the Vietnam war and other disruptions
that contributed to the dilemma we are in now. But that recovery was
a recovery of some 9 years without recession.

Mr. GREENSPAN. Remember, Senator, that came off of a stable,
noninflationary economic base with no inflation expectations built
in to the system.

Senator PRox-miRE. It came off the situation where unemployment
is lower than it is now.

Mir. GREENSPAN. That is correct.
Senator PROXMLIRE. It is a sharper recovery than you are expecting

now. We have a much lower level of capacity utilization now. We
have far more space to move in.

Mr. GREENSPAN. Let me just say this. I would certainly just re-
iterate what I mentioned to Senator Javits. I do not consider the
June consumer price index rise as indicative of a new burst of in-'
flation.

I should, however, add that nonetheless we are starting from a
base rate of inflation which is significantly above where it was in
1960 and 1961. Although there are considerable differences here I
should point out that our recovery, even though it starts, granted
from a very low base, is scarcely what I would describe as slow.

I think if you merely look at the extraordinary swings in inven-
tories which one can forecast with some degree of confidence, you
can get a fairly rapid acceleration in economic activity. And I think
that at this stage I would say that the recovery is ahead of schedule
and the nature and the direction of our revisions as we do them on a
continuous basis now is up and not down.

Senator PROX{IIRE. My time is up.
Chairman HuIrHREY. Yes.
Senator Kennedy.
Senator KENNEDY. Thank you. I also want to exented a word of

welcome to Mr. McAvoy and Mr. Malkiel before the committee.
To carry on the point on the rate of recovery, I think there are

many of us on this committee and many across the country who
desire a real recovery from the recession, not just a rebound. It
certainly appears that the economy may have bottomed out, but all
we have so far is a rebound, not a genuine recovery. Certainly, no
recovery is underway yet with regards to unemployment. Hundreds
of thousands of people are unemployed in my part of the country,
New England, and millions are unemployed in many other sections
of the country. Your comments here on the state of the economy
and your reservations about urging the administration to move more
vi&orously in the area of a new tax reduction or an extension of the
1975 tax reduction for next year, are an indication that the admin-
istration is still waging a single-minded war against inflation and
failing to address the problems of recession and unemployment.

By your failure to support the tax cut extension for next year,
plus. an extra reduction because of the withholding rates set for 1975,
are we not really telling the American people that they are going
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to face a tax increase in January, a tax increase of approximately
$15 billion?

Mr. GREENSPAN. It is a little under $12 billion, net withholding. I
might say that even if there is a direct extension we will get some
increase in withholding largely because we bunched the reduction in
withholding into a period of less than a year. So that automatically,
even if there were a direct extension of the tax cut, we would get
a slight increase.

Let me say that I have not stated that I am either for or against
a renewal of the 1975 act. All I suggested was that the adminstration
thought it was premature to make that judgment and I would not
take that either as evidence that the administration is for or against
the extension. I think an evaluation of this situation and a discussion
bv the President on this issue will inevitably occur as the economy
evolves in the next several months.

Senator KENNEDY. Your position is that you are openminded oln
this issue. But is that enough? I would have to draw the conclusion
that, in spite of the unemployment we are facing now in this
country and the sluggishness of the recovery, you are still undecided
about whether the countrv can afford a tax increase in January.
Now. that is the conclusion that I would certainly draw.

Mr. GREENSPAN. Yes, that is correct because I do not think that
a decision has to be made. The law, as you know, does not expire
until December 31 and today is July 23. I think that we can have
considerable more time to watch events evolve before that critical
decision-and it is a critical decision-should be made.

Senator KENNEDY. Last fall, we saw the admnistration advocat-
ing a tax increase, just as the economy was plunging into the clir-
rent day recession. Later, the administration switched its position
and supported a tax cut. Now we have a similar situation. In spite
of the recession, the administration is signaling the American people
that a tax increase may be on the horizon next January. Yet. the
report of the Budget Committee of the Senate, indicates that with a
continuation of the tax cut for next year plus an additional $15
billion tax cut, which would be a total cut of about $25 billion, would
provide a more vigorous recoverv without any danger of renewed
inflation. Unquestionably. it would have a dramatic and important
impact on the problem of unemployment. Nonetheless the principal
adviser to the President says. "Go slow, let us wait and see, we can
afford to wait a while longer."

In effect, you are saving to great numbers of people who are unem-
ployed that their problems are just going to have to wait and see.
because the administration is not yet prepared to adopt a policy of
genuine recovery.

Mr. (GREENSPAN. Senator. let me just reiterate that this tax cut is in
place. We have just mailed out $8 billion in rebates. The tax cut is
going to be in place until the end of the year and our view basically
is that we want to be careful not to induce a situation which creates
a reignition of inflationary forces in late 1976 or 1977 which would
eventllallv induce another dramatic decline of economic activitv.

Now with respect to the various types of forecasts which you have
cited, I do not particularly relish getting into the guts of these
econometric models upon which the bulk of these forecasts are based.
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But I will say to you that there is a great deal of technical dispute
with respect to the formulations of the various equations that go into
these models and the rather automatic conclusions which result,
which specify that if you have a certain amount of fiscal stimulus or
a monetary stimulus you will get a certain price behavior.

I would really like to suggest that our experience in forecasting
prices with these models in recent years has been something short
of dismal. And I would not particularly want to count on our tech-
nical capability of making these very critical and subtle forecasts
by these types of means. I think it is critical and important that we
use judgment and evaluate the various risks involved in being right
or wrong on these sorts of things. I do not wish to denigrate these
models. They are exceptionally useful and they serve, for our pur-
poses as everybody else's, a very important role.

But, I think to presume that they are descriptive in any subtle way
of the way our economy is functioning at this moment is just false.

Senator KENNEDY. To get back to the point that the chairman,
Senator Humphrey, was makng on the energy issue, why is it we can-
not get agreement even on the statistics and facts. We find that on
the issue of decontrol, the administration uses figures about what it
is going to cost per gallon of gasoline, or what it is going to cost the
average family. They talk about 7 cents a gallon for gasoline. Most
of the experts that we have heard have put the figure closer to 12
cents.

The administration estimates $200 per family or so in terms of the
cost. Yet others tell us that the cost may be up to $900 for a family
of four. What can the American consumer believe? How can thev
be sure you are not presenting the statistics that put your proposal
in the most favorable light, or that the other side is exaggerating
these figures? Why can't we get some figures which reflect what
the real facts are?

Mr. GREENSPAN. Chairman Humphrey has proposed that we
analyze these various different types of oil decontrol impact. esti-
mates and we will endeavor to comply as quickly as we can. We
will give our evaluation and, frankly, if you would like, we would
be more than willing to have our staff and the members meet with
whomever you would like to meet with until we hammer out the
facts and the differences. Clearly there is agreement across a broad
area here; there were no disagreements. There are differences. And
let us let the facts fall whre they may. I do not think there is any
vested interest in having a particular position. If, in fact, we are
wrong, I think we should recognize it. And I think there is no par-
ticular reason why anyone would want to embark upon a particular
set of estimates, and base policies upon those estimates, if they are
wrong. Now, we believe our numbers are right, but this is one way to
find out what sets of data are correct; and if we cannot agree, at
least we can narrow the differences, and we certainly intend to do
that.

Senator KENNTEDY. I think that would be very helpful, Mr. Green-
span.

Mr. GREENSPAN. And may I just say just parenthetically, Senator,
about these types .of estimates of the effects of decontrol, there is one
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thing that has not been discussed. Now, I do not want to make too
much of it; I think it is a fact that we should be aware of. Namely,
it is that there are world prices for petroleum products out there and
for example, in July, or several weeks ago, we have made some
rough estimates which indicate that the landed price of regular
gasoline in New York from Rotterdam is about 6.5 cents a gallon
above the domestic price currently in place. Now, to be sure, there
is a question of whether or not the Rotterdam prices are in fact de-
pressed because of refinery margins being depressed in Europe. None-
theless, I think we should recognize when we get some outlandish
numbers on the impact of decontrol, we do have a competitive market
out there. And if, for some reason you should begin to get price
increases, for example, in the area of 15 cents a gallon, I think that
rise would be sharply curtailed by a flow of competitive products
moving into the United States. So there is a market out there and this
is not a situation where an open-ended series of price increases is
verv likely.

Chairman HTU31PHIREY. Mr. Greenspan, you have been able to as-
certain today the honest differences of viewpoint and philosophy that
prevail. I think Senator Proxmire put it very concisely and in un-
derstandable terms. *We are basically concerned about the rate of
stimulus, the rate of recovery, not only in terms of the GNP or the
profits or the sales, but also in terms of lowering the levels of unem-
ployment, because we have to ask ourselves what is a tolerable level
of unemployment without great social or economic costs. Too often
these hearings never concentrate on what it costs to have 8, 9 million
people without work.

What are the costs to the individual family income? What are the
costs in-terms of morale and spirit? Also, what are the costs to local
government in terms of the reduced revenues and increased costs
that have to be faced for payments, welfare? What are the costs to
the Treasury in terms of lost revenue, in terms of unemployment
compensation?

And it seems to me that we are not coming to grips with the funda-
mental structural problems that continue in the employment area
by relying only on unemployment compensation to deal with these
problems; Unemployment compensation can only hope to serve the
function of lessening immediate suffering, it cannot solve structional
problems. And I am hopeful that the Council of Economic Advisers
will be looking ahead to see what is really at fault in this economy.
Even if we get a major recovery, and that is very probable, a re-
covery in profits, a recovery in sales, a recovery in GNP even 7, 8, 9
percent, how come we will still have 2 years from now according to
all estimates, 7 percent unemployment, 8 percent unemployment or
even 6 percent unemployment? And I do not think anyone has given
us any assurance that at any rate of recovery over the next 2 years
we will get much below 7 percent unemployment.

So this, to me, is a necessity that goes far beyond any contemporary
discussion that we as individuals have, because members of the CEA
come and go, as Members of Congress come and go. This economy
needs to be looked at in a very objective manner, over the long range
to see whv even if we project high rates of economic growth, we still
have continuing high rates of unemployment.
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I think this is where we have got to move. Now, I am not unaware
of these inflation problems, and 1 intend to find myself in some agree-
ment with vou that we started from a much different base this time
than in previous recessions. There is not any doubt about that. But
also, if that is the case, then we have to be looking at what kind of
mechanisms or tools we use to get at the problems.

For example, you said today that you place great emphasis on the
enormous inventory swing, and you noted that the inventories are
being drawn down, the oversupply of inventories is on the way out.
It is correct that the completion of the inventory runoff cannot help
but cause a short-run GNP upturn. I do not think anybody can deny
that. But my point is, what are the underlying forces that will keep
a sustained recovery going? Because inventory swings, according to
all past evidence, are very short run. And we get right down again
to what are those solid structural frameworks on which you build
for a sustained recovery? Because just as you can have a temporary
dip in inflation, you can also have a sudden increase in inflation.
You can also get a temporary growth in GNP with your inventory
swings, and then all at once it is all over. What is the outlook, Mr.
Greenspan, for consumption, long term; for investment, long term;
for exports, long term?

Mir. GRrEENSPAN. Well, first, let me suggest that another way of
viewing the problem of capital requirements, which Mr. Malkiel was
referring to earlier, is that it means a huge demand for investment
goods in this economy. In fact. the other side of the question of the
adequacy of savings or incentives, to meet this extraordinary rise
in investment is fhere is a huge amount of potential effective demand
in the long run, coming from the investment sector. As you know
Mr. Chairman, this is one of the very critical elements in sustaining
long-term economic growth.

I would also say that we do not envisage that the rise in housing
starts will stop at the 1.5 million annual rate which we are project-
ing by the end of this year. The normal demand for housing in this
country is approximately 2 million, and we fully expect that the
recovery will eventually carry us back to that level.

I would sav with respect to export demand, that is not an easy
estimate to make because the complex international trade factors are
not easily forecast. But I would suggest that the levels of capital
goods, private investment demand, and housing, in and of themselves,
are enough to add a solid and a significant underpinning for the
longer term.- We may not have sort of a short-term Moses factor,
but if I were to put that label on anything, I would say it is capital
investment in the long term.

So far- as consumption is concerned, that, in our experience over
the years, tends to be what we call largely dependent; that is, that
it will grow as consumer incomes grow. And consumer incomes will
grow, and quite significantly, with the restoration of our basic in-
vestment in capital goods and housing.

Chairman HuMIPHREY. Thus far, despite the fact that your own
testimony shows that consumer income has been growing and savings
may be growing-and much of that may be the tax rebate that went
into savings-there, is a considerable amount of evidence that con-
sumer confidence is not growing, that all of the reports show a very
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high degree of uncertainty which is portrayed, in a sense, by the
amount of savings. The money is not being put into the economy
through the purchase of goods. It is my judgment that the Congres-
sional Budget Office staff, the Joint Economic Committee staff, and
the Council of Economic Advisers, should get together on these pro-
jections relating to decontrol. We are prepared to cooperate, and I
will ask Mr. Stark, our staff director, to get in touch with your
people and we will see if we cannot do something here that winl be
helpful and constructive for all of us, because it is getting a little
boring just to debate these figures. And I do not think it helps.

Now, the Congressional Budget Office is not in the business of
making recommendations on policy; that is not its function. But
your office is supposed to make recommendations on economic policY,
and I wonder if you have discussed with the President the possible
merits of a more stimulative program in light of the sluggishness of
recovery.

Do vou have underwav and active examination of policies which
might be adopted as the recovery shows signs of faltering? In other
words, what are your backup proposals?

Mr. GREENSPAN. Well, Mr. Chairman, I think in response to that
I would merely indicate that economic policy is, as it should be, al-
wavs under constant review; but we do not have in our files all sorts
of specific contingency plans. And the reason we do not is that the
economv is changing so rapidly all of the time that any particular
plan, if you want to put it in those terms, becomes obsolete very
quicklv.

I think the appropriate procedure in this type of endeavor is to
audit what is going on very closelv on and be prepared, should un-
toward events occur, to come up with immediate evaluations. I think
in large measure what is required as a continuing ongoing review and
evaluation so that within a very short leadtime we can create
specific policy recommendations. And that is more the approach
that we take, rather than compiling a catalog or inventory of partic-
ular backup plans in the event of unforeseen events.

Chairman HUMPHREY. One of the arguments that has impressed
me over the vears is the necessity of what -we call "confidence" in the,
business world on policies of Government as well as confidence in our-
selves and in the eeonomv. I think there is a great hidden power that
can be realized called "faith and confidence" that things are on the
upbeat. It is what we call in politics "hope."

But here is my argument with the administration. It is a verv
serious one and a very sincere point of view. I think the character-
istics of the administration policy, as I have seen them. over the
last I or 6 years is first of all. hesitancy to act and act competently.
The Federal Reserve Board, for example, was unduly late in recor-
nizinfr that there was a recession in terms of its monetary policy. So
was the administration.

As Senator Kennedy has pointed out, the President was talking
about a tax increase up until Christmas in 1974.

Second, timidity, al ways a little worried that you are going to do
too much.

And third. which T think.is even more serious,.uncertaintv. The
public never knows, for example, again on the tax cut, the point
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has been made here that if you do not continue the tax cut, it is in
effect a tax increase.

That is why I believe it is important to give some long-term sig-
nals-where are we going, not just that we are leaving port, not just
that we are going to go out and look at the icebergs, but that we have
got a place that we would like to land. What is our goal?

So I think what is really needed is a sense of steadiness, of cer-
tainty of policy, a sense of continuity. What can you depend on next
vear? What can the consumer depend on? When you buy a car, Mr.
Chairman, you buy it with 36 months of payments. Now, if you are
going to get a tax reduction for 12 months, and you bought the car
because you wanted to get the stimulative effect, you know, for 12
months, then what do you get for the next 24? A depression, at
least a depressing effect.

On the one hand you are taking those uppers for 12 months, and
you are giving downers for 24 months. You have got them on two
kinds of dope.

Now, I want some continuity, and I am deadly serious about it.
I think what is wrong here in the policy is there is an unwillingness
to face up to the fact that we have got some very serious long-term
problems, that is going to be much slower recovery than we had
hoped, and the unemployment problem is exceedingly difficult. I do
not think anybody around here has the full answer to this unemploy-
ment problem. Some of us want to get it more quickly than others,
but even the most generous estimates indicate that 6 percent unem-
ployment is the lowest we can hope for in the near future.

Well, I came to this Government when we were talking about full
employment being 3 percent, and I go to other countries, and I find
that full employment is 2 percent unemployed, and we are condition-
ing ourselves for unemployment at 6 percent.

Now, just as surely as I am looking at you and you are out there,
we have come up in the last 20 years from 3 percent to 6 percent,
and trying to condition ourselves into believing that that is all right.
Now, if that is the case, then we had better start telling the American
public that we are going to have to pay for it, not only in terms of
lost income and lost revenues, but also of lost hope for millions and
millions of people, if we are going to have a sizable segment of our'
country that is on the dole.

And I repeat to you what I have said at 101 of these meetings: I
am a work guy, w-o-r-k, and I think that this administration has
become really Imuch more permissive than I ever thought an admin-
istration of this kind could ever be. I thought the Republicans were
for work, and that some of us do-good, bleeding-heart Democrats
were not, but I find out it is turning around. We got you a good
program called unemployment compensation and food stamps, which
they fought against for a while, and then they said, well, you know,
that is pretty good. That kind of bails us out, instead of getting
people out here to fix up the railroads, to take care of the parks, to
move in to provide for the kind of facilities that our country needs.

Now, I will give vou one-third equal time.
Mr. GREENSPAN. I will use up most of it being speechless.
Senator, I think we are all most concerned about the state of the

.Anmerican economy, both currently and in the future. We do not
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believe that the unemployment rate has got some magic number be-
low which it cannot go. I think that is a notion which makes no
economic sense whatsoever.

Chairman HUMPHREY. Let me interrupt you there. I will not deny
that, but what are you going to do with it? Are you willing to put
him to work, or do you want him to decide to develop an appetite
for no work?

Mr. GREENSPAN. I think that basically we have gotten off the track
in recent years onto a zigzag policy. We have created a period of
chronic inflation followed by high unemployment and high insta-
bility. I think this has created great uncertainty for the American?
people and for American business. I very much subscribe to your
view of the importance of confidence and certainty in this economy,
and I think it is all the more reason for us to pursue a steady policy,
a steady path to restore this economy to a stable, noninflationary
growth pattern.

I think there is no difference with respect to where we all want to
come out, but there clearly are differences with rspect to our tactics..
In our view therre are various different sets of policy mix which
create the risks of irreversible damage to our economy, which I think
we should not take, and I think that when we construct policy posi-
tions, we should evaluate both the pros and the cons and the risks
involved.

And to be sure, we may not always proceed on the correct path,
and certainly in hindsight, we almost never do, but it is very impor--
tant that above all we do not focus policy entirely within the short-
term context and resist the temptation to adopt policies which have
quick, short-term payoffs, but very severe consequences down the
road.

I think it is about time we elongated the time frame of evaluation
of economic policy in this country to the point where we evaluate
not only the immediate consequences of particular policies, but also
their long-term consequences for the American people. We should
recognize-as I think many of us do- that much of the impact of
our policy changes is experienced not next week or next month.
but often 12, 18, and 24 months way, and many of them have residual
effects far beyond that.

And I think it is terribly important when we formulate our-
policies that we keep fully in context both the short-term and the
long-term costs and benefits of these particular policies.

Chairman HUMPHREY. Senator Proxmire.
Senator PROXMIRE. Mr. Greenspan, I want to follow up what vou-

were talking about with Senator Humphrey. As I read your state-
ment, it comes through to me as if the only really strong, clear-
statistic indicating recoverv is the inventory figure. That is good, but
it seems to me it is awfullv lonely, awfully isolated. I just think you
have "inventorvitis". When you look at some of these other things,
business fixed investment, you. admit further moderate downdrift
over the balance of the year. In consuption, only a small portion of
the tax cut has Yet been reflected in consumer purchases, You say. And
then You think the tax rebate will just continue to be saved.

Housing-that hardly represents a boom if it goes to 11/2 million
housing starts. That is far below the goals. It is below the average-
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of what it should be, and I want to come to why I think it will not
go even that high in just a minute.

What is left? Exports-I have indicated the OECD estimates are
there will be less recovery elsewhere, and of course that means bad
news for us in terms of the effect on our balance of trade.

Local and State governments, we are being told over and over
again, they are having to curtail their spending. They are having to
cut back, discharge people, lay them off, and you expect that to con-
tinue. Even police are being laid off in substantial numbers so where
is the strength, other than the fact that inventories have been re-
duced?

Is not the outlook really rather grim overall?
Air. GREENSPAN. Senator, the context of my remarks largely focus

on 1975, and if you merely look at the potential swings in inven-
tories themselves, they even in the absence of other changes, would
create a significant growth in the economy. In the second quarter,
the level of final demand was 2.4 percent above production. W1"hat
that means is that, if you ran out to zero inventory accumulation by
the end of the vear, you are talking right there of a 5 percent annual
growth rate in production.

Now, we do think that consumption will do a good deal better than
is implied in a number of these sluggish forecasts. During the last
2 weeks, retail sales have been up, as I recall, quite significantly. It
does suggest that whereas, in the very beginning most, if not a very,
very substantial part of the tax rebates was saved; it is now clearly
coming out into the retail expenditure stream. And when you begin
to look at inventory investment changing, housing moving, albeit
slowly, and these tax cuts beginning to work their way through, I
must say, I will be quite surprised if consumer expenditures are not
doing quite well in the fall and throughout the Christmas season.

Senator PnoxixiRE. We hope so. But the tax rebate-the main effect
of the tax action by the Congress is likely to have been in the second
quarter, to have been historic, past. It may work its way out. It may,
but this is not the kind of a tax cut, because it is not a very deep one
for the individual, that is likely to be reflected as time goes on.

Be that as it may, let me come to the one section to which I think
I have had a awful lot of exposure, and that is housing. As chair-
man of the Senate Banking Committee, as chairman of the Senate
subcommittee of the Appropriations Committee that handles the
monev for housing, and as a member of this committee, I have
listened to the Secretary of HUD repeatedly, over and over again,
and I can tell you, there is no housing program. This administration
does not have a program. They have no program for housing con-
struction. The easiest way to put people to work today, in my view,
is in housing. There is an enormous demand there. It can be pro-
marily in the private sector, with very little Government stimulus.

We had a housing bill the President vetoed. The bill that he signed
is going to have, in my view, a rather weak effect. At any rate, the
one area where the Federal Government can really have an impact
in housing is in Government assisted housing. Now, what do theye
tell us? They tell us, in the coming year, we will have less than
200,000 Government assisted housing starts. That is one-third of the
Government assisted housing goals, which are 600,000. That is far
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below what we have had in periods of prosperity, let alone in reces-
sion, when we need it.

So it would seem to me that in this area, which could lead us out of
the recession, where the Government has an opportunity to take
great initiative, and where much of the stimulus would be in the
private sector, I just do not see there is any program at all. And if
there is, I would like to know what it is. I did not get it from the
Secretary of HUD.

Mr. GREENSPAN. Well, she is the official spokesman for the admin-
istration, so she knows more about housing programs, by far, than
I do. So I cannot imagine what I can add to what she has said.

Senator PROXMIRE. You have been very concerned about inflation,
and properly so, and we all join that view. I noticed in this morn-
ing's paper that once again the aluminum industry says that they
are going to increase their price. They say their costs are up, and they
are going to increase their price. Last year they increased their
prices 40 percent, far beyond any conceivable increase in cost. This
year, they are going to do it again, not by that much, but they are
going to increase their prices substantially. Now, what can we do
about this kind of a situation?

Mr. GREENSPAN. Mr. Chairman, I think it is about time we woke
up Mr. McAvoy.

Senator PROXMNIRE. I was going to come to Mr. McAvoy with my
next question, but, fine. Mr. McAvoy, we would be delighted to hear
from you.

Mr. GREENSPAN. He is our microeconomist.
Mr. McAvoy. Senator Proxmire, the aluminum situation is being

reviewed.
Senator PROXMIRE. My point is they are operating far below their

capacity. In a classical economic situation, when you would think
they would be reducing their prices so they could increase their sales,
and use more of their capacity, that would be the expected, predictable
Performance by an industry which is operating at well below capacity.
But, go ahead.

Mr. McAvoy. The aluminum experience is being reviewed today
before the Council on Wage and Price Stability. Unfortunately, I
cannot be in both places at the same time, to go through the presenta-
tions before the Council by the companies regarding their costs, de-
mand changes, and their investment programs. However, rieflecting
on the general behavior of the larger corporations producing mate-
rials and metals in particular, it seems to me that one has to come
to the conclusion that long-term investment programs play some
role in determining prices in this industry. Here, as in the electrical
generating sector of the economy and the transportation sector, long-
term marginal costs, as well as present levels of marginal cost, with
full capacity utilization, do affect prices.

In the absence of such effects, you would get severe bottlenecks in
that part of the economy. The long-term marginal costs of building
a new capacity in the metals industry are way above the short-term
marginal costs. The costs of capital have increased over the last
few years. Construction costs of new plant and equipment have in-
creased threefold or fourfold.
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I would expect that if corporations take a long-term view, looking
for the continuity that Senator Humphrey looks for in economic
policy, that they have to have prices somehow or other in relation to
the cost of additional plant.

Senator PROxmntI. But is it not true that between 1973 and 1974-
between the middle of 1973 and 1974-there was this enormous in-
crease in aluminum prices, one of the biggest increases in history,
some 40 or 45 percent increase in that industry? That was only about
a year ago. And that was at a time when they did have a tremendous
demand, and it was understandable; they could get away with it. It
did not seem right public policy, but nevertheless, I could live with it
because you expect it when you have a situation where demand ex-
ceeds supply.

But now, you have the reverse situation. You have a situation
where they are operating far below their capacity, and yet they are
increasing their prices even now. Now, I am against wage and price
controls. But it seems to me, we ought to have some way of being
able to discipline an industry of that kind, if we really believe in
fighting inflation on all fronts, and not just by having a situation
vhere the unemployment is where it is.

Mr. McAvoy. Senator, we are in the terribly difficult position in
their discussion of trying to determine or complete a detailed eco-
nomic analysis of each price change in a particular industry. It
sems to me that the Council of Economic Advisers is not in a posi-
tion to do this in detail for a large number of industries.

However, if one looks at behavior of that sector of the economy,
over longer periods of time, it appears to me that the major exi-
laanation fo where we are involve the lagging reactions to price
controls, under the freezes of .phase 1 through phase 3, reactions to
changes in longterm marginal costs, as a result of capacity change.
and the prices of raw materials. As you know, the basic raw material
in metals is, in many of these industries, imported, subject to the
price changes that are levied by foreign governments, subject to
energy price changes.

Senator PROXMiIRE. You see what I am getting at is that this whole
process, if you look at it from the standpoint of the economy as a
whole, is really self-defeating, because the profitability that desponds
to a price increase of the kind they are dealing for is far less than
what they could enjoy from increased economic activity, in selling
more. I am just concerned that this oligopolistic performance, this
administered price inflation is likely to abort the recovery, keep us
from moving ahead, and that it is going to hurt the aluminum
companies and hurt others far more.

Let me just get to one other question, because my time is just about
up, but I have one final question for you, Mr. McAvoy. The intention
expressed by the Chairman of the Council of Economic Advisers
this morning to repay consumers through rebates assumes sub-
stantial revenues to the Treasury from the windfall profits tax. Now,
what does this assume about provisions we might have in the tax
for plowback? As I understand it, the arguments have been made
that, to the extent that the oil companies will put that money back-
that they make in additional profits in invesments, they might not
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have to pay the tax, in which case the revenues to the Treasury
would not be very much, and there would not be much of a rebate.
Could you spell that out a little bit for us?

Mr. McAvoy. The various tax proposals that are made in keeping
with the scenarios for decontrol are complicated. They differ from
proposal to proposal. They are matters of policy, which I understand
will be before the Congress soon.

Senator PROXMIRE. Well, I know. Let me just put it this way, to
make it simpler. What rougoh percentage of the windfall tax do you
envision that the Federal Government would repay to the consumer,
rebates to the consumer? Do you have any notion? Would it be 10
percent? Would it be 50 percent?

Mr. McAvoy. Are you asking me for a policy?
Senator PROxkiiRE. I am asking you what would be the general

limits of this kind of thing, because I think, personally, that that
rebate has been greatly exaggerated because everything I have heard
is that there is going to be a plowback provision, and the plowback
provision would mean that if the oil company can justify the profit,
in terms of increased investment, and boy, they can do that, then
there will be very little windfall tax and very little rebate.

Mr. McAvoy. Well, the -problem I have is that those are matters
that Congress is discussing. There are many different tax and plow-
back proposals.

Senator PROXmIRE. FEA has 50 percent in their evaluation. Is that
about right?

Mr. McAvoy. About right in what sense?
Senator PROXMIIRE. Is 50 percent about right in what you would

expect? Does that seem reasonable? You are an expert in the energy
area. Does that seem like what the oil companies probably would
plow back, 50 percent of their excess profits, additional profits per-
mitted by higher prices?

Mr. McAvoy. That is in keeping with historical behavior; yes.
Mr. GREENSPAN. Senator, could I just make a point about what

the policy is. I think that the amount that would be rebated to con-
sumers is not what will, in effect, come out, necessarily in the wind
fall profits tax. You start in that direction. It is the President's
policy to rebate to consumers, to the extent of purchasing power
lost, from the fuel bill. I think the question is, what type of tax
structure is therefore required to assure that, and as a consequence
I think you have to decide. as the Congress will decide, the various
different forms of windfall profits tax, and what are the particular
provisions?

But the amount that is going to be rebated, or should be rebated
is, at least in my view, not related to that question. That is a second
question. It is a source of funds by which the rebates are made, but
not the other way around that one is going to make a determination
of what the windfall profits tax is-

Senator PROXMIRE. What you are saying is, they may rebate much
more than the windfall profits tax yields to the Treasury; is that
right ?

Mr. GREENSPAN. In the event that the windfall profits tax, what-
ever it is, is inadequate to fund that, I would suggest the answer to
that is yes.
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Chairman HUMPHREY. Senator Kennedy.
Senator KENNEDY. Thank you.
On the point that Senator Proxmire was making about the alu-

minum industry, Mr. McAvoy. Would you comment on whether the
Council on Wage and Price Stability ought to be strengthened in any
way? Should we be giving them more resources? Should we be urg7
ing them to do a sector-by sector review, rather than just one indus-
try, like aluminum or steel? Would that not really provide us with.
additional and more accurate and better kinds of information?!
Would that not be valuable in meeting their responsibilities?

Mr. McAvoy. The Council on Wage and Price Stability has been
moving from industry to industry, or dealing with industrial price
changes, as they arise in sufficient detail to determine whether the
price changes are out of keeping with the long-term demand and
costs of those industries. The impression that I have is that additional
information is potentially very valuable, that additions to staff would
enable them to move more rapidly, to complete their analyses, and
that those proposals are before Congress now. As an economist
working in this area, the notion of completing studies of costs and
demand more rapidly in a larger number of products is potentially
productive.

Senator KENNEDY. Would we not be wise to urge them to consider
a more comprehesive sector-by-sector review of the economy, rather
than just individual industries? Do they need more resources and
manpower? Does that not really make more sense than just reviewing
a particular industry after a major price increase occurs? Shouldn't
they be looking forward as well as backward?

Mr. McAvoy. I have difficulty forecasting which section to do. For
example, in crude materials we have many metals in raw materials
In intermediate products we have production of the metals company.
Prices in these areas have increased at a less rapid rate than in other
areas of the economy. The wholesale price index here changed last
month on an annual average of less than 2 percent.

However, there are problems that Senator Proxmire has raised
with respect to the aluminum industry. If they had started in that
sector, then, fine. If they had chosen the sector for general price
level stability, then they would have missed aluminum entirely. I
do not think we are any better off in forecasting sectional price
changes than we are in general price level changes, so it is going to.
be quite difficult to set. up a team, get them working, say on food
processing only to find out that is not the area of the economy that
as been experiencing rapid price changes.
Senator KENNEDY. We have to go vote But let me ask one brief

question. The consumer price index went up 0.8 percent in June, and
one of the important areas of increase was for food.

We have also read about a new Soviet wheat deal. Many of us still
remember what the impact was on food prices for the American
consumer as a result of the last Soviet wheat deal in 1972. Is it going
to happen again?

What can you tell us about the impact on food prices from this'
proposed wheat deal in 1975?

Mr. GREENSPAN. Senator, I do not want to overwork my colleague,.
but since he has been following this subject quite closely and it is
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his area of expertise, I thought I might get him to answer and I
vill add additional comments to his if you like..

Mr. McAvoy. Living in one of the more rural parts of Massachu-
setts, I was chosen to be the agricultural economist and have learned
a great deal about grain tasseling and soil conditions that I will never
be able to use at home.

Senator KENNEDY. If you make a mistake the chairman will
correct you.

Mr. McAvoy. He has already, before we started. Although I did
get an agreement from him that we would not discuss protein con-
tent. So I am fairly safe, so far.

I have been attempting, with CEA staff, to establish contacts and
capability in forecasting grain production in the United States. It
appears from a wide variety of sources of forecast, that we are going
to have a record corn crop. We have experienced substantial in-
creases already in the winter wheat crop. The spring wheat crop is
forecast with small probable forecast error, to be also substantial
with 6 billion bushels of corn and 2.2 billion bushels of wheat pro-
duction forecast. With domestic consumption within the range re-
spectively of 4.3 billion and 0.8 billion for corn and wheat, it appears
that in the absence of exports, we would have increases in our in-
ventories of five to seven times what we have coming into the year.
With the sales that are forecast for other areas of the world, plus ap-
proximately 10 million tons of wheat and corn sold to the Soviet
Union, we expect that our outgoing stocks will be more than twice
our ingoing stocks. These sales will, not have forecast measurable
effects on the prices of wheat and corn. They will leave us with
ending inventories that help us withstand future crop loss from dry
conditions in Minnesota. We have every hope'

Chairman HumMPHiEY. That is not our problem. We have a flood.
Mr. McAoy. But there is always a chance that Illinois would be

dry and we would come out with a crop a little less. We have a
margin for error in those forecasts that is well within our previous
margins. And we will come out in good shape.

Senator KENNEDY. But You can give us some assurance, then, that
we are not going to repeat the 1972 grain deal and impact of inflation
for the consumer?

What can vou tell us if the situation is as favorable as you have
reported? Will there be any reduction in costs of food for the
American consumer?

Mr. GREENSPAN. Senator, one of the ways in which one can fore-
cast prices of food, and I think in a certain sense, perhaps utilizing
the best information available is to work off the futures market
pi-ices, because our market system is such that the full body of know-
ledge of what is going on in the world grain and livestock markets
is reflected in the prices of these futures in such a manner that pros-
pective shortages or surpluses in the future affect the current spot
prices. So that one way in which one can evaluate almost any time
what the price of foodiis going to be is to try to take a look at what
the futures markets themselves were telling us.

And what they are telling us now is that there is very little change
in the food price outlook in the period ahead. We hope, of course,
that those meat price figures which we have seen in the most recent
period are just a one-shot thing, which we do.
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Senator KENNEDY. We have to go to the vote on the Senate floor.

But Mr. Mfalkiel, I am sorry, I wanted to lear your views on the
South Africa report that you made at Princeton. Many of us are
aware of your work, and I think it was a very constructive report.
I regret that we have to leave now. But I would like to submit a.
written question to you on it.

[The following written question and response thereto was subse-
quently supplied for the record:]

RESPONSE OF BURTON MALKIEL TO AN ADDITIONAL WRITTEN QUESTION POSED BY

SENATOR KENNEDY

Question. You received a good deal of attention and praise a few years ago

for the Malkiel Report, which dealt with Princeton's investment relationship

with South Africa. Among other things, the report recommended that Princeton

not invest funds in any companies whose primary business is in South Africa.

How do you feel about that today? Should private universities hold such

stock? Banks? Public or private institutions that receive tax deductible con-

tributions? Would you submit to the committee a brief summary of your

recommendations, their current status, and your current views?
Answer. During April 1968 I was asked by President Robert H. Goheen and

the Board of Trustees of Princeton University to chair an Ad Hoc Committee

to consider a student proposal that Princeton sell and refuse to accept further

gifts of securities of companies which had subsidiaries or affiliates operating

in the South African Rhodesian, Angolan and Mozambique economies (here-

after called "the designated shares"). The committee was also asked to recom-

mend other ways in which Princeton could most effectively contribute to the

abolition of apartheid and racism.
Our committee saw one important advantage to be gained from selling the

designated shares. We were convinced by such an action Princeton could make

credible to black people its determination to continue working toward the

abolition of racial discrimination even when it resulted in considerable sacri-

fice to the University. It is difficult to exaggerate the horrors of apartheid

and the inhuman and tyrannical practices that accompany it. Because of our

deep concern we put considerable weight on the importance of such a symbolic

gesture.
Nevertheless we did not consider the symbolic argument sufficient to justify

a policy of Princeton's selling the designated shares. In arriving at that judg-

ment we were influenced by the following considerations.
(1) We were not convinced that Princeton's investments did actually sup-

port racist regimes in southern Africa nor did they substantially profit from

the exploitation of black workers. The designated companies held by Princeton

generally had extremely small operations in southern Africa. Moreover, many

of the designated companies had a history of pursuing notably progressive

policies in such areas as job training of disadvantaged workers, support of

local black community action groups, and furthering the cause of equal oppor-

tunity. Moreover, other companies, not designated by the student group because

they had no subsidiary or affiliates in southern Africa, might actually be

contributing more to those economies through purchases and through lending

activities. Thus, we were convinced that selling stocks such as IBM, Xerox and

Polaroid would have us settle for an appearance of moral concern while sacri-
ficing its reality.

(2) Our committee concluded that sales of the designated shares would be

completely ineffective in contributing to the abolition of apartheid and racism,
in southern Africa. Princeton's holdings of the shares of the designated com-

panies represented an insignificant fraction of the total number of shares
outstanding. Thus, sales of our holdings would be unlikely to have any perma-

nent influence on the market price. Moreover, even if the corporations them-

selves decided to disengage from southern Africa, evidence received by our
committee indicated that willing buyers existed for any properties U.S. inter-

ests would want to sell. Indeed, the South African government itself would not

have viewed as an unfavorable development the opportunity to buy such assets.
(3) Sales of designated shares, which comprised about one third of Prince-

ton's endowment, would have involved substantial costs to the University.
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The transactions (or switching) costs of selling well over $100 million of
assets and redeploying them in other securities was estimated to be large in

relationship to Princeton University's budget. Moreover, if the University
were unable to accept gifts of stocks in such companies, it would run the

risk of losing a substantial fraction of endowment gifts. Our committee
examined a sample of large bequests in the three preceding years and found
that 34 percent of the dollar value of stocks given to the University were oa
the designated list.

(4) Our committee was concerned that sales of the designated shares would
commit the investment managers to a continuing series of decisions on the
possible moral, political and social effects of all investments. Once the prece-
dent had been established, a case could be made for avoiding investment in
virtually any company. Indeed, some members of the University community
freely ndmitted that once an action was taken on South African investments,
the next step might well be to turn the attack on munitions makers, companies
with "unfair' labor practices, companies dealing with discriminatory unions,
companies with investments ia Portugal, etc. Reference was also made to the
likelihood of pressures that we avoid investment in companies that do business
with communist countries. The dangers involved seemed very clear. It is hard
to imagine a company completely free of connections that might be considered
objectionable on moral, political, or social grounds by some part of the Uni-
versity community.

We concluded that selling the designated shares would neither cleanse the
portfolio of all morally questionable investments nor could it be justified on
the grounds of institutional effectiveness. We did not, however, minimize the
importance of symbolic moves on the part of an institution such as Princeton
University. We therefore sought other means that might do the cause of racial
justice more good in the long run and Princeton less harm. We concluded that
if we were seriously interested in improving conditions for blacks in southern
Africa, we could be at least as effective by using the corporate connections we
had than by disengagement. Indeed, pressing our views through all available
channels, consistently and repeatedly was in our judgment a more realistic
and ultimately perhaps even a more effective solution in the long run.

Specifically, we recommended that Princeton's trustees expressed our views
to those corporations whose stocks we hold. Those views included a statement
that if a U.S. corporation undertook manufacturing operations in southern
Africa, we believed that at the very least it had a humanitarian responsibility
to improve the lot of its black workers. We considered a labor policy of paying
only minimally acceptable wages and benefits as inconsistent with honorable
business practices. Moreover, we believed that U.S. corporations operating in
South Africa could do much to encourage black African distributors and
suppliers, to provide banking and credit facilities to non-Europeans, and to
petition the South African government to liberalize the "pass laws" and other
restrictions bearing on employment.

While such actions could lead to changes in corporate policies and some
improvement in labor conditions for black workers, we had no high hopes
that they would produce a dramatic effect. They are probably no more likely
to end apartheid than selling the shares. The financial area is probably not
one where a university can make its influence felt more effectively. A univer-
sity's real effectiveness lies in education and research and it was in these
areas that we felt our most constructive suggestions lay. Specifically, we recom-
mended a number of programs that called on Princeton's talents in the educa-
tional field. These included a) programs for expanding the study of race
relations in Princeton's course offerings; b) sponsorship of conferences and
research in apartheid and racism; c) exchange programs involving African
lenders. scholars and students; d) establishing an institutional relationship
with the University of Botswana, Lesotho and Swaziland; e) collaboration
with other African institutions; and f) programs for education of refugees
from southern Africa.

The faculty of Princeton University at its meeting on January 20. 1969
adopted the recommendations of the Ad Hoc Committee on Princeton's Invest-
ments in Companies Operating in Southern Africa (the "Malkiel Report")
with the following emendation:

"It is resolved that Princeton not hold any securities in companies that do
a primary amount of their economic activity in South Africa."
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The emendation was largely a symbolic one. Princeton owned no companies

which did a primary amount of business in southern Africa.
My current views have not changed since issuance of the earlier report. I

think no institutional investors (public or private) can be blind to the social

consequences of their investments but I continue to think that policies of

encouraging corporations to be instruments of progressive change is the best

course of action. I have no illusion that these recommendations or any others

will quickly end the horrors of apartheid. I do think, however, that continued

participation of progressive corporations in these economies is likely to do

more for black southern Africans than is disengagement.

Chairman HUMPHREY. Could I toss a quick one at you, Mr. Green-
span? Are you making any recommendations on the countercyclical
assistance for cities? There is a meeting being held today in the
White House, in the Domestic Council on this issue.

.Mr. GREENSPAN. Actually, I think that meeting, unless I am mis-
taken, I think that meeting has been postponed. No, I am sorry. I
was thinking of another meeting. Now, are you asking whether or
not the Council of Economic Advisers-

Chairman HumPHREY. Yes, whether or not the Council has taken
any position or made any recommendation.

Mr. GREENSPAN. The Council is in the process of evaluating that.
We have not made as yet, it is my understanding, any official recom-
mendation.

Chairman HumPHREY. How do you feel, warm or cool.
Mr. GREENSPAN. 1 have not taken my temperature on that question

just yet.
Chairman HUMPHREY. You do not look very flushed. That is what

is worrvingr me.
I think we have to go. The Senate is voting on cloture.
I wanted to ask you some additional questions. If you do not mind.

I will have the staff send an inquiry to you, and I would like to get
your response for the record.

[The following written questions and responses thereto were subse-
quently supplied for the record:]

RESPONSE OF HoN. ALAN GREENSPAN TO CHAIRMAN HUMPHREY'S WRITTEN

QUESTION ON TAX REDUCTIONS, PERSONAL SAVINGS, AND CONSUMER CONFIDENCE

It is our view that approximately 75 percent of the tax rebates and the one

time social security bonuses went into savings through the end of June. Our

view that approximately 50 percent would be saved actually was for a longer

time frame. We expect that about one half of the rebates will have entered

the expenditure stream by the end of a four or five month period. We expect

that ultimately more than 85 percent of the rebates and the social security

bonus will be spent but this is unlikely to occur before the end of 1975.

I believe that the evidence of an improvement in consumer confidence is now

becoming fairly widespread. The marked decline in the layoff rates in recent

months and the more recent decline in seasonally adjusted initial claims for

unemployment compensation have played an important role in restoring con-

fidence as has the reduction in the overall rate of inflation. The improvement

in confidence has contributed to a much more stable base for a continued

expansion in consumer expenditures in the months ahead.

RESPONSE OF HON. ALAN GREENSPAN TO CHAIRMAN HUMiPHREY'S WRITTEN
QUESTION REGARDING MONETARY POLICY

I share your concern about the recent rise in short-term interest rates. The

primary reason for the high levels of interest rates, however, is the high rate

of inflation. Interest rates, and particularly long-term interest rates, will not
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decline unless inflation is reduced below its present rate. The difficult question
then becomes to choose a growth rate for money over the coming quarters that
will be high enough to permit a strong recovery in spending and production,
but not so high so as to rekindle inflation and eventually cause another re-
cession.

Growth rates in the various measures of the money supply over a few weeks,
or even over a quarter, have a very uncertain impact on spending and on
interest rates. For this reason I prefer to view money growth over periods of
at least six months in attempting to gauge the probable effects of monetary
growth on total spending. Money has grown at an annual rate of 7.5 percent
during the past six months, a rate much higher than in the previous six
months and a rate that is quite high by historical standards for the U.S.
economy. I don't think there is any way to know precisely at this time whether
this amount of monetary stimulus is too much or too little, but I believe that
it is about right to attain both the best achievable short-term unemployment
effects and the best achievable long-term inflation suppressing effects.

Concerning your last question, I would certainly agree with you that the
growth rate in the real economy rather than in the money supply is the
important variable. But phrasing the question that way ignores the unavoid-
able issue of having to choose a money growth path that is neither too high
nor too low to allow us to achieve the best growth in the real economy, both
this year and in the years to come.

Chairman HUMPHrnym. I thank you all very much. And forgive
-us for the rapid departure here.

Mr. GREEN-SPAN. Thank you, Mr. Chairman.
Chairman -HuiuPHREY. Thank you very much. It has been a

pleasure working with you.
[Whereupon, at 12:35 p.m., the committee recessed, to reconvene

at 10 a.m., Thursday, July 24 1975.]
[The following letter was subsequently supplied for the record

by Chairman Humphrey in the context of Mr. Greenspan's testi-
mony:]

CONGRESS OF THE UNITED STATES,
CONGRESSIONAL BUDGET OFFICE.
Washington, D.C., August 4, 1975.

AIAN GREENSPAN,

Chairman, Council of Economic Advisers, E.Tecutive Office of the President,
Washington, D.C.

DEAR ALAN: Let me take this opportunity to respond to your statement to
the Joint Economic Committee on Tuly 23 in which you outlined a number of
differences between our analysis of energy prices and your own.

In your testimony we find six criticisms of the analysis of energy prices
contained in our report of June 30, Inflation and UnempZoyment:

(1) That we assumed a too-rapid pace of decontrol ("logarithmic" rather
than linear);

(2) That we included the June 1 dollar-per-barrel tariff in our energy shock;
(3) That we overstated the likely rise in OPEC prices;
(4) That we overstated the price increases for natural gas and coal which

are likely to follow an increase in oil prices;
(5) That we assumed a constant price of energy in our simulation of the

state of the economy in the absence of decontrol, OPEC and the June 1 dollar-
per-barrel tariff; and

(6) That we include induced increases in wages (and hence further increases
in prices) which will not take place.

Let me address each of these points in turn.
On the question of the pattern of decontrol assumed by the CBO, I should

begin with an apology. I have learned that a member of your staff was in-
advertently misled by speaking with the wrong person at our office. In point
of fact, we did assume linear decontrol, just as you did. In our stimulations,
62.5 percent of old oil (compare your 64 percent) had been decontrolled by
the end of 1976. Thus this could not account for a $.63 per barrel discrepancy,
as your testimony suggests.
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On the matter of the second dollar-per-barrel import duty, it is important
to understand the purpose of our analysis. We sought to provide the Congress
with an assessment of the macroeconomic effects of events in the world oil
market subsequent to the First Concurrent Resolution. This included the
June 1 tariff, as well as our best guesses about decontrol and OPEC. Further-
more, not even the February 1 tariff has been fully reflected in oil prices to
date. The June 1 tariff will raise prices mostly during the remainder of 1975,
and thus is legitimately categorized both as a future price increase and as
one which was not implicitly assumed in the First Concurrent Resolution.

We certainly would not defend our assumption that the OPEC increase would
be $2.25 per barrel. At the time it looked near the middle of the popular
range of guesses. You may be right in supposing that it will be under $2.
Indeed, in our next report we may assume a still smaller increase, but this
is nothing but guesswork. Naturally, a smaller OPEC increase means smaller
macroeconomic effects.

We now believe that you are correct in suggesting that we overstated the
"sympathetic" rises in the prices of coal and natural gas, especially the
former. While no one knows the correct answer, our staff has had some time to
study this issue since June 30, and now believes that very little reaction in
coal prices can be expected. Intrastate natural gas is another matter. Many
industrial and institutional users can switch between heating oil and natural
gas, and more may do so if oil prices go higher. In any event, these assump-
tions had little effect on our analysis in Inflation and Unemployment, because
(a) the assumed price rises were small compared to those for oil, and (b)
the "sympathetic" movements were assumed to lag oil price hikes, and thus
have not had significant impacts by the end of 1976.

Your statement seems to suggest that our representation of the economy
in the absence of oil development-which we use to measure the impact of
the June 1 tariff, decontrol and OPEC-assumes no increases in energy prices.
This is not true. Our assumption was that, in the absence of these events,
prices of fuels would rise smoothly at 1 percent per quarter. We have since
learned that FEA's assumption for the same scenario is that prices would
rise at 1.1 percent per quarter.

Finally, you raise the possibility that oil-induced inflation would not lead
to wage increases (and hence to further inflation) if rebates were given to
consumers to compensate them for the loss in purchasing power. While this
is a conceivable outcome, it is by no means obvious that such a "social com-
pact" could be forged. Furthermore, none of the proposed rebate packages
seeks to compensate American consumers for OPEC actions. In any case, the
"oil shock" studied in our report did not include any tax rebates.

In sum, we agree with one of your criticisms (No. 4), disagree with two
others (Nos. 2 and 6), and believe that your staff simply misunderstood our
methods in two other cases (Nos. 1 and 5).

I hope this serves to clear up some of the confusions. It is through a
dialogue like this that the level of the entire debate is raised. We welcome
your comments in the future.

Sincerely,
ALICE M. RIVLIN, Director.
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AND OUTLOOK

THURSDAY, JULY 24, 1975

CONGRESS OF THE UNITED STATES,
JOINT EcoNomic COMMIn'EE,

Washington, D.C.
The committee met, pursuant to recess, at 10:08 a.m., in room 1202,

Dirksen Senate Office Building, Hon. Hubert H. Humphrey (chair-
man of the committee) presiding.

Present: Senators Humphrey, Proxmire, and Taft; and Represent-
ative Long.

Also present: John R. Stark. executive director; Courtenay M.
Slater, William A. Cox, Lucy A. Falcone, Robert D. Hamrin, and
Jerry J. Jasinowski, professional staff members; and M. Catherine
Miller, minority economist.

OPENING STATEMENT OF SENATOR PROX3MRE

Senator PROXMIRE [presiding]. The committee will come to order.
This morning the Joint Economic Committee continues its review

of the economic situation. The chairman of this committee, Senator
Humphrey, unfortunately, has been delayed, and will be here a
little later. He has asked me to start off the hearings, and we are
honored to have the distinguished Secretary of Labor, John Dunlop,
and the distinguished Director of the Council on Wage and Price
Stability, Albert Rees.

The questions that concern the committee very much are employ-
ment and unemployment. We are concerned with not only the effect
that unemployment, unfortunately, has on the economy overall, and
how many -people are unemployed, but the devastating effect it can
have in the future as people are unemployed for a lengthy time and
lose their skills, and suffer the difficulty of being out of work not
only for weeks, but for months. And we notice that the long-term
unemployed is very greatly increased. It numbers more than 1
million.

And we are concerned with the effect that this can have on long-
term productivity. On the wage side, it seems that there is a kind of
division. Many people in the society have been concerned that wages
will exhibit an upward pressure on prices. We will suffer from a
cost-push inflation. Wage increases can be an inflationary element.
This is always something to be concerned about. But it seems, on
the basis of our experience, over the last several years, that on the

(39)
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contrary, wages have lagged far behind the cost of living, and that
this may be one of the depressing elements in the economy.

We cannot have it both ways. I think it is hard to see that wages,
at least to date, have had an inflationary effect; on the contrary, low
wages may have an effect in prolonging and deepening the recession.

Finally, on prices, we are in a recession, and have been in a
recession for some time. We are operating far below the preferred
rate of capacity at something like 65 percent of the preferred rate
of capacity for manufacturing. We are operating with ample re-
sources available of all kinds, particularly manpower, and yet we see
that some industries, particularly aluminum and chemicals are in-
creasing their prices. They are operating far below capacity. In the
case of both chemicals and aluminum, they enormously increased their
prices last year. So if they needed to increase their cash flow or im-
prove their investment position, or be in a better position to handle
their costs, they took care of that in spades, and then some, last year,
and yet they continue to increase their prices.

These are some of the areas that concern us. Of course, we are
fundamentally concerned with what -we can do to develop a vigorous
and continuous recovery.

First, we will hear from Mr. John Dunlop, Secretary of Labor.
Mr. Dunlop is an old friend of this Senator. I was one of his students
years ago at Harvard, and he was highly esteemed then. And he
has won greater distinction since then, not only as a great professor
and economist, but also as one who has done a superlative job as
Director of the Cost of Living Council and, now, Secretary of Labor.

Mr. Albert Rees, of Princeton University, has been the head of
the Council on Wage and Price Stability since last September, and
he has won our admiration and respect, particularly since he has
done, I think, a remarkable job with very, very limited resources. I
think you have something like 25 professionals working for you
or did have; and half of these are concerned with the various govern-
ment agencies, and their inflationary impact, which is a proper
concern. But that leaves you a tiny group of 12 professionals to
handle this enormously complicated private economy. You could
justify, I think, that many for one industry, let alone the great,
diverse enconomy we have. So I think, under the circumstances, you
have certainly done a fine job. We are very cognizant of the fact
that this may be your last appearance before this committee as
Director of the Couincil. We are going to miss you.

Secretary Dunlop, I appreciate very much your giving not just
one, but two very interesting and substantial statements, and I have
had a chance to go over both of those. They have been made avail-
able to other members of the committee, too. If you would like to
proceed, we would appreciate it if you could summarize those rather
lengthy statements in about 10 minutes or so.

STATEMENT OF HON. JOHN T. DUNLOP, SECRETARY OF LABOR

Secretary DuLrOP. Thank you, Senator Proxmire, and thank vou
particularly for those kind words.

I will follow the format of submitting the statements for the
record, with your permission, and emphasizing a few points.

Senator Prox-mriE. Yes. Both statements will be printed in full
in the record at the end of your oral remarks.
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Secretary DuNLop. Thank you.
Let me make two or three conceptual and introductory points.

First of all, I think it is very important to recognize that the con-
cept of compensation is rather complicated, and it is composed of a
large number of elements. You have wages and salaries, various
kinds of benefits, and it is also true that the employment contract
or the offering of a job and the acceptance of a position, carrying with
it also a whole host of other conditions and rules of work, which
often are very decisive in costs to management or to the income of
individuals, workers, or groups of workers. And to reduce all of
these complicated structures of compensation to a single number is
often not only violative of its richness and diversity but also some-
times quite misleading. And I would like to just make that observa-
tion.

The second preliminary observation I make is that the wage and
compensation arrangements in the country have a great deal on
internal order to them, and as time has gone on, even in nonunion
areas or areas not subject to collective bargaining agreements, there
is a great deal of formal structure in the compensation arrangements
of the country, particularly in large enterprises, although not so
much in very small enterprises.

But in the process of determining compensations, one wage rate
comes to be dependent upon other wage rates, either in the same
enterprise, the same locality, the same industry. Without trying to
sell a particular set of concepts which I first introduced over 25 years
ago, I like to think of wages and compensation as being arranged in
various kinds of contours, within which those contours, wages are
more closely related with each other than they are with those out-
side. For example, wages in the basic steel industry, which are more
closelv aimed within that than they are to wages outside, or wages
for dump truck operators in the city of Washington are allied with-
in themselves much more than to others. You can pick any example.
almost, you wish. And it is, I thinkan important concept to note
that wage setting is not a series of isolated, entirely independent
propositions. One wage does very much influence another, and there-
fore, the structure of wages and the way structures of wages change
over time are crucial. And those of us who have been interested ill
stabilization or interested in collective bargaining, have to really
become specialists in the way in which one wage is institutionally
interrelated with another. And that, I think, is fundamental to all
thinking about wages.

Next, I intend to call to your attention, briefly, a few tables in
my prepared statement which set forth what has been happening.
On table 1, you see the change in the effective wage rate adjust-
ments, which went down from a peak of 1971, in the stabilization
period of 1972, 1973; with the elimination of wage controls in 1974
they rose. Again, I think it is very useful, as the Bureau of Labor,
Statistics has been doing, to seek to break those adjustments down
into their components. Some parts of the adjustments are the result
of current settlements, some parts are the result of settlements last
year or the year before, and some portion of those settlements or
amounts are the result of the current operation of the escalator
clause. And people who estimate wage changes and think about the
problem, will be enhanced in their analysis if they bear this sort,
of breakdown in mind.
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If you say, "what does a settlement cost?" it is always wise to
consider, in a' given year, whether one is 'thinking of what is written
into a new contract, what was effective as a result of provisions of

Next, I think I might point out that, in table 2B, I show some-
escalation clause.

Next, I think I might point out that in table 2B, I show some-
thing about the extent to which escalator clauses have grown in
agreements, which is a statistic worth noting, even in this hasty
summary.

I think next I might point out to you, in tables 5A and 5B, how
collective bargaining settlements and agreements have been going
in recent years. As you know, there are two measures most commonly
used. One is what the change is in the first year; the second measure
is the average change over the life of the contract over 2 or 3 years,
or whatever it may be. And we see in both of those measures the same
pattern going on, that in the period from 1971 down to 1972 and
1973, the rates of increase dropped markedly, and then, in 1974,
when we ended controls, they rose very markedly, and are rising at
the rate shown in the tables.

Then to keep within my time limit, I might next, Mr. Chairman,
take the concluding part of this and say a word about the general
industrial relations and collective bargaining scene. It seems to me
that we have had, in 1972, 1973, 1974, and 1975, a period really of
relatively marked labor management quiescence. That is not
entirely all reflected in the numbers but I would like to say the
atmosphere has been good. The numbers, I think, do support it in
general. I have set forth, in table 7, the major contracts that are
open for negotiations during the rest of 1975, and through the cal-
endar year 1976.

Now, no discussion of wages, I suppose, would be entirely complete
in our time without saying a word about the construction picture.
Mr. Rees has been worlking in this area too. The figures which might
be interesting to -you, which are not in my paper, show that con-
struction agreement settlements in 1970 averaged over 15 percent.
Tn 1971, they came down to 11 percent. In 1972, to 5.8 percent. In
1973, to 5.6 percent and in 1974, in the months before the elimina-
tion of controls the figure was 7.9. With the elimination of controls
on May 1, 1974, they jumped nationwide, to over'10 percent, and
the figures thus far in 1975 are running about the same nationwide,
at an everage of about 10 percent, with a good bit of disparity around
that, some areas being much higher, and some, lower..

I should conclude by saying that there are potential problems in
the wage structure that could make our inflationary rates worse
than they might. otherwise be in the future. Those grow particularly
out of certain distortions that have been created in some industries
and in some localities. But on the whole if we were to rank the prob-
lems that the country faces, I do not think that this would, today,
rank at the top of those lists.. Nevertheless, I do feel that there is a
good spirit and that we are drawing good cooperation to resolve dis-
putes constructively. Along .the same lines, I think Mr. Usery is an
extraordinarily unusual man, and that he has been very helpful to us
aIll in his phonomenal performance with the parties in the past
week, in both the railrbads and the postal service.-

Finally,' to end: on' a conceptual and theoretical' point, Senator
Proxmire, if we ever had a period in which one needed to reappraise
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certain views about the relationship of unemployment to wage
changes, the current period suggests that academic views about that
are not very helpful, that wages and unemployment are not simply,
uniquely and directly related, as many of my colleagues have as-
sumed, and wage setting has at its heart the fundamental question
of relativity. And that leads me to the second paper that I presented
and will not discuss.

While I was out of the government, I sought to put in one piece
of paper, all I knew from my experiences of three times engaged in
wage and price controls, and to indicate what that taught us about
the nature of wage determination. That second paper was written
in December. And I thought I might share it with you, because it
does represent my considered judgment and considered conclusions
about wage determination.

Thank you.
Senator PRO3XMIRE. It is a considerably valuable piece of work,

and we certainly value it.
[The prepared statement of Secretary Dunlop and the statement

entitled "Wage and Price Controls as Seen by a Controller" follow:]

PREPARED STATEMENT OF HON. JOHN T. DUNLOP

INTRODUCTION

Mr. Chairman and members of the Committee, this is my first opportunity
to testify before this Committee as Secretary of Labor. By arrangement with
the Committee staff and with Dr. Rees, this testimony concentrates on wages,
compensation, conditions of work and industrial relations. The discussion is
divided into the following sections:

(1) The concept of compensation,
(2) Determination of money wages,
(3) Recent trends in wages, benefits and collective bargaining, and
(4) The role of government.
But, before I begin to discuss these topics, I would like, Mr. Chairman, to

refer you to a document that I have attached to my statement. While out of
government, following my tenure at the Cost of Living Council, I sought to
describe my views about wage stabilization and policies of wage restraint.
This discussion necessarily involved a good deal about wage determination,
so. with your permission, Mr. Chairman, I would like to submit, for the
record, this summary paper that I prepared late last year.

TIHE CONCEPT OF COMPENSATION

It is essential to be clear about certain concepts so that we can communi-
cate in the same language. Wage or salary trends must be viewed in the light
of all aspects of the employer-employee relationship; fringe benefits and work
rules, personnel policies and industrial relations. Further, the determination
of wages and various benefits, cost-of-living provisions, duration of agree-
ments, conditions of work, and work rules, must be examined in the context
of the current and prospective economic and social climate. It is because of
these interrelated, nonwage factors that a single number so poorly describes
developments related to compensation and other conditions of employment. A
broader perspective tells us a lot more about the direction of wage and com-
pensation patterns and their impact on an enterprise, industry or the economy
than we can learn simply by looking at an average hourly earnings index or
some other series.

Although wages and salaries are usually perceived as the most important
part of a compensation package, they represent only one portion. The other
parts include fringe benefits and conditions of work. Often, the effect of these
provisions on labor costs and on economic activity in general may be greater
than that of wage and salary changes alone.

To illustrate the ielative importance of deferred compensation and other
components of compensation change, I have included Table 1. First, referring
to section "3" of the table, deferred increases from prior settlements have,
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along with wage changes due to escalator provisions, accounted for no less
than 40% and up to 600% of annual wage rate adjustments since 1968. It is
interesting to note that, in light bargaining years, such as 1969 and 1972,
deferred wage changes increased in importance relative to changes occurring
as a result of current settlements. Also, the importance of escalator provisions
in wage rate changes increased from 5% of the total change in 1968 and 1969
to about 20% of the total in 1972 and 1973. This latter development reflects
both the increase in usage of cost of living adjustment (COLA's) and the
sharply higher rates of inflation that had become important influences on
wage change in the intervening period.

Nonwage provisions are also important because they are traded off against
one another, and against wages, in a manner reflecting employer-employee and
collective bargaining priorities. Rarely are wages considered separately from
these issues. Thus, in the discussion this morning I will generally be referring
to the total package of working conditions and compensation in considering
wage and salary trends. Perhaps the term "compensation package" would be
a more descriptive term in this regard.

DETERMINATION OF MONEY WAGES

Wage changes traditionally have been considered a function of supply and
demand in some aggregate labor market or cluster of related, noncompeting
groups. General economic models of the economy and wage setting have, in
the past several decades, rather simplistically regarded money wage and
salary levels as directly and significantly related, even in the short run, to
the unemployment rate for the economy. According to this view, a rise in the
unemployment rate dampens the rate of wage and salary increase, and a re-
duction in unemployment increases wage and salary rates.

TABLE 1. TOTAL EFFECTIVE WAGE-RATE ADJUSTMENT IN MAJOR COLLECTIVE BARGAINING SETTLEMENTS BY
COMPONENT, 1968-74

Annual percentage change

1968 1969 1970 1971 1972 1973 1974

1. Effective wage rate adjustment, total - - 6.0 6.5 8.8 9.2 6.6 7.0 9. 4
2. Adjustment resulting from:

a. Current settlement -3. 2 2.4 5.1 4. 3 1.7 3.0 4.8
b. Prior settlement 2.4 3.8 3.1 4.2 4.2 2. 7 2. 6
c. Escalator provision -3 .3 .6 .7 .7 1.3 1.9

3. Percent of adjustment resulting from:
a. Current settlement -53.0 37.0 58.0 47.0 26.0 43.0 51.0
b. Prior settlement - 40. 0 58.0 35. 0 46.0 64.0 39.0 28.0
c. Escalator provision -5.0 5.0 7.0 8.0 11.0 19.0 20.0

Note.-Because of rounding and compounding, sums of individual items may not equal totals.

Source: U.S. Department of Labor, Buroau of Labor Statistics.

The structure of labor markets and the dynamics of wage determination are
far more complex. Contrary to current conventional economic wisdom, the
rate of change in wages can continue to rise at a rapid rate during a period
of high unemployment, and increasing unemployment rates may dampen wage
and salary changes very little. There are several factors that help explain
this. First, collective bargaining agreements run for a number of years and
current increases are not so directly related to current unemployment (See
Table 1). Also, expectations of changes in the cost-of-living, productivity and
profits can significantly affect wage setting: Factors other than unemployment
always play a role. Finally, and most importantly, individual wage setting is
influenced by relative wages and benefits. Comparative wages and equities or
relativities among occupations. industries and localities are always central to
wage setting whether under collective bargaining or not, at least where groups
of significant size are involved. This central role of relative relationships in
wage and salary setting is now beginning to be accepted in the general eco-
nomic literature.

I See Sir John Hicks, The Crilsis In Keynesian Economies, New York, Basic Books,
Inc., publishers, pp. 59-85.
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WAGE CONTOUBS

I have found it helpful over the years to view movements in wages in the
context of what I have called "wage contours." This concept describes a group
of industries or firms that, for particular occupations in specific Icoalities,
are related in such a way that they have a common impact on the movement
in their wages, benefits and other conditions of employment. One might say
that a wage contour is the sum of all those institutional arrangements within
which the factors that impinge upon wage determination operate. The com-
pensation setting arrangements in basic steel, the West Coast longshoremen,
or dump truck operators in Washington, D.C., are illustrative.

Some of the relationships that define a contour might be common product
or labor markets (including a common union such as the auto workers or
steel workers), a common geographic area or other common organizational or
institutional arrangements relevant to specific occupations. In some fashion,
the wages and other conditions of employment in the contour are linked
through these shared factors or characteristics.

Compensation and conditions of work are influenced by economic factors
which impact on and work through the institutional framework of the con-
tour. These factors include:

(1) The relationship of wages within the contour to each other, as well as
to certain wages outside of the contour;

(2) The state of the product market; e.g., profitability and productivity of
the firm or industry;

(3) Organizational and institutional considerations of management and
unions involved;

(4) The employment prospects and flows in and out of the labor markets
that are related to institutions within the contour.

Within a wage contour, there are generally certain units which are pattern
setting, and whose settlements tend to be influential on compensation pack-
ages in other parts of the contour. Over a period of time following the initial
pattern setting, settlement of wage and working conditions take place through-
out the contour. This period is often referred to as the "wage round."

RECENT TRENDS IN WAGES, BENEFITS AND COLLECTIVE BARGAINING

During initial periods of high inflation, the duration of collective bargaining
contracts may prevent wages from rising as fast as living costs. The severity
of the problem depends, of course, on the specific provisions of existing con-
tracts, but with an 8.8 percent rate of inflation in 1973 and a 12.2 percent
rate in 1974, only those employees under contracts with the most liberal of
cost-of-living adjustments escaped a serious erosion in their real wage. (See
Table 2A.)

The number of workers covered by escalator clauses has approximately
doubled between 1970 and the first quarter of 1975. By the end of the first
quarter of this year, over 12 of all workers under major collective bargaining
agreements were covered by escalator clauses. Nearly 1,000,000 workers are
to be covered by such clauses in agreements concluded in 1974-and the trend
appears to have accelerated in the first quarter of 1975, where about 1/2 million
workers have already come under escalator provisions. Table 2B shows the
trend since 1970 in number and proportion of workers covered by such pro-
visions.

TABLE 2A.-COMPARISON OF COST OF LIVING ESCALATORS AND CHANGES IN THE CONSUMER PRICE INDEX

Consumer Average
Price escalator

Index' increase 2

1970 ------------ -- --------- 5-5 3-7
1971 -3. 4 3.1
1972 --------------- 3.4 2.0
1973 -8.8 4. 1
1974 - 12.2 5.8

' Percent changes, December to December.
2 Percentage change in average coast of living increases under major collective bargaining contracts.

Source: "Monthly Labor Review," U.S. Department of Labor, Bureau of Labor Statistics, April 1975, p. 5.

65-201-76-4
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TABLE 2B.-PREVALENCE OF COST-OF-LIVING ESCALATORS:.WORKERS UNDER MAJOR COLLECTIVE BARGAINING
CONTRACTS,1 1970-75

Number
covered by Proportion

All workers escalator covered by
under major clauses on escalator

contracts Jan. 1 clauses
(millions) (millions) (percent)

1970 -10. 8 2.8 26
1971 -10.6 3.0 28
1972 -10.4 4.3 41
1973 -10.5 4.1 39
1974 -10.5 4.0 38
1975- 10.3 5.0 49
Ist quarter 1975 3 -- - - - - -- - 10.3 5.6 54

1 Contracts covering 1,000 workers or more. Government employees (including U.S. Postal Service) are excluded for all
years The t0000 postal workers have been covered by an escalator clause since 1972.

2 Figures represent total number of workers covered by escalator clauses, not adjusted for changes in industry employ-
ment and turnover. Therefore, they should not be regarded as a definitive indicator of changes in coverage arising from
newly negotiated escalator clauses, although they are reflective of this trend.

3 As of Mar. 31, 1975.
Source: U.S. Department of Labor, Bureau of Labor Statistics,

More widespread use of COLA's will tend to reduce the need to catch up
with price increases as contracts expire. Nevertheless, many contracts will
be coming up for renegotiation that do not presently contain automatic esca-
lators and whose settlements, therefore, are likely to include some adjustment
for past inflation. In addition to keeping pace with price increases, "catch-up"
or "wage lag" indicates the relationship of one wage or group of wages to
others within the overall wage structure. In this latter context, catch-up refers
to efforts to restore traditional relativity among wages. Often, this form of
catch-up is strongly related to price changes insofar as wage changes in some
parts of the structure have been influenced by changes in prices.

While only about one-quarter of the work force is unionized, it is recognized
that collective bargaining settlements between unions and employers tend to
affect wages of many other employees in a variety of ways. Often, this is a
result of the fact that the money provisions of such agreements tend to some
degree to be formally or informally extended to nonunion workers in the
same plant or industry. For example, a variety of area and occupational wage
and fringe benefit surveys are used to influenced the setting of wages in larger
enterprises not engaged in collective bargaining. There are, of course, areas
of the economy, such as those characterized by small firms and individual
professional and related occupations, where formalized wage setting is largely
absent and compensation is independently determined.

When inflation is unexpected and longer term collective bargaining agree-
ments have by and large been devoid of automatic catch-up provisions, the
unionized sector may find that the relation of its wages to comparable non-
union wages has become relatively less favorable, as in the late 1960's. (See
Table 3.) This occurs as workers, whose wages are not bounded by contracts,
receive wage adjustments periodically throughout an inflationary period while
those under collective agreements do not. There is a marked tendency for this
disparity to be made up as contracts expire and new settlements are made.
Also, as escalator clauses become more commonplace, the union disadvantage
tends to dissipate as escalators prevent long-term contracts from "locking in"
wages or workers under such contracts.

The indices of compensation per man-hour and average hourly earnings are
commonly used to demonstrate compensation trends. Compensation per man-
hour represents a somewhat broader measure because it includes some fringe
benefits. One can see in Table 4 that the rate of increase in both of these
measures has been increasing, in current dollar terms, since 1973.

By examining the compensation changes included in recent wage and benefit
packages in Table 5, one can get an impression of the probable size of com-
pensation packages that are yet to be negotiated, especially to the extent that
one can identify pattern setting agreements. Table 5 shows a trend that is
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TABLE 3.-COMPARISON OF WAGE CHANGES IN UNION AND NONUNION MANUFACTURING SECTORS,' 19SD-74

Consumer Union Nonunion Total
Price (percent (percent (percent

Year Index 2 change) change) change)

1960 -1. 5 3.4 2.5 3.2
1961 - .7 2.7 1.0 2.5
1962 -1.2 2. 6 1.6 2.5
1963 - 1.6 2. 6 2.8 2.7
1964 -- 1.2 2.2 2.0 2.1
1965------------------------- 1.9 2.9 3.2 3.0
1966 -3.4 3.2 3.9 3.3
1967 -3.0 4.0 4.6 4.0
1968 -4.7 5. 0 5.0 5.0
1969 -6. 1 5. 0 5.1 5.0
1970 ------------------------------------------ 5. 5 5. 7 5. 1 5.6
1971 - 3.4 6.1 4.7 6.0
1972 -3.4 5.2 5.0 5.2
1973 -8. 8 6.2 5.6 6.0
1974--------------12.2 8.0 8.0 8.0

] The table compares the median changes in wages per hour actually put into effect during the year;.resulting from
current, prior, or cost-of-living adjustments or any combination of the 3. The changes include adjustments for workers
whosewageswere unchanged ordecreased as well asforwages increased. Figuresobtained from a survey of manufacturing
firms and weighted by employment to represent total manufacturing.

2 Percentage change in ConsumerPriceIndex, all items(December to December). Base yearl967=100.
a Union and nonunion breakdown estimated by the Bureau of Labor Statistics for 1960.

Source: U.S. Department of Labor, Bureau of Labor Statistics.

not dissimilar to that of the earnings and compensation measures in Table 4:
Ou average, wage and benefit packages have risen since the spring of 1974
to exceed the levels recorded in 1972 and 1973 but have remained generally
below the levels recorded in 1970 and 1971.

We see in Tables 5A and 5B, line "la", wage and benefit changes "over
life of contract." This measures the average rate of increase to be expected
ansnually over the life of the contract, but excludes possible effects of auto-
matic cost-of-living adjustments because of their unpredictability. The second
type of measure (line "lb"), the "first year adjustment", reflects both sorts
of catch-up activity that were discussed, since the first year of a multiyear
contract often includes much of the catch-up increases. (There is, of course,
continuing debate and discussion in all negotiations over the appropriate
reference point from which any catch-up is to be measured.) Notice in the
chart that during 1974, and thus far in 1975, first year adjustments have risen
appreciaby over the amounts received during 1972 and 1973, reflecting efforts
to arrest the decline in real wages that took place when price increases far
outstripped compensation gains.

While, in most cases, this "front end load" of collective bargaining agree-
ments represents an understandable catch-up, it may be viewed by some
establishments as pattern setting. Conceivably, then, even the most fair minded
and equitable settlement could have a destabilizing effect if it is extended to
other situations without regard to relative compensation level already achieved.

TABLE 4A.-COMPENSATION PER MAN-HOUR

[Percent changes at annual rates 11

Annual

1965 1966 1967 1968 1969 1970 1971 1972 1973 1974

In currentdollars -3.8 6.9 5.3 7.8 7.1 7.4 6.6 6.1 7.7 8.8
In constant(1967)dollars -2.1 3.9 2.4 3.4 1.7 1.3 2.2 2.7 1.4 -1.9

Quarterly

1974:1 1974:2 1974:3 1974:4 1975:1

In current dollars -7.6 12.7 10.7 8.6 10.4
In constant (1967) dollars -- 4.1 1.2 -2.3 -2.8 1.4

I Based on index of compensation per man-hour--total private economy, all persons.
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TABLE 4B.-GROSS AVERAGE HOURLY EARNINGS I

[Percent changes at annual rates[

Annual

1965 1966 1967 1968 1969 1970 1971 1972 1973 1974

In current dollars - 3.8 4.5 4.7 6.3 6.7 5.9 6.8 6.7 6.8 7.7
In constant(1967) dollars -... 2.0 1.5 1.9 2.2 1. 1 0 2.5 3.2 .7 -3.1

Quarterly

1974:1 1974:2 1974:3 1974:4 1975:1 1975:2-

In current dollars -5.4 8.8 11.0 9.0 4.7 4.9
In constant (1967) dollars -- 6. 2 -2. 3 -1.4 -2.8 -3.3 -1. 0

' Production and nonsupervisory workers in the private nonfarm economy.
P=Preliminary.

Note,-Deflator for deriving constant dollar figures=Consumer Price Index.

Source: U.S. Department of Labor, Bureau of Labor Statistics.

TABLE 5A.-PERCENTACE CHANGES IN WAGES AND BENEFIT MAJOR COLLECTIVE BARGAINING AGREEMENTS
AVERAGE ADJUSTMENTS: 1970, 1971, 1972, 1973 (CONTRACTS COVERING 1,000 WORKERS OR MORE),

Average adjustments,

1975
lst

1970 1971 1972 1973 1974 quarter

1. Wages and Benefits Combined (5,000 Workers or More)

(a) Annual rate of change over life of contract in:
All industries - 9.1 8.8 7.4 6.1 7.8 7. 9
Construction (1,000 workers or more) -15.6 12.0 6.6 5.6 9.2 NA

(b) Ist-year changes in:
All industries -- - - - - 13.1 13.1 8.5 7.1 10.7 11.4
Construction (1,000 workers or more) ---------------------- 19.6 14.1 7.5 5.8 10.8 NA

2. Wage Rates Alone (1,000 Workers or More)

(a) Annual rate of change overlife of contract in:
All industries - 8.9 8.1 6.4 5.1 7.31 7.6
Manufacturing - 6.0 7. 3 6. 5 4.9 6.1 6.5
Nonmanufacturing -.... 11.5 8.9 6.9 5.3 8.0' 8.1
Construction- --- - - - - - - - - 14.9 10.8 6.0 5.1 9.6 9.7

(b) Ist-yearchanges in:
All industries - 11.9 11.6 7.3 5.8 9.8 10.5
Manufacturing -8.1 10.9 6.6 5.9 8.7 9.3
Nonmanufacturing -...--........ 15.2 12.2 7.8 5.7 10.5 11.1
Construction -.. 17.6 12.6 6.9 5.0 11.0 11.2

1 Possible changes in wages resulting from cost-of-living escalator adjustments (except those guaranteed in the con-
tracts) are omitted from all the tables. I r m.

'Average adjustment during 4 quarters ending in December. lst quarter, 1975 represents average adjustment in 4
quarters ending March 1975.

Source: U.S. Department of Labor, Bureau of Labor Statistics.

There are a number of industries where historical wage relationships are
out of line because of past inflation and resultant catch-up. There are also
other areas where wages may already have been adjusted, but where attempts
will be made to secure further increases. This may not distort relationships
with other groups-who will then seek to restore their relative position in
the contour.

Attempts to readjust wages in this fashion cannot only have a destabilizing
effect on other wages but, through unit labor costs, on prices as well. As the
economy recovers over the next 18 months, productivity should rise, exerting
downward pressure on unit labor costs and, other things being equal, diminish-
ing pressure on prices. However, this prospective diminishing of wage-cost
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TABLE 5B.-PERCENTAGE CHANGES IN WAGES AND BENEFIT MAJOR COLLECTIVE BARGAINING AGREEMENTS
(CONTRACTS COVERING 1, 000 WORKERS OR MORE)'

Average adjustments 2

1 II III IV. I II III IV I
Mar. June Sept Dec. Mar. June Sept. Dec. Mar.

1. Wages and Benufits Combined (5,000 workers or more)

(a) Annual rate of change over life of
contract in all industries - 6.4 6. 4 6. 3 6.1 6. 2 6.6 7.1 7.8 7.9

(b) First year changes in all industries 7.6 7.6 7.5 7.1 7.1 7.6 9.2 10.7 11.4

2. Wage Rates Alone (1,000 workers or more)

(a) Annual rate of change over life of
contract in:

All industries -5.6 5. 5 5.4 5.1 5.4 6.1 6.7 7.3 7.6
Manufacturing -5.7 5.6 5.5 4.9 4.8 5.1 5.4 6.1 6.5
Nonmanufacturing -5. 5 5. 5 5.4 5.3 5.9 7. 1 7.7 8. 0 8.1
Construction -5.2 5.1 4.9 5.1r 5. 3 7.1 9.0 9.6 9.7

(b) Ist-year changes in:
All industries -6.5 6.3 6.0 5. 8 6.1 7.2 8.8 9.8 10.5
Manufacturing -6.5 6.4 6.3 5.9 5.9 6.7 7.4 8. 7 9.3
Nonmanufacturing- 6. 4 6.2 5.8 5.7 6. 2 7. 9 9.9 10. 5 11.1
Construction- 5.6 5.3 4.9 5.0 5.2 7.2 10.1 11.0 11.2

o Possible changes in wages resulting from cost-of-living escalator adjustments (except those guaranteed in the con-
tracts) are omitted from all the tables.

2 Average adjustment during 4 quarters ending in months shown.

Source: U.S. Department of Labor, Bureau of Labor Statistics.

pressures could be hampered by some "leap-frogging" wage adjustments in
the period ahead.

Presaging, perhaps, less necessity for price-related catch-up, there has been
an increase in the number of contracts, with automatic cost-of-living adjust-
ments. Illustrating the types of trade-offs that take place in the process of
collective bargaining, we note that during 1974, settlements with COLA's
averaged 6.1 percent over the life of the contract and those without, 9.1
percent. Also, the COLA provisions that have been appearing in collective
bargaining contracts are more liberal than they historically have been. For
example, caps or ceilings on potential COLA increases seem to be less common
as negotiations take into account the unexpectedly high rates of recent past
inflation.

Contract duration is important as an indicator of potential stability in wage
contours during a given wage round. To the extent that normal patterns of
the contour's compensation setting relationships are disrupted, the possibility
for the occurrence of destabilizing adjustments will increase. Most of the
larger, key settlements such as steel and autos have maintained their tradi-
tional patterns of 3-year contracts, but some others have, in the period of high
inflation, concluded shorter agreements. In the aggregate, however, contract
duration has been rising since the end of controls and contracts settled in the
first quarter of this year have an average duration of 31.1 months compared
to 26 months in 1972 and 28 months in 1973.

TABLE 6.-AVERAGE DURATION OF CONTRACTS

1975
1972 1973 1974 (Ist quarter)

Number of months -26 28 30.1 31.3

Source: Department of Labor, Bureau of Labor Statistics.

To a large degree, longer contract duration may be associated with wide-
spr.ead use of COLA s. For. during periods of inflation, inclusion of COLA's
in long-term contracts avoids the "lock in" effects of long-term contracts that
do not contain automatic adjustment clauses.

As the parties sit down in the next year and a half (see Table 7) to discuss
potential agreement on contractual issues, they will no doubt be looking at
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activity in those areas in the contour that have been traditionally related to
them. In addition to wages, they will be interested in the kind and amount
of benefits that some other workers have been receiving and perhaps in other
parts of agreements that have recently gone into effect. It is likely that
worker interest in job security has been heightened during this recession, which
has produced such large increases in unemployment. This may become a
particularly important issue in the public sector in local and State government
as the fiscal crises in these governments continue. At the same time, interest
in catching up with and adjusting to the effects of inflation may be expected
to be a significant problem in many negotiations.

In the aggregate, strike activity thus far this year is below the levels
experienced last year immediately following the termination of the controls
program. As Table 8 shows, however, the number of strikes, the duration and
the number of workers involved all have been growing as usual during the
spring and summer negotiating season. This is particularly true in construc-
tion, which has accounted for some 90 percent of all major strike activity in
May of this year compared to some 60 percent in May 1974. This increase is
even more significant considering the fact that construction is one of the few
industries for which it appears that 1975 will be an important negotiating
period.

TABLE 7.-EXPIRATION OF MAJOR COLLECTIVE BARGAINING SETTLEMENTS, JULY 24, 1975 TO DEC. 31, 1976

Number
of Last

workers settlement Expiration
Industry and union in industry dote date

Airlines-Transport Workers Union, mechanics and stewardesses - 40, 500 May 26,1974 Aug. 31,1975
Airlines-International Association of Machinists, mechanics and ground

service personnel -51, 000 May 3,1974 Oct. 31,1975
National Trucking-International Brotherhood of Teamsters -450,000 June 28,1973 Mar. 31, 1976
Rubber Industry-United Rubber Workers -47, 500 Apr. 25,1973 Apr. 20, 1976
Electrical Products-International Union of Electrical Radio and Machine

Workers, United Electrica I Radio and Machine Workers of America - 450, 000 June 1973 June 27,1976
Meatpacking-Meatcutters - 43, 000 Aug. 25,1973 Aug 31, 1976
Automobile-United Auto Workers- 682, 000 Nov. 19 1973 Sept.14, 1976
Farm Implements-United Auto Workers- 81,000 Sept. 11, 1973 Sept.30, 1976

Source: U.S. Department of Labor.

TABLE 8.-STRIKE DATA FOR SELECTED PERIODS

Days idle-in effect during
Number of stoppages Workers involved in stoppages period

Percent of
In effect In effect estimated

Beginning during Beginning during Number working
Period is period period in penod period (millions) time

1973:
January - - 380 540 150 220 1.7 0.10
February 350 560 150 230 1.3 .09
March -360 700 140 190 1.3 .08
April -470 730 160 210 1.8 .11
May -540 940 180 260 2.7 .16

Total -2,100 3,370 780 1,110 8.8 1.11

January -379 573 112 174 1.4 .07
February 377 589 128 181 1.4 .09
March - 484 763 155 232 2.1 .12
April -607 918 191 282 3.0 .16
May -795 1,191 410 536 6.1 .34

Total -------- 2,642 4,034 996 1,405 14.0 1.16
1975: 2

January -350 520 104 517 1.6 .09
February . 300 530 101 183 1.7 .12
March -370 570 90 171 1.8 .11
April -517 741 130 221 2.5 .15
May -619 919 242 412 4.9 .30

Total -2,156 3,280 667 1,144 12.5 1 .16

X Average.
2 Preliminary.

Source: U.S. Department of Labor, Bureau of Labor Statistics.
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THE ROLE OF GOVERNMENT

I have previously testified on my views on the proper role of the government
in promoting wage and price stability, so I will not detail those views here.
Liowever, I would like to draw some implications for government's role in
wage setting.

The Federal Government should seek, in its continuing role in economic
policy, to foster a healthy economic environment through the fiscal and mone-
tary tools at its disposal. Further, as I testified before some of you on May 13,
an active use of our manpower programs is appropriate, even in times of
high unemployment, to prepare people for jobs in existing and in new tech-
nologies. The Comprehensive Employment and Training Act, I believe, is a
mneans to improve our capacities in this respect in local labor markets.

With specific reference to improving the outcome of collective bargaining,
I believe there are a number of ways in which the government can be helpful.
Permit me to take this occasion to emphasize a general theme that the Presi-
dent has been stressing as of late: It is not necessary, nor is it helpful, in all
instances for the government's role in promoting certain ends to be restricted
to imposition of uniform compliance standards and regulations. By their very
nature, uniform standards fail to account for differences in individual situa-
tions and are often unfair and inequitable, and promote conflict. The govern-
ment can, nevertheless, properly take an interest in an institutional, but flexible
fashion to help identify problems, to provide information, and to serve as a
catalyst to private parties in a way that will allow them to reach accommoda-
tions that are in their own interest and in the national interest.

My experience with the Construction Industry Stabilization Committee and
the results achieved there-without a single regulation-confirms that such
accommodation and results are possible. The efforts of the Federal Mediation
and Conciliation Service and the Council on Wage and Price Stability can pro-
vide examples of other successes as well.

Efforts can and should be made by the Department of Labor and other
interested agencies, to provide timely information, both in the form of data
and analysis that might expose potential conflicts or destabilizing trends in
compensation. Also, efforts should be made to bring potentially conflicting
parties together, informally or through formal committees, to discuss issues
and seek common ground before it is necessary to come to the bargaining
table in a spirit of conflict. These efforts will be most productive if not aimed
simply at specific conflicts, but rather at improving the structure of collective
bargaining in industries where this structure threatens stability in wages
and other labor costs.

This process is difficult and time consuming but the way to industrial peace,
productivity growth and responsible settlements, in my view, lies in working
to improve and smooth the processes that determine compensation and working
conditions. As Secretary of Labor. I will be working to help the various parties
improve the structure of collective bargaining and wage determination and
encourage such measures on the part of all interested and affected parties.

I will try to respond to any questions you may have.

WAGE AND PRICE CONTROLS AS SEEN BY A CONTROLLER *

(By John T. Dunlop)

The February 1919 issue of The Quarterly Journal of Economics carried
"Price Fixing as Seen by a Price Fixer" by F. W. Taussig who as Chairman
of the Tariff Commission had served as one of eight members of the Price-
Fixing Committee of the War Industries Board.' The Committee was created
on March 14, 1918 and had authority to report directly to the President. The
article also discussed price-fixing activities by the two other price-fixing
agencies of the war period: the Food Administration and the Fuel Administra-
tion. Regulation came to an end almost immediately after the conclusion of the
armistice in November 1918.2

* This paper will appear in the published proceedings of the Industrial Relations
Research Asoclation in September 1975.1 F. W. Taussig, "Price-Fixing as Seen by a Price Fixer," Quarterly Journal of Eco-
nomic8, February 1919, pp. 205-41.

2 For a discussion of World War I controls, see, Charles 0. Hardy. Wartime Control
of Prices, Washington, D.C., The Brookings Institution, 1940, particularly pp. 111-212.



52

Some of Taussig's comments on the experience may be of current interest:
"The Price-Fixing Committee . . . started with the design of protecting the
government, and extended its function, but gradually and slowly, toward the
protection of the public also.", (pp. 207-8). 'The prices fixed (by the Price-
Fixing Committee) were in all cases reached by agreement with the repre-
sentatives of the several industries. . . . The representatives of some indus-
tries, tho they accepted them, did so virtually under duress.", p. 209. ". . .
government price-fixing during the war was not uniform in its objects, and
was little guided by principle or deliberate policies.", (p. 238).

Taussig's concluding appraisal stated: "So far as the experiment went,
and so long as it lasted, the outcome seems to me to have been good....
Supply and demand, monetary principles and monetary laws, are customarily
formulated in exact terms, with an appearance of mathematical sharpness.
The qualifications which must attach to these "laws" in any concrete appli-
cation or predication, familiar to the well-trained economist, leave abundant
room for some exercise of restraining and deliberate action. No doubt there
are limits to which such action must be confined; but they are not narrow
limits, and within them much was done which proved of advantage to the
country.", (pp. 240-41).

These remarks summarize part of a larger review of wage and price con-
trols which I have been interested in for some time. The objective has been
to consider the fundamentals of wage and price controls programs in this coun-
try incorporating first hand experience of three eras: World War II, the
Korean War era, and the period from the imposition of construction industry
controls on March 29. 1971 to the expiration of controls authority, except for
petroleum, on April 30, 1974.S The preoccupation has been with the principles
of any future controls program. The purpose is to state succinctly-and per-
haps dogmatically-what an economist should know about controls in a role
as administrator or appraiser where one is required to deal with the totality
of behavior rather than with the considerable abstractions of economic analy-
sis. Another purpose is to indicate in a few instances some of the implications
of controls experience for economic analysis and further research.

In view of the interests of the Industrial Relations Research Association
these observations will be confined to wage and compensation policy, leaving
the price side to another occasion.

The fundamental principles of a viable wage and salary stabilization pro-
program are as follows in this country.' (Some principles are not necessarily
transferrable among national industrial relations systems.)

1. It is essential that the recognized national labor and management leaders
participate in the formulation and the administration of the wage and salary
program. The quality of participation may range along the considerable spect-
rum from felicitous agreement to reluctant assent. But non-cooperation and
hostility from labor or management leaders can quickly put the stabilization
authorities under siege with massive law suits, concerted legislative attack
and endless amendments to the statutory authority and limitations on appro-
priations, and most serious of all, labor disputes and work stoppages that are
directed against the government and its stabilization program. There can be

3See, John T. Dunlop, "Decontrol of Wage and Prices," In Labor in Postwar America,
Colston E. Warne, Ed., New York, Remsen Press, 1949, pp. 3-24; "An Appraisal of
Wage Stabilization Policies," in Problems and Policies of Dispute Settlement and 'Wage
Stabilization During World War II, Bulletin 1009, Bureau of Labor Statistics, Depart-
ment of Labor, Washington, D.C., 1950, pp. 155-86.

'For some of the primary literature see, National War Labor Board, The Termination
Report, 3 volumes, United States Department of Labor, 1947; The National Wage Stabili-
zation Board, January 1, 1946-February 24, 1947, U.S. Department of Labor. 1948;
John T. Dunlop and Arthur D. Hill, The Wage Adjustment Board, Wartime Stabiliza-
tion in the Building and Construction Industry, Cambridge, Harvard University Press,
1950; Wage Stabilization Program, 1950-1958, a volumes, Wage Stabilization Board,
Economic Stabilization Agency. June 30, 1953, Washington, D.C.: George W. Taylor,
Government Regulation of Industrial Relations, New York, Prentice-Hall. Inc., 1948.
pp. 90-244; Arnold R. Weber, In Pursuit of Price Stability, The Wage-Price Freeze of
1971, Washington, D.C., The Brookings Institution, 1973; Executive Office of the
President, Cost of Living Council. Economic Stabilization Program, Quarterly Reports
for the period August 15, 1971-Juine 30, 1974; John T. Dunlop. "Fundamentals of
Wage Stabilization," Daily Labor Reports, Bureau of National Affairs, Inc., Washing-
ton, D.C., February 4, 1974. Section F; John T. Dunlop, Inflation and Income Policies:
The Political Economy of Recent U.S. Experience, The Monash Lecture. Monash Uni-
versity, Australia, September 0, 1974; Daniel J. B. Mitchell, "Phase II Wage Controls,"
Industrial and Labor Relations Review, April 1974, pp. 351-75.
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no survival of a wage stabilization program in that atmosphere in American
society, only a massive wage and salary eruption.

A number of propositions are related to this basic inter-dependence of wage

and salary stabilization and industrial relations.
(a) The stabilization authorities need to be closely allied with the on-going

procedures for contract dispute settlement through mediation and arbitration.

There can be nothing but confusion and conflict if stabilization authorities
are continually pitted against mediators and arbitrators. The stabilization

authorities need not themselves be fully involved in dispute settlement-as in

World War II and Korea-but realistic attention to the necessities of dispute
settlement in critical cases is essential to survival of stabilization. This is not

a soft policy, rather does it seek to gain the assistance and respect of the

mediation and arbitration fraternity. No amount of railing by stabilization

economists against mediators or chest thumping over the primacy of stabiliza-

tion responsibilities will settle a strike, nominally against an employer but

actually against the government's stabilization program.5

(b)- A major concern of a stabilization program is that it may divert bar-

gaining artificially away from compensation to more onerous work rules and

increased non-productive time on the job. The adverse consequences to produc-

tivity and real cost may be long run. Only the active participation of labor

and management representatives and sympathetic relations to mediators and

arbitrators familiar with the negotiations can begin to discover the practical

effects on costs and earnings of contract language, manning requirements and

rules changes. The flight pay rules in air transportation, the provisions relative

to compensation on a paper machine, travel pay in construction, or manning

in longshoring and maritime are illustrative. The artful diversion of collective

bargaining under stabilization to enhance such rules cannot be prevented with-

out the active assistance of the industrial relations community.
(c) The involvement of national labor and management leaders is essential

to explain and defend to local parties, at least through internal lines of coni-

mnunication, the integrity and procedures of the stabilization agency. They

should be free to criticize individual decisions or policies, but a program can-

not long continue if labor and management representatives do not in fact

support the program. They need to assure constituents of the accuracy of
data and facts, and these can never be fully understood by staff alone. They

are essential to advise and "try on for size" different possible decisions, to

be sensitive for internal purposes to timing of actions, to assist in dispute
resolution and to facilitate settlements more in keeping with stabilization

objectives. The representatives of labor and management are indispensable-
to even the most experienced neutral-to place a given case or problem in the

sequence of upcoming situations likely to arise.
(d) The separation of policy making and administration in wage stabiliza-

tion is a major mistake. In this field there is a significant interaction that
takes place between case handling and the formation of general precepts. As
will be developed in more detail below, the fundamental task of wage stabili-
zation is the achievement of a wage and salary structure: a complex of differ-
entials or relativities, which is generally acceptable and respected, and which

does not contain within itself the distortions for continued self-generation of

inflation. For such decisions in individual cases the full participation of labor
and management representatives is indispensable. The resort to general rules
or formulas simply will not work because it does not seek the essential in-
gredient of acceptability and relative equity to those directly involved and
those likely to be subsequently affected. A viable stabilization program con-
sists of a series of individual decisions and consolidations of general state-
ments.

(e) The principle of participation is no less essential in dealing with non-
unoin wages and salaries or with executive compensation. Private decisions
in these areas also have their own inner logic and relationships which must
be understood. Elaborate data systems have emerged in most localities or
industries and annual procedures for review and changes have become highly
formalized in large entreprises. Stabilization authorities must be able to coIn-
municate with the relevant decisions makers in terms of these data and rules
of thumb to avoid instabilities in relationships which generate further wage-
to-wage inflation during the stabilization period or at its demise.

6 Gardner Ackley, "An Incomes Policy for the 1970's," Review of Economnics and
Statistics, August 1972, p. 222.
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(f) The careful involvement of labor and management representatives is
nowhere more essential to a viable stabilization program than in relation to
public employment. The relations of the federal government to state and local
governments are sufficiently sensitive, and compensation rules are complex in
part because they are incorporated often into statutes or ordinances that in-
clude the compensation of elected officials and government employees. Unioni-
zation campaigns further complicate any stabilization program in the sector.
The industrial relations arrangements are in transition. The compensation of
government employees is too significant to be ignored and too delicate not to
require accommodation between national and local governmental responsi-
bilities.

2. The substantive objective of a compensation stabilization program is to
eliminate gradually distortions in wages and salaries, and fringe benefits as
well, which have arisen from recent past inflation and which otherwise will
generate by themselves a continuing process of increases seeking to restore
traditional relationships or those appropriate to the longer term future among
sectors, localities, occupations and private or public employers. Wage and
salary stabilization in its content is, and has always been, an exercise in
differentials, relativities and structure.

In World War II the "Little Steel formula" was overtly designed to break
the link between living costs and the wage level and to restore relative wage
relationships among units that had prevailed in the pre-inflationary period
of January 1941 by providing a standard of approval of a 15 percent increase
over that base. Some wages had moved early while others had been held back
by collective agreements or business conditions. Along with "inter-plant In-
equities," "wage brackets," "intra-plant inequities" and fringe policies, the
"Little Steel formula" was directed toward an appropriate compensation
structure. In the Korean period, General Wage Regulation 6 providing for a
10 percent increase by units over the pre-inflationary base of January 1950,
and regulations on inter-plant and intra-plant inequities (G. W. R. 17 and 18)
were the major standards similarly directed to the wage structure. Although
the Pay Board in 1971-72 chose to emphasize a single self-administered "gen-
eral wage and salary standard," its approvals in particular cases of far
greater amounts constituted recognition of the decisive significance of rela-
tivities. The attention to relativities was at the center of the 1971-74 wage
stabilization program in construction and for the economy generally from
January 1973 until May 1, 1974.

The question may arise as to the relations of the general wage level and
the structure of compensation. In this country, there are no institutional ar-
rangements for a single decision maker or small group, consciously to set the
money wage level. A number of key settlements spread and interact. The wage
and fringe level at any moment is the result. A stabilization policy must focus
on specific wages, salaries and benefits. The wage level is a non-operational con-
cept. Moreover, to the extent not recognized by economists, general indices
of average hourly earnings are a poor measure of compensation changes,
particularly in times of inflation, because they do not incorporate changes in
fringe benefits, neglect changes in work rules and are influenced by changes
in the distribution of employment.

A number of observations are related to this substantive definition of the
purpose of compensation stabilization in terms of relativities and structure.

(a) The very nature of inflation is that wage, salary and fringe benefit
relationships among industrial relations contours (particular combinations of
firms, labor organizations, localities and occupations) are distorted out of
line with recent historical patterns or their emerging tendencies. Inflation
can almost be defined in wage terms as the creation of widespread distortions
in these relationships. The dispersion in wage relationships among the key
wage settlements or leaders in the structure increase during inflation, and the
struggle is on among bargainers and decision makers to restore more tolerable
longer run relationships. The process may go on for a period after the general
inflationary forces have subsided since labor agreements take time to expire
and negotiate and annual reviews for non-union compensation come at differ-
ent and discrete intervals.

6 See, John T. Dunlop, Inflation and Incomes Policies: The Political Economy o)
Recent U.S. Experience, op. cit.; John Hicks, The Crisis in Keynesian Economics, New
York, Basic Books, Inc., Publishers, 1974, pp. 59-S5.
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(b) A single wage or salary standard, of the Kennedy-Johnson or Pay Board

variety, is accordingly an inappropriate stabilization Policy for a controls

program, since it permits an equal increase (percentage wise) among units

regardless whether they already have placed into effect out-of-line increases.

The consequence of the single standard is to perpetuate distortions whereas

the essence of a correct stabilization policy is to permit larger increases to

those units that have lagged while holding down those that have sharply
moved ahead, subject only to the concern over longer term adjustments to

take account of emerging labor market and industrial relations considerations.
(c) Relative wage and salary relationships are particularly complex to re-

establish when it is recognized that some wage adjustments are on an esca-

lated relationship to the cost of living index, and there are wide differences in

such formula and ceilings; and when many collective agreements use specified
step increases rather than an escalation arrangement. Moreover, the durations
of agreements, including reopening provisions, vary markedly among wage
and salary schedules. In these circumstances the projection of future wage
and salary relationships is complicated.

(d) One implication of the concern over differentials, relativities and struc-
ture for a stabilization program is to require a very considerable mass of wage
rate, salary and fringe benefits data. Stabilization periods in the past have

always enhanced materially the extent of compensation data.
(e) The attempt to reduce compensation adjustments of all types, including

fringes and work rules, to a single number is not practical and may be very
misleading. For instances, the costs of a uniform pension benefit will vary

significantly with the age distribution and composition of the work force of a

unit. Pension improvements in a relatively young unit may constitute very

large cost increases when the same benefits are applied to an older work
force. Accordingly, separate data on various fringes and benefits are required
for an effective stabilization program, and separate standards may be required
on various fringe benefits.

(f) The appraisal of changes made in conditions of work, work rules and
manning requirements is a necessary part of a stabilization program whether
changes are made more favorable to the workers (less favorable to the man-
agement) or more favorable to management (less favorable to the workers).
The longer the stabilization program runs the greater the attention required
to these elements of the employment-compensation bargain. The experience
with "productivity bargaining" in the incomes policies of Great Britain illus-
trates the range of problems. A policy strict enough to foreclose fictitious
changes in productivity may discourage many needed changes. Genuine produc-
tivity changes, on the other hand, are often most difficult to evaluate. The
most serious stabilization problems created by work rule and productivity
changes is that compensating higher wage or benefit increases may in fact

spread to other related employees who do not make the same or corresponding
productivity and cost-saving adjustments.

3. Stabilization programs in the United States contain provisions, as in
other countries, providing for special treatment for low paid workers in the
form of larger allowable increases or exemptions from controls. In other
countries such provisions of incomes policies are designed to be redistributive.
The views of Hugh Clegg on the British scene are illustrative: "Existing pay
distribution is unfair. The chief cause of the pay explosion, and a major cause
of many other industrial relations problems, is the growing realization of the
injustice of our existing income distribution. An income policy which sustains
existing relativities for long will be seen as unjust. The policy must therefore
differentiate." Such redistributive views do not reflect the judgments of par-
ticipants in the industrial relations system of this country.

The advocacy of greater increases or lesser restriction for those at the bottom
of the wage structure is accompanied by the view that those above such a
cut-off level ($3.50 an hour in the 1973 statute) should be free to maintain
old differentials. Any compression of relativities is inappropriate. In these
circumstances the stabilization authorities are not typically confronted with
a major problem of realignment. Moreover adjustments allowed above the
low-wage cut-off under stabilization rules are likely to be decisive for the
lower end of the scale and set an upper limit to the amount or percentage of
the increase. There has been little interest in this country among industrial
relations participants for using wage stabilization programs for redistributive
purposes.
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In summary, the procedural fundamental of wage and salary stabilization in
this country is the necessity for the sympathetic involvement of labor and
management leaders, and the substantive fundamental is the objective of the
gradual restoration of historical and emerging wage, salary and benefit rela-
tivities, correcting the distortions which are the essence of compensation in-
flation.

Senator PROX3iTirE. Please proceed, Mr. Rees.

STATEMENT OF HON. ALBERT REES, DIRECTOR, COUNCIL ON WAGE
AND PRICE STABILITY

Mr. REES. Thank you, Mr. Chairman. Thank you especially for
those extremely generous introductory remarks you made a moment
ago.

Since I last appeared before this committee, in late February, the
rate of inflation first declined in a very satisfactory fashion. But
most recently, it is not that good. The seasonally adjusted annual
rate of increase in the consumer price index for the 3 months end-
ing in June was 7.1 percent. Through the corresponding 3 months
ending in May, it was only 5 percent. So we have had something of
a resurgence of inflation in June, which is very largely the result of
two sets of prices; one, the price of meat, which has a very heavy
weight in the consumer price index, and the other is the price of
petroleum products. I am going to discuss those further in just a
moment.

In February, I said that I expected the rate of inflation for the
year as a whole to be between 7 and 8 percent, and the rate for the
fourth quarter to be at an annual rate of 6 percent. Despite recent
developments, I think that judgmental forecast is still reasonable,
although the probability that we would do better than that, I think
is smaller than I would have guessed in February. Some of the
increase is energy prices, which in February I expected to take
place earlier in the year, has been deferred by delays in agreement
on an energy program, and therefore my original statement about
the fourth quarter may prove to be quite a bit too low.

Let me discuss in a little detail three aspects of the price picture-
food, energy, and industrial prices. Some of the uncertainties about
food that have existed early in the year have now disappeared. We
have had very large plantings, and we have had good growing
weather early in the crop season. Except for winter wheat, however,
the crop is not yet harvested. There is still some risk of drought
late in the summer, or of early frost, so that we are not completely
sure that we will have a good crop. But at least the early indications
are favorable.

So far, we have had substantial declines in the price of grain
and in soybeans, and world sugar prices declined very sharply from
the peaks of last fall until a few weeks ago, when they began to
rise again, but not anything like to their former level. I think the
biggest uncertainty on the food-price crunch has to do with the
situation of the grain crop in the Soviet Union. There is increasing
evidence, increasing every day, that the Soviet Union is not having
a good crop year; that they are moving into world markets to buy
-rain, not just from us, but from other grain-producing countries.
We do not yet know how large those purchases will be.
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The Sbviet purchases could limit the further decline in our grain
prices; if we have a very good crop. If our crop is not very good,
and the Soviet purchases are very large, the grain prices could even
rise somewhat. In many areas, the lower price of farm products
have been passed on to consumers at the retail level. We are very
pleased to see lower prices for bread, for some breakfast cereals,
for soft drinks, for candy, and for a variety of other processed
food products, including canned vegetables. I think all of that is
very good news.

During the spring, livestock prices rose very sharply from the
distress levels of last winter. This has been reflected in very large
rises in the retail price of meat. In the months ahead, meat prices
should level off, and are more likely to fall again somewhat. So, I
would say that the general near-term prospect for food prices at
retail is that they will be generally level or possibly falling slightly,
despite the very substantial increased costs of processing and distri-
bution.

Now, let me turn briefly to energy. In my February testimony,
I mentioned the study done for the Council on Wage and Price
Stability by Data Resources, Inc., estimating the effect of the Presi-
dent's energy program on the consumer price index at 1.6 to 1.9
percent during 1975. Now, some of those price increases that were
included in that estimate alreadv have taken place. They have taken
place largely as a result of a $2 a barrel import duty placed on
imported petroleum, and that in turn has been one of the causes
of the recent increases in the price of 'gasoline at retail.

The President's proposal for the gradual decontrol of the p rice
of old oil, which was recently defeated in the House, would have
caused some further increase in prices to consumers. That increase
is estimated by FEA at 1.4 points in the CPI. Sudden decontrol
would produce that increase over a much shorter period of time.
Gradual decontrol would spread it over several years.

The Council on Wage and Price Stability has not made any in-
dependent estimate of the price effects of the decontrol of old oil.
There has recently been much concern about the intention of the
OPEC countries to raise petroleum prices again next fall. At this
point, we do not know how much OPEC intends to adjust the
prices, and it is very difficult to speculate, therefore, about the effect
of this on energy prices at the retail and consumer level.

My most important area of concern has to do with prices of
industrial products. In late June and early July, the leading pro-
ducers of aluminum announced a price increase of 2 cents a pound
for primary aluminum, and two producers announced similar in-
creases for most finished aluminum products. These increases
amount to 5 percent on the price of virgin ingot. They amount
to 2.3 to 2.7 percent on the prices of finished products. They have
been delayed until early August at the request of the Council on
Wage and Price Stability, and I am very gratified that the alumi-
num producers agreed to that request. We did not have any legal
power to make them delay that price increase. They did so anyway.

We have just concluded hearings about those price increases, and
we will be digesting the testimony of those hearings, and making
some sort of report within the near future.
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At about the same time as the price of aluminum was raised, tire
producers announced general price increases. There are strong indi-
cations that automobile producers intend to raise their list prices
by something close to 6 percent when they introduce the 1976
models. We have requested cost data from the tire producers and
from the automobile producers. Some of the automobile producers
already have been in to see us. Others will be coming in the next
few days.

Now, it used to be that prices fell during recessions, especially
during recessions as severe as this one. The prices of many industrial
raw materials have declined, but the list prices of most finished in-
dustrial goods have not declined, and they are beginning to rise
very earlv in the recovery.

What concerns me deeply is, if these price increases become wide-
spread, this recovery will be less vigorous than it should be. The
Congress has passed, and the President has signed into law, a sub-
tantial tax cut designed to stimulate the economy. This will help
to produce a rise in GNP, measured in current dollars, but if that
stimulus is dissipating price increases, the rise in real output and
in employment could be disappointingly small.

Producers of industrial products are experiencing cost increases
that are unusual for a recession; increases in energy costs; increases
in labor costs; and increases in the cost of some imported raw ma-
terials, such as bauxite and imported iron ore. However, they
entered the recession after a round of price increases that restored
price/cost relationships to a very favorable position.

However, rising output will produce rising productivity, and will
check the very severe rise in unit labor costs that was taking place
last year and early this year. For these reasons, we hope that
efforts to recoup cost increases will not be made prematurely, but
can be delayed before a vigorous recovery is underway, and demand
is closer to capacity levels.

The situation is a complex one, and requires much further study
by the Council on Wage and Price Stability, by the Joint Economic
Committee, and by private researchers. Just as the severity of in-
flation and recession should be taken into account by private de-
cisionmakers, they should also be taken into account by those de-
cisionmakers in government to make rules and regulations. And
we are continuing to monitor the issuance of new rules and regula-
tions very carefully, to make sure that they do not cost the buying
public more than they need to achieve their desirable objectives.

Senator Proxmire. that concludes my opening remarks. I will be
most happy to answer questions.

Senator PROXMMIE. Thank you, Mr. Rees.
[The prepared statement of Mr. Rees follows:]

PREPARED STATEMENT OF HoN. ALBERT REES

Mr. Chairman and members of the committee, I am pleased to be with
you again to discuss recent developments affecting prices and the rate of
inflation and the prospects for the months ahead. Since I appeared before
you in late February, the rate of inflation has first declined and then risen
again. For the three months ended in June, the seasonally adjusted annual
rate of increase in the Consumer Price Index was 7.1 percent. The corre-
sponding figure for the three months ending in May was 5.0 percent. Much of
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the price rise in June was a result of higher prices of meat and petroleum
products. I will discuss these price increases further in a moment.

In February, I said that I expected the rate of inflation for 1975 as a whole
to be about 7 to 8 percent, and during the fourth quarter to be at an annual
rate of 6 percent or less.

Despite recent developments, that judgmental forecast for the year still
appears to be reasonable. However, some increases in energy prices that I had
expected to take place earlier may be displaced into the fourth quarter. For
this reason my original fourth quarter expectation may prove to be too low.

I should like to discuss in somewhat more detail three aspects of the price
picture: food, energy, and industrial prices. Some of the uncertainties that
surround the food picture earlier in the year are now diminished. We have
had large plantings and generally good weather in the spring and early
summer. Although there are still some risks of late summer drought or early
frost, the general prospects are for excellent crops. This has already brought
substantial reductions in the prices of grain and soybeans, and world sugar
prices have also declined sharply from the peaks of last fall. However, in
recent weeks the price of sugar has again risen somewhat, and the poor Soviet
grain crop has caused the USSR to purchase grain from other countries, in-
cluding the United States. This could limit further declines in grain prices
here or even lead to some new price increases, depending both on the size of
the Soviet purchases and the size of our crop.

In many areas, lower prices of farm products have been passed on to con-
sumers. We now have lower retail prices for bread, cereals, soft drinks, candy
and a variety of other processed foods. During the spring, livestock prices rose
substantially from the distress levels of last winter, and this has been re-
flected in high retail prices of meat. In the months ahead meat prices should at
least level off and are more likely to fall somewhat. Thus, the general near-
term prospect is for generally level or slightly declining food prices, despite
the continued rise in the costs of processing and distribution.

In my February testimony, I mentioned a study done for us by Data Re-
sources, Inc., estimating the effects of the President's energy program on the
Consumer Price Index at 1.6 to 1.9 percent during 1975. Some of these price
increases have already taken place. The rise in the price of gasoline this
month reflects in part the $2 a barrel import duty on petroleum. The Presi-
dent's proposal for the gradual decontrol of the price of old oil, recently de-
feated in the House, would have caused some further increase in prices to
consumers. This increase is estimated by the Federal Energy Administration
as 1.4 point increase in the CPI. Sudden decontrol would produce approxi-
mately this impact over a shorter period of time; gradual decontrol would
spread it over several years. The Council on Wage and Price Stability has
not made any independent estimates of these effects.

There has recently been much concern about the intention of the OPEC
countries to raise petroleum prices again this fall. At this point, we do not
know how much OPEC intends to adjust prices and, it is therefore very diffi-
cult to speculate on the probable effects of the OPEC price increases on the
U.S. price level.

The most important area of concern over price behavior lies in the prices
of industrial products. In late June and early July, the leading producers of
aluminum announced price increases of 2 cents a pound for primary aluminum,
and two producers announced similar increases for most finished aluminum
products. These increases amount to 5 percent of the price of ingot and 2.3
to 2.7 percent for finished products. The increases have been delayed until
early August at the request of the Council on Wage and Price Stability. At
about the same time as the aluminum price increases, increases in the prices
of tires were announced by several producers. There have also been strong
indications by automobile producers that the prices of 1976 cars might rise by
as much as 6 percent. The Council on Wage and Price Stability has requested
cost data from all the producers who have announced price increases.

It used to be true that prices declined during recessions, especially during
recessions as severe as this one. Prices of many industrial raw materials have
declined. But list prices of most finished industrial goods have not declined,
and they are beginning to rise very early in the recovery. What concerns me
deeply is that if these price increases become widespread, the recovery will
be less vigorous than it should be.
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The Congress has passed and the President has signed a substantial tax cut
designed to stimulate the economy. This will help to produce a rise in GNP
measured in current dollars. But, if the stimulus is dissipated in price in-
creases, the rise in real output and employment could be disappointingly small.

The producers of industrial products are experiencing cost increases that
are unusual for a recession: increases in energy costs, in labor costs, and in
the cost of certain imported raw materials such as iron ore and bauxite.
However, they entered the recession after a round of price increases that
generally restored price-cost relationships to a very favorable position. More-
over, rising output will produce rising productivity and will check the severe
rise in unit labor costs that has been taking place in the past year.

For these reasons we hope that efforts to recoup cost increases will not
be made prematurely, but can be delayed until a more vigorous recovery is
under way and demand is closer to capacity levels. The situation is a complex
one, which requires much further study by the Council on Wage and Price
Stability, by the Joint Economic Committee, and by economists in universities
and private research institutions.

Just as the severity of inflation and recession should be taken into account
by private decision makers, they should also be considered by Government
decision makers whose actions affect the prices of particular goods and serv-
ices. The Council on Wage and Price Stability has been monitoring the pro-
posed new rules of many Federal Government agencies to see whether they
have an inflationary impact. In a number of cases we have suggested further
study or possible modification of proposed rules. In doing so, we do not want
to sacrifice any of the important and desirable objectives that these rules
are designed to achieve. We do want to reach these objectives in ways that do
not add unnecessarily to the cost of the goods we buy. Our actions in monitor-
ing the inflationary impact of rules and regulations is far less dramatic than
monitoring wages and prices, but in the long run it may be even more im-
portant.

Mr. Chairman. this completes my prepared statement. I would be happy to
answer questions.

Senator PROXmIRE. I would like to start off with Secretary Dunlop.
Secretary Dunlop, this is a kind of unusual statement of yours.
It is a very thoughtful and scholarly paper, and we welcome it on
that score. But we still suffer from very, very serious unemployment.
Tt is at the worst level it has been at since the Great Depression:
I do not see anything in your statement about this, and I would
like to have your comment on this. In the first place, let me ask
you how high you expect the unemployment Tate to go, and whether
you think that it is about to turn around, or might it get worse?

Secretary DUNLOP. First Senator Proxmire, let me explain what
I had originally perceived to be-maybe erroneously-the design
of this discussion and testimony today; that Mr. Rees would talk
about wages, and that is what I tried to talk about. Now, I am
happy to talk about unemployment or anything else that you would
like to.

As you know, on unemployment, as on all economic matters, I
am not much of an admirer of economic predictions; and I suppose
that in 1973 and 1974 particularly, predictions were particularly
bad. because we were dealing with a world economic environment
that was really very different than anything we had had in a hundred
years, in so-called peacetime operations.

Now, on the other hand, I do believe that it is very much the
concensus of economic forecasters that if nothing major and disas-
trous happens, that we have reached near, if not, the peak of unem-
ployment; and that we will expect it gradually to come down.

I hold in mv hand the weekly chart the Department puts out
on unemployment rates, as reported by unemployment insurance
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systems; and any look at these numbers and the charts would suggest
that 'we are near or have passed the peak. I think one final observa-
tion that I would say on the question you ask is that we know that
economic activity as represented by output or profit or other meas-
ures will pick up more rapidly. *When it does, then unemployment
will drop.

We should, however, expect unemployment to continue to lag for
two particular reasons. One is, we face a continued growith in the
labor force, and for the unemployment to pick up, it would have
to rise more than the labor force grows in order to reduce unem-
ployment. The labor force grovWs, not only because of youth, but
also because of women and others entering the labor force.

The second reason it will lag is because, at the initial stages of
recovery, we all know that productivity, historically, tends to rise
more than it does at the peak. And therefore, that rise in produc-
tivity will preclude a spontaneous and immediate response in em-
ployment. So we do expect a lag, as always, in the unemployment
rate as activity picks up.

Senator PROXInIRE. And combined with that, the expectations we
get from most private economists and the OECD, the Organization
for Economic Cooperation and Development, they expect us to have
about 51/2 percent growth, a 5 percent growth in the rest of this
year and 51/2 percent in the first half of next year, private American
economists generally seem to agree.

This is a very, very slow recovery, based on the experience we
hav:e had, which has averaged 11 percent in the first quarter of
recovery, I understand, over the last five recoveries. This would
suggest that the level of unemployment, because of the productivity
increase and so forth, is likely to stay very high, perhaps above 8
percent, perhaps about 8 percent for a year and a half.

Now, this is something that I think, for many of us, is just un-
acceptable.

What do you think we can do about it? What strategy do you have
to overcome that?

Secretary DUNLOP. *Well, this is really an area of general eco-
nomic policy, and I am happy to discuss that. Let me start by saying
to you that I am not so confident as the people you referred to as
to the pattern of recovery in this recession. The forecasts that are
conventional assume a slower rate of recovery this time than, say,
the median of the past five recoveries.

There is some basis, perhaps, for those forecasts in terms of the
low state of the housing industry and the significant impact on
economic activity of the sharp relative rise of energy costs and mat-
ters of that sort.

On the other hand, I myself am rather unpersuaded that that is
necessarily true. And people in the Bureau of Labor Statistics and
other places have done for me studies that suggest that if the re-
covery ahead should be the median of the last five recovery patterns.
our unemployment rate would, in the end, be very much lower than
the conventional forecasts. by the order of a whole point in 1976.
So my first point is that I am not persuaded that the conventional
wisdom on this matter is all that solid. To explain why I think it
is not would take us a long time, but, nevertheless, I want to express
that judgment.

65-201-T7 5
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Now, the second aspect, regarding what to do about the situation
is, I think, the right question. I mvself feel that there is no doubt
that our common purpose in Congoress and the administration and
the country should be how to create jobs and how to create good
jobs. For I discern, Senator Proxmire, a view around the country
that people are very much interested in good jobs, rather than simply
more $2.10 an hour jobs and so forth; jobs which pay well, which
have good benefits, which have safe working conditions, which have
some promotion pattern within them, too.

If you ask yourself, Senator Proxmire, where in our economy
does one find the conditions necessary for good jobs, and how do you
create good jobs, I happen to think that there is evidence to show
that thev are associated with areas in which there are significant
amounts of public and private capital. So, instead of treating the
problem of capital formation and job creation as somehow in op-
position to each other, one being inconsistent with the other. my
own view is very much that they are very highly intercorrelated, in
fact, and that our obligation is to try to develop these good jobs.

It seems to me the order of magnitude suggests they have to be
mainly in the private sector. So we need a process of encouraging
the creation of private jobs in our economy.

Now, just a note about the magnitude of this. We need jobs for
about 3.2 million people to bring us back this June to the level of
emplo ment of June of 1974. We,'in addition to that, need jobs for
about 1.6 million people a year to bring us to something like moder-
ately high levels' of employment by 1980. So we have got to get
jobs for 3.2 million people to get back,' and another 1.6 million jobs
a year to have our labor force reasonably'employed as I see it. That
is the magnitude of our' task.

And what are the policies to do that? Those are the questions to
which I think our discussion ought to be' addressed. In the mean-
time, those who are unemployed, I think, deserve the best unem-
ployment insurance system we have.

As you know Congress, with our.recommendation, has extended
those. benefits. We are now in the process of making proposals to
the Congress-I have already done so, before the House committee-
to provide for permanent improvements in our unemployment in-
surance system.

Senator PROXMlnE. Well, of course, I cannot disagree with any-
thing you said. We all want good jobs, and meanwhile we want ade-
quate unemployment compensation.

But as I look at the economv and look at the various elements of
the economv that can give us jobs. it seems to me that the outlook
is not good. You spoke about housing, where we have a tremendous
potential for jobs, but high interest rates, which are very high now,
and seem unlikely, in my view to drop very much-they may go
down a half percent, but the mortgage rate would still be above 8
percent-make it unlikely that we would get the kind of recovery
there that we could use, with enormously high unemployment in
construction, housing starts still hovering around a million.

As I say, there is a potential there, but it is hard to see it being
translated into action without a monetary policy on the part of the
Government, or a housing policy on the part of the Government,
which I just do not see developing. I have listened to the Secre-
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tary of HUD. She has been before this committee and other com-
mittees. There does not seem to be a construction program there.

The automobile industry is certainly an industry that is vulner-
able because of-the energy situation and because of various other
elements that have increased the cost of automobiles. It is hard to
see that consumption generally, or retail sales, have a momentum that
would sustain much of a recovery.

So, for all of these reasons, it seems to me it is hard to recognize
where we are going to get the vigor that is going to do much about
this unemployment situation. Meanwhile, to rely on unemployment
compensation, I think, is right, but does it not raise the problem-
and I mentioned it in my opening statement-of people being out
of work.

We now have 1.3 million people who have been out of work more
than 6 months, I understand, and who have a very serious problem,
perhaps losinfg their skills and have a very difficult problem of ad-
justing in their family life and so forth, when they have that long-
range unemployment.

What I am reaching for is whether or not you, as a distinguished
labor economist, as Secretary of Labor, as the man in the adminis-
tration who, perhaps,. has a greater responsibility in the job area
than almost. anybody else, what you would suggest on this? You
see, I know it is a very tough question, and perhaps it is unfair.

Secretary DUNLOP. No, it is not. I guess what I would say to you
is this, Senator, first of all, the tax cut that our Labor Management
Committee advocated which I vastly prefer to that which the Con-
gress enacted, was designed as a stimulus to the economy and one
which would have not .just a lump sum immediate impact, but a con-
tinuinor effect. It does seem to me that such a fiscal tool should have
been tie- major tool we used and we may have to use it again. A,
myself, felt then, as now, that a combined business and personal tax
cut was what was required. Our Labor Management Committee also
thought so, and itrseems to me that that tool may have to be used
again.

Senator PROXMIRE. You say may have to be used again?
Secretary DUNLOP. Yes.
Senator PROXMuIR. We were discussing that yesterday with Mr.

Greenspan. Do you feel at this time that it is rather clear that we
should at leastj at a minimum, renew the tax cut that we made for
this year so that we do not have, in effect, a tax increase next year,
which we would have if we simply let the tax cut lapse?

Secretary DUNLOP. As you know, that matter is very much under
active consideration. Since I was not an admirer of the particular
form of tax reductions that were enacted by the Congress in March,
as I recall it, I am not here to say I propose that it be done again.

But the notion that some combination of household and business
reductions should probably take place in the future is a point of
view to which I am sympathetic. I think, since Congress is about to
be away in August and so forth, we can all reassess that situation
and be in a much firmer position to talk about Labor Day. So I do
think that is one tool.

I do think that-just to get the arsenal out-that the 310,000
public service jobs are an important tool. Our Department adminis-
ters those that are now in place. I have said before that I do not



64

regard it as a general-purpose tool. We do have our program, which
the Congress supported, for funds on the order of $500 million for
youth in the summer, which provides various forms of assistance to
about 1.9 million young people this summer. That is an element of
the jobs picture, as I see it.

I myself feel, as you indicated, perhaps, that this should not
necessarilv be the end of the arsenal. That is why I was so pleased
with the recommendations of my colleagues on the labor management
group to do something in the utility area, where we need that pro-
gram, in my judgment, partly for reasons of energy, partly for
reasons of creating capacity. Because those plants take a long time
to build, a program like this would mean that a year from now, 2
vears from now, 3 years from now, when the economy will be high.
we will not be frustrated and inflation stimulated by the absence of
adequate capacity.

And finally, that program would very much be a job creation pro-
gram in the private sector, of the sort we need. So that is another
piece of the arsenal.

I am mvself-aside from general tax reductions, aside from these
public jobs and summer jobs-inclined to believe that one ought to
give his attention to some of these particular sectors, like utilities,
like housing, in terms of the process of further stimulation.

Senator PROX3ImE. My time is up. I will be back.
Senator Taft.
Senator TAFr. Thank you very much.
Mr. Secretary, you have just noted the utility construction prob-

lem. Have you noticed any tendency on the part of utilities to go to
in-hand employment and construction, rather than to the building
trades, and what is the effect of that?

Secretary DUNLOP. Senator Taft, I have not made a detailed study
of that matter. That is not a new range of issues. It is very old,
particularly with respect to relatively minor operations, such as cer-
tain switchyards, certain distribution lines, and the like.

With respect to a major powerplant-I mean, when we are talking
about hundreds of millions of dollars of construction-I think, if
I am not mistaken, of only one major development in that direction,
slnd it may be that which you have in mind, in the southeastern part
of the United States. But as a general proposition, there have al-
wavs been. as there are in industrial plants, the questions of whether
a change in the model year, whether a conveyor system, and whether
minor construction types of things shall be done in-house or by con-
tracting out.

I would expect, as an economist, that the relatively sharp rise of
construction rates in the period 1969, 1970, and 1971 relative to in-
clustrial wages would have been a factor tending to stimulate the
self-performance of some of that work. But large powerplant op-
erations, I think not.

Senator TAFT. Do you think it would be feasible if it were tried?
Secretarv DUNLOP. No, because-let me give you the reason-I

think there are very few systems large enough to maintain in their
permanent employment numbers on the order of magnitude of 5,000
or 10,000 people who are required to do a major construction site,
and when that is done, that they would have to be laid off, and
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that would not be likely to succeed and be as economical as the
contracting out of that operation.

Senator TAFT. Thank you.
Mir. Secretary, the share-of-the-work movement resulted in the 48-

hour week becoming the 40-hour week in a time of economic weak-
ness. As a result, millions of jobs and a wider distribution of income
apparently were created. Other aspects would be earlier retirement
age, apprentice programs for teenagers before they become a part of
the labor force, longer vacation periods, and so forth.

What do you think about the possibility of a similar movement
today, for instance with regard to a 4-day week or even a 3-day,
long-hour week, as has been experimented with by some employers?

Secretary DUNLOP. Senator Taft, first to comment about the his-
tory you are reciting: I happen to think the Fair Labor Standards
Act effective in 1938 had something to do with the reduction to
40 hours. Now, there has been generally in our society over the last
decade a fair amount of experimentation with different hours of
work, and one of my concerns as Secretary is to be sure that our
Fair Labor Standards Act's provisions do not unduly inhibit-

Senator PROXMIRE. If the Secretary would yield for just a minute,
that is a rollcall. I am going to go vote and leave Senatot Taft
here. Then I will come back and perhaps then we can proceed with
very little interruption. So I will be back.

Secretary DUNLOP. At your pleasure, Senator Proxmire.
Senator PROXMIRE. Please go right ahead.
Secretary DUNTLOP. And I was saving, I have been a little con-

cerned that this innovative experimentation that is going on in
various industries and plants not be unduly hampered by the
strictures of that statute.

Now, we have to take into account two-
Senator TAI-r. Well, of course, Ross-Healy and Davis-Bacon would

have something to do with it, too, would they not?
Secretary DUNLOP. Well, I was thinking really of the overtime

provisions. I guess that is possible too, yes. The answer to your
question is in the affirmative.

There are really two groups of considerations in thinking about it.
One is the desires of the people as to when they want to be available
for work and their choice of the division between leisure and off
worktime and worktime, and then there is the factor of the economics
of operation.

Now, I would be glad to present to you the kind of results of
some of these experiments. I know of places where shifting to these
4 10-hour days or something like that has worked out very well. I
know of other cases in which people have tried it, and it has not
worked out very well, and they have abandoned it, and I must say,
my sense, Senator Taft, is that we also ought to distinguish between
the general movement to reduce hours and the movement for flexi-
bilitv at hours of work of the establishment and thirdly, the move-
ment with respect to the flexibility in the hours of the work of the
individual. These are not all the same thing.

Now, with respect to the first, my perception is that while there
was a large preference in many workers and in collective bargaining
to reduce the aggregate hours for some years, that has tended to
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level off. I do not mean to say there are not individual bargaining
arrangements that do not go down to 35 hours or hours of that

sort or less, but they are not as much pushed, in my perception, as

they were at one time. There is some discernment on my part that

this is partly because workers involved may be as interested in in-

come as they are in added leisure.
With respect to the last'two matters, I do think we have on the

other hand seen a good deal of experimentation about the flexibility
of hours of operation and flexibility in the hours of the work of in-

dividuals, and it is those experiments to which I have referred.

Senator TAI-r. Mr. Secretary, moving on to another subject, I be-
lieve that during the'Depression years-and I specify 1933 to 1943-
anyone who was classified as on work-relief was still counted as

unemployed. This would have included, as I understand it, persons
working for W;VPA, CCC, and so forth. Have you seen the recent
Library of Congress report which indicates that revised unemploy-
ment levels to take account of this fact imply that we are close to
Depression levels of unemployment?

Secretary DUNLOP. Senator, I would have to be trusting a very old,

old memory on that point, and I would like to check it. My impres-
sion is that the statement that you started with a moment ago on

this question is correct, but I would like myself to check it.
Now, I suppose the issue today is, to what extent are public

service jobs and other kinds of jobs we have analogous to those
jobs in a recession period? In some ways, it also goes to the way in
which we treat people who are on CETA funding of one kind or
another, the Job Corps, and people of that sort, and I would beg

your indulgence to give you a memorandum on this matter, so I do
not clutter the record with a lot of inaccuracies, since I do not carry
information- on these matters in the forefront of my consciousness.

I will get a statement for you, with your permission.
Senator TAFr. We. would appreciate that and we will make avail-

able to you a' copy of the Library of Congress report of January
28th, if you would like to have that to comment upon.

Secretary DUNLOP. Yes, sir, I would.
[The following statement was subsequently supplied for the

,record :]

RECONCILIATION OF 1930's UNEMPLOYMENT WITH CURRENT CONCEPTS

With levels of-unemployment in the range of 8-9 percent in recent months,
it is not surprising' that attention has been focused on comparisons of our
current unemployment experience with that of the 1930's depression. Indeed,
it has been suggested that data for the 1930's, when adjusted to include
persons working for the WPA, CCC, etc., as employed, indicate unemployment
rates in the same 8-9 percent range as at present.,

Direct comparison,. however, between the two periods is not simple. First.
with the data available, it is difficult to either assess or compare the hardship
experienced during the two periods: The unemployment rate provides only
an approximation *of hardship. and other quantitative data reflecting the
impact and severity of unemployment during the depression period are not
readily available: Second, the official methods of calculating and defining
unIemployment were quite different in the 1930's than those in use since 1941.
The official unemployment figures for the individual years of the 1930s were
calculated after the end of the decade by subtracting total employment, based
on the Bureau of Labor Statistics survey of nonagricultural employment and
the Department of Agricuiture's estimates of agricultural employment, from
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an estimate of the total labor force which were made by interpolating be-
tween the 1930 and 1940 Census counts. This simple estimation method makes
any comparison between the 1930's figure and today's more timely and substan-
tive figures analytically inaccurate.

A number of efforts, both within government and in the academic community,
have been made to reconcile the 1930's data with current definitions, including
a recent study by the Congressional Research Service of the Library of Con-
gress. The Bureau of Labor Statistics is in the process of analyzing the data
and studies of that period to determine whether the published estimates of
unemployment for these years should be revised to accord with current defini-
tions and thus allow more direct comparisons. In the meantime, it would not
seem to be very precise or analytical to compare the highest monthly observa-
tion in 1975 (9.2 percent) to an estimated annual statistic of 8.9 percent for
1937 based on interpolated data.
- To illustrate the higher quality of more recent statistics, we should note why
better statistical comparisons can be made among reported unemployment
statistics in the years since 1940. Since then estimates of unemployment have
been obtained from a monthly household survey. Both unemployment and
employment are directly enumerated and aggregated to civilian labor force
totals, with the unemployment rate calculated by dividing unemployment by
the civilian labor force. Unlike the data collected during the 1930's, current
data are compiled and made available monthly, with voluminous detail on
demographic and economic characteristics, allowing more careful study of the
socio-economic impact of a given total unemployment rate. The margin of
error in the current data is much lower than that which may be presumed for
the 1930's, and hence more confidence may be placed in the accuracy of the
present monthly estimates.

It would, perhaps, be helpful to make some additional observations on the
hardship imposed by high levels of unemployment in the two periods. In
August 1975, 6.2 million persons, or about 75 percent of the unemployed, were
drawing unemployment compensation. In contrast, unemployment insurance
benefits were not generally available until 1938-39, and even in. July 1940,
when the number of insured unemployed peaked at 1.7 million, the insured
unemployed comprised just 18 percent of the total number of persons unem-
ployed.

The degree to which employment is composed of involuntary part-time work
can be an important indicator of the quality of employment. For example, a
comprehensive study conducted in the early days of the depression .found that
nearly two-thirds of manufacturing workers who still had jobs were working
part-time. In August 1975. part-time workers comprised only 18 percent of
those at work in non-agricultural industries, with Involuntary part-time work-
ers accounting for less than 5 percent of the at-work total. Of course, to
accurately measure hardship, other factors must be considered such as real
wage trends, discouragement and the comparative effect on families with second
wage earners.

Without minimizing concern and dissatisfaction with the high levels of un-
employment that we currently face, it is clear that our ability to reach spe-

-cific conclusions' as to the relative severity of unemployment during the de-
pression and the current period is limited by the data. However, based on the
evidence available, it would be my view that unemployment and its effects
are currently far less pervasive than during the 1931-40 period, and that the
hardship associated with a spell of unemployment in 1975 is much less than
that endured by those unemployed during the 1930's depression.

Senator TAFT. Secretary Dunlop, in April of this year the report
on the equal employment opportunity. program for Federal noncon-
struction contractors was issued with its recommendations for the
Department of Labor. These include accelerated implementation of
a system to measure progress for nonconstruction contractors and

'to assess shortcomings of programs advancing minorities and women
in the work force, establishment of training courses for compliance
officers, and a requirement that compliance agencies take time in
enforcement action with respect to contractors not complying with
the Executive order.
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There are several other areas that I have not mentioned. What
progress has been made in implementing these recommendations?

Secretary Du-IT oP. You started, did you Senator, by referring
to the GAO report? Is that what you were talking about. I did
not get the first line.

Senator TAFr. Yes; I think that is correct. It was a GAO report.
Secretary DUN-LOP. Well, Senator, I testified about a month ago

before Congressman Hawkins' subcommittee of the House of Repre-
sentatives in which I dealt at some length with the subject you are
talking about. So as not to clutter the record I will send you person-
ally a copy of my testimony to Congressman Hawkins.

I have these observations: That the GAO report, which I have
read, is correct, that there are major managerial problems in the
Government in the executive branch in dealing with these programs
-maybe "managerial" is not broad enough a term. Perhaps I can
explain it this way: The first of these deal with the coordination
and the interrelationship between the Commission, the Labor De-
partment, Justice Department, and other agencies, which coordina-
tion was mandated bv the Congress in a 1972 act. That has not
worked well, and that is the first thing which we need to put in
order in this area. and MIr. Perry. who is the new Chairman of the
Commission, and I have talked about that at some length, and I
am hopeful we can do better on that matter.

The second element deals with the Labor Department's program
where, as you know, under the Office of Federal Contract and Com-
pliance we have 17 different agencies which the Department is sup-
posed to coordinate. We have 130 employees in our Department and
1,800 employees in these 17 different agencies. Needless to say, there
is many a slip in that operation, and it is that area particularly
which the GAO report was directed to, and I have that very much
under review, as I testified to AMr. Hawkins.

I personally, as the Secretary of Labor, met with those key staff
fellows and ladies from the procurement agencies.

The third area, I think, where something needs to be done is in
our regulations. They need to be more appropriately fashioned to
the characteristics of particular enterprises, and you should know,
Senator, that I announced a week ago or so that starting August 20
our Department would hold hearings on the sensitive subject of the
application of these regulations to universities, which has been the
subject of a good bit of difficulty.

A final area which we are working on, I think, by common con-
sent, applies to the notion that there is vastly too much paper
required in this area, and we seek to simplify that problem.

Senator TAFr. Thank you very much, Mr. Secretary. We are going
to recess this meeting very briefly until Senator Proxmire returns,
while I make this rollcall vote.

Secretarv DUNLOP. Thank you, sir.
Senator TAPT. Here is Senator Proxmire now.
Senator PROXTNIIRE. Air. Secretary, one of the problems that has

concerned me very much was brought out extremely well in table
4A of your .prepared statement, where you have the compensation
per man-hour. Now, first I want to ask you, does that compensation
per man-hour, does that include wages, fringe benefits, et cetera?
What does it include?
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Secretary DUNLOP. It seeks to include fringe benefits; yes, sir.
Senator PROX3MIRE. All right. Now, the extraordinary thing to me

about this table is it shows in the first line under the annual in-
creases, it shows that 1965 through 1974, during that 10-year period,
there were only 2 years, 1966 and 1968, in which compensation in
constant dollars exceeded 3 percent. I understood that the long-term
productivity increase in the economy had been assumed to be about
3 percent, and, as I recall, the formula in the Kennedy-Johnson
years, on the wage-price guidelines was something like a 3-percent
allowance. Maybe, I am wrong about that, but something like a 3-
percent allowance for productivity increase. Is that about right?

Secretary DUNLOP. 3.2 percent.
Senator PROXMIinE. 3.2 percent. All right. Then that means it was

below that in 8 of the 10 years, and then we come into the period
of 1974 through the first quarter of 1975, and there you find in three
of those five quarters, there was a negative compensation in constant
dollars.

Secretary DUNLOP. Yes, sir.
Senator PROX3IIRE. Minus 4.1. minus 2.3, minus 2.8, in three of the

five quarters that were down. When you look at gross average hourly
earnings whiclh, of course, also makes allowance for overtime and
so forth, and there you find that recently the picture is even more
bleak. Here you have a ceiling in constant dollars in every quarter
of the last five, and then in the preliminary figures on the second
quarter of this year ending June 30. that it continued to be in con-
stant dollars down, negative. Now, this indicates a couple of things
to me.

In the first place, it seems to be out of synchronization with what
is going on in other countries. The data I have is that in Canada
consumer prices went up 10.1 percent, very similar to the United
States last year, and wages Nvent up 18.6 percent, and in Germany
prices went up only 6.4 percent, while wages went up 11 percent. It
seems to me this is the only major country in which workers do not
seem to be powerful enough to sustain their real incomes.

I realize that works counter to what you have been trying to do,
Mr. Rees, and it is welcome as far as the inflation picture is con-
cerned. but in terms of sustaining or building for recovery, it is not
such good news.

Secretary DUNLOP. Senator, I do not, I must say, think that is a
very accurate description. Let me try to say what I have problems
with. First of all, going back to the statement about the Kennedy-
Johnson years that I lived through inI an active role as well, the 3.2
guideline was ili money terms, it was not in real terms. It, in its
intellectual presuppositions, I suppose, hoped that prices would, in
fact-

Senator PROX-MIRE. You are right. I stand corrected. I am happy
you corrected that. I did not recall that.

Secretary Du-,NOP. And, therefore, you had a similar table for the
years of 1961, 1962, et cetera, 1963, 1964 and 1965. You *would find
that the rate of increase in real compensation in constant dollar
terms would not have averaged-I do not recall what it averaged-
but 3.2 is not in real terms. That is the central point.

Senator PROXmi:RE. But, there was an assumption of price stability.
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Secretary DuNLoP. There was an assumption of it, but reality was
otherwise, although I do agree that it was a period of moderate
price increases. There has been a lot of discussion of that in the
economic literature. How much of that was due to the low level of
activity after the recession of 1958 lasted so long and things were
held stable

Senator PROXMIIRE. Then as you look at it over a period of 10
years, it seems that there is very little evidence of a cost push infla-
tion, or at least a wage push inflation. There were only 2 years the
real income exceeding 3 percent, and it is being uniformly very
moderate.

Secretary DUNLoP. My second problem with what you have said
is that the numbers which you gave me rightly for productivity
increases of around 3 percent, 2.9 percent, what you wish, is a figure
which arises over several vears, and it is a fact in this country that
in the period since 1965 we have not averaged the long-term trend.
Part of that is because of the recession years of 1970 and other
periods of 1968 as well, and part of it may be-it is a whole sepa-
rate world-a structural matter suggesting that we have not been
able to get the kind of investment in our output and technology, as
well as in a skilled work force, that at botton is the source of all of
our growth and productivity.

You see, what I am saying is that you point out certain things
about these numbers, and I am saying to you, the numbers are ac-
curate. They speak for themselves, 'but the inference you draw is
disturbing to me, first, I am saying, because the target was not in
real terms, in money terms, and, second, the productivity rates of
increase since 1965 have not been on the order that they have his-
torically been.

Now, there is another range of comments I believe that has to do
with .the question of the elements of compensation. I am not quite
so certain, not having studied the tables from that point of view,
that whether hourly earnings unweighted or weighted for industry
shifts and so forth, would show quite the same pattern that you are
talking about. I do not know. For example, if you look at the col-
lective bargaining side of things, you clearly see, I believe, that the
rates of increase-for example, in table 5A, first year changes in
wages-are appreciably above those for total compensation. I grant
you they are concentrated in collective bargaining areas. I would
like to, perhaps, give a little more study to what you are saying,
but I am saying a third problem I have is you did rightly pick a
very comprehensive measure, compensation per man-hour. To what
extent that is true because of the composition of the compensation
side of that, I do not know and need to look at it.

Senator PRiOXiIRE. It seems to me that this weekly earning figure
suggests something as far as what our policy ought to be with re-
spect to recovery, but it could be constructive. We want recovery
which will not be inflationary.

Secretary DuNLoP. Correct.
Senator PROXMIRE. How do we do it? One way we do it is, it

seems to me, is to do our best to stimulate the economy because at
least in the early stages and, perhaps, for a year or so under present
circumstances, you would have a situation in which you can have
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an increase in weekly earnings because people would be working
longer hours because more people would be working.

Secretary DmLor. Yes.
Senator PROXMIRE. Which would tend to reduce the pressure on

wage rates, especially when you have unemployment continuing,
which we know it is going to, at 7 or 8 percent during this period.
So, would not a more rapid recovery in this sense be antiinflationary
and is that not a good argument for a more stimulative monetary
policy and fiscal policy?

Secretary DUNLOP. Well, let me comment on that. I reacted to
what you were saying, first of all, by saying that I am not of the
view that weekly earnings increases because of expansion of hours
of work, hours actually worked, has very much really to do with
wage rate determinations. Just as I do not think unemployment has
much to do with it, I sure do not think that moving hours of work
around has very much to do with wage rate determination. That
would be my view, anyway.

I do agree that you put your finger on another reason why em-
ployment, however, will lag in the initial stages of recovery. As you
just said, hours of work will expand and, therefore, added output
will not be reflecting employment of new people as much as it might.
It is reflected in the expansion of the hours of work of existing
people. That I agree with you is a problem in this area.

Senator PROXMIRE. Not only a problem in the area but also a
strong argument for further stimulation of the economy, and the
argument that that stimulation, at least for a year or so, is unlikely
to be inflationary within limits.

Secretary DUNLOP. Yes, there is merit to that. I think the issue
which I would be intellectually happy to see more carefully ex-
plored in the country is what forms those stimulus would take. What
vou said, I do not disagree with, but I do think different kinds of
stimulus might have different kinds of reactions. Could I ask MIr.
Rees to help me?

Senator PROXmIIRE. Mir. Rees, would you like to comment on that.
I have neglected you. I have some other questions for you.

Mr. REES. I agree with Secretary Dunlop's answers to your ques-
tions. Let me make the following comments. First of all, weekly
hours have held up fairly well in this recession. The cut has been
in employment, rather than in hours. The latest figure that is in the
economic indicators is, that weekly hours of manufacturing were 39
in May, and at peak in 1973, they were 40.7, so there is only about
a little under 2 hours on average of the decline in man-hours, that is
in hours per week, and the rest of it is in employment.

Senator PROXMIRE. Let me just interrupt. This is a figure that I
have been fascinated by over the last 6 months, and I notice that in
1974 we had the first year in the history of the United States of
America in which Americans worked less than the average of 37
hours a week overall. I am not talking about manufacturing; I mean
overall. Our workers worked the shortest hours in history, shorter
hours than in the Depression. They had never worked such short
hours. Now, there are several reasons for this, I am sure, that both
of you gentlemen could point out. There is the long-term tendency
to work shorter hours. There is a shift in the nature of our economy
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now with less in manufacturing and more in the other areas. Even
still, the 35.9 hours in May is an extraordinarily low level of work,
and the 39 hours of manufacturing, on any kind of an historical
basis. is low. There is still plenty of room here for longer hours, is
that not correct?

Mr. REES. Well, there will be-I do not deny there will be some
increase in hours as we get at the recovery; I just do not think that
that is a major factor, because the decline in hours has not been
that deep. When you talk about all nonagricultural private industry
you are getting in the retail trade, where you have got an average
weekly hours of 32.5, and that is the long-term trend to which you
refer. Retail trade is increasingly going to the use of part-time
employees.

Senator PROXMIRE. Let me just ask a question that I think-well,
I do not mean to poach on Senator Taft's territory. Did you ask a
question, Senator Taft, on automobile pricing?

Senator TAFr. No, I did not.
Senator PROX3rIRE. Let me ask you, Mr. Rees, what would a 6

percent increase on new cars mean in dollar terms for the average
car, just about?

Mr. REERS. It is on the rough order of $300, $200 to $300.
Senator PRoxMIRE. Will that not further inhibit recovery in the

automobile industry? Will that not mean that, again, you are pricing
the consumer out of the market to a considerable extent?

Mr. REES. I am sure the automobile companies are giving that
very serious consideration. The one company with which I talked
very recently felt that a larger increase is cost-justified, and the
reason they want to hold it below 6 percent is they do not want to
spoil their market. We have not yet had an opportunity to study
the figures, and I would not want to express any conclusion on either
the cost-justification of that increase, or on its effect on sales.

Senator PROXMIRE. Will you study that?
Mr. REES. Oh, yes, we have it under very active consideration at

the moment. We have the senior staff analyst devoting full time to
it, and she is free to call on other members of the staff as she needs to.

Senator PROXMIRE. Will you be able to come up with a conclusion
in time to have an influence on -this if you decide that it is adverse?

Mr. REES. That is our intention, Senator, to have a firm view on
this before the 1976 model prices are announced.

Senator PROXMIRE. What is your deadline?
Mr. REES. Mlid-September.
Senator PROXMfIRE. You expect to have that before that time?
Mr. REES. Yes.
Senator PROXIMIRE. Have you done work in this area before?
Mr. RiEs. In the area of automobile prices?
Senator PROXMTURE. Yes, sir.
Mr. BEES. Nothing systematic. We looked into some price increases

that were announced last fall by one company, but that was a very
short-term effort. As you knowv, the administration was involved in
rolling back automobile prices in September 1974. That was done
by Ambassador Rush, before I arrived on the scene.

Senator Proxmirn. I was very impressed by your statement, Mr.
Rees. when you said, list prices of most finished industrial goods
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have not declined. They are beginning to rise very early in the re-
covery. What concerns me deeply is that if these price increases
become widespread, the recovery will be less vigorous than it should
be. I could not agree with you more, and you look at a situation like
aluminum, which we have been studying, where they are operating
far below capacity, where they had a coossal increase in prices last
year, and once again, they are pushing up their prices. And it is
very hard for this Senator to understand how there can be much of
a justification for that.

It seems to contradict the kind of economic behavior we have been
led to expect in a free enterprise system, where they are operating
so far below capacity, and in view of the big increase they had last
year, again, it is hard to understand.

But then you have chemicals, which are doing the same kind of
thing. You are studying aluminum, I understand, having hearings
on it. You may have an opinion on it, and to provoke some influence.
What about chemicals? Are you going to be able to move into that
area?

Mr. REES. Yes; we also are conducting a study on prices of in-
dustrial chemicals. We have one senior staff analyst working on that
full time. Chemicals is a much more difficult industry to study than
aluminum. The variety of products is enormous. The one, I think,
that concerns us most deeply at the moment, is caustic soda. There
have been tremendous increases in prices of caustic soda. It is not a
petroleum-based product. It is produced jointly with chlorine, for
which there is a very depressed market.

Senator PROXMIRE. Diamond Shamrock is a fine example. Here
they are losing their market. They are facing a sharp drop in de-
mand this year, because of slowdowns in pulp and paper, and so
forth. But they have curtailed their production, to such an extent
that they have actually been able to raise prices and put their cus-
tomers on allocation. Now what kind of a system is that?

Mr. REES. Now, what they tell us-and we are just in the pre-
liminary stages of that investigation-is that the chlorine cannot
be stored, and they have to reduce production because they have no
way to dispose of the chlorine. We will be looking into that, and we
will develop some views as to whether that position is justified.

Senator PROXMIRE. My time is up. I yield to Senator Taft.
Senator TAFT. Thank you.
Mr. Rees, there are several models in current use to forecast

energy price increases. You mention that the Council on Wage and
Price Stability had made no independent estimate. If Government
and private economists are using the same outside models without
outside verification, do you think we are beginning to see a virtual
inbreeding of the same numbers, upon which we are putting too
much reliance?

Mr. REES. Senator there have been some rather sharp differences
between estimates of the effect of energy policy on prices. There
were differences between the figures that we produced and those that
were produced by the Library of Congress. I do not think there is
any collusion among the econometricians here. We have not tried to
reconcile all of these divergent numbers. The main reason why we
do not devote more attention to that is, of course, that the Federal
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:Energy Admi'nist:ration has a very .large staff of economists who
work on nothing but this, and Owe have the whole rest of the economy
-to deal with.

Senator TAFT: Mr. Rees, other economists, including some from
the administration, have downplayed the role of the Soviet grain
purchase, but 'you state in your prepared statement that it might
even lead to some new price increases, depending on the size of the
Soviet purchase. As of 'yesterday, the Wall Street Journal reported
that. Russia had.purchased 381.6 million bushels of grain' from the
United States:' They have also made. purchases from Australia and
Canada. Do ovi -regard-this as large enough to make the impact on
prices that your are considering a possibility?

Mr..REES. I am not really terribly expert in this area, My opinion
would be th'at the.purchases that have been made so far would not,
in themselves, have an appreciable effect on prices. I think my con-
cern is more about'.the magnitude of future purchases, and we do
not yet know what those -are going to- be.

Senator TAir. Do you -think the rumors about future purchases,
as well as current purchases that have occurred and are occurring,
affected'the market psychologically, so that this has brought about
an increase in grain prices or prices of grain-derivative products?

Mr. REES. There is no question that this is a market that is very
sensitive to day-to-day changes in the news. And any news of that
sort has an' immediate effect on market prices. Now, it is possible
that the market has overreacted. It is possible that they are- assum-
ing that the Russian purchases will be larger than they in fact will
turn out -to be, and in that case, prices would retreat again.

Senator TAFr. Do you feel -that our information, or the informa-
tion available to' you. as to the production situation in the Soviet
'Union is, adequate -to base opinions upon?

Mr. REES. I really do not have a judgment on that. I would be
happy to look into it, if you want me to.

Senator TAFT. I see. I suppose you are relying primarily upon in-
formation from the Department of Agriculture.

Mir. REES. Yes, we are. Naturally, we do not make independent
forecasts of the Soviet grain crop.

Senator TAFT. Mr. Rees, yesterday we heard that the tax cut so
far has produced relatively little impact on retail sales, but is ex-
pected to provide a stimulus in consumer purchasing in later 1975
and 1976. In your prepared statement, you seem more pessimistic
about the possibility of price increases offsetting any greater con-
sumer spending. How great is the likelihood of your expectation?

Mr. REES. Well, the point I was trying to make there, Senator, is
simply this, that consumers have had a reduction in their withhold-
ing taxes that gives them more purchasing power in current dollars.
To the extent that prices go up, that added purchasing power gets
used in paying for the same number of physical units, and is not
available to buy more physical units, and it is for that reason that
a. round of price increases very early in the recovery could have an
adverse effect on 'the strength of the recovery.

Senator TAFr. Thank you very much.
-Chairman 'HumPHREY [presiding]. I apologize for having missed

the better part of this hearing. I have a couple of questions that I
would like to put to our witnesses, not so much on the basis of just
your testimony, but on the basis of our continuing interest. There
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are those of us here. in the Joint Economic Committee that believe
that theadministration, in pursuing its policies, is, as I- put it yes-
terday, afflicted with timidity, uncertainty, and hesitancy.

I recognize the very serious question of inflation. And just as the
members of 'the administration remind us that the fires of inflation
could flare up again if certain things happen, if the money market
is too tight and so forth, they seem to forget that the economy could
be thrown into a tailspin again with certain actions on the part of
government, such as those being considered today with the sv.b-
stantial rise in the price of fuel energy.

But what bothers me most is that there is an apparent willingness
to let the recovery come along at a very slow rate, knowing full well
that the unemployment figures will remain high-in other words, a
kind of callous indifference to the rate of unemployment. Concen-
trating only'on the steady movement toward recovery in terms of
GNP, in terms of profits, in terms of the wholesale price index. I
just cannot bring myself to believe that this is the kind of a pattern
that this counntry ought to pursue.

Now, Secretary Dunlop, my staff reminded me that in your pre-
pared statement you had said that increasing unemployment rates
may dampen wage increases very little. And I suppose that is a fair
evaluation.

Could you explain to me why people continue to believe that we
must have such a cautious, gradual recovery in order to keep down
inflation? Slow recovery will not slow down wage gains to an ap-
preciable degree. It will not provide productivity gains. It surely
will not slow down energy prices, and it will not slow down food
prices.

I would like to say regarding food prices, that if we do not get
some rains in the Midwest, some of these projections on the avail-
ability of food may be very much altered. All of the projction thus
far are theoretical.

What I am getting at is that 'there are certain factors that are
almost beyond our control in terms of what we do about a recovery
prooram. The Shah of Iran is not really going to be looking-at our
wholesale price index. He is going to be looking at what he can get
for oil, and the OPEC countries are going to take a good hard look
at how much they can extract from the world market as a price for
their oil.

Therefore, after giving some thought to these uncontrollable
items such as the weather, such as OPEC, do we not need a faster
recovery than is either anticipated or desired by the administration?
Because a strong recovery is the only way that we are going to put
people back to work; and if we do not put people back to work, we
are going to increase the deficit due to lack of revenues and due to
increased costs of unemployment compensation.

To put it on the line, what justification does the administration
have for this half-step approach to the recovery program that is
needed for this countr 2

How long can we tolerate 6-, 7-, and 8-percent unemployment and
still have an economy working at 75 percent of capacity? I think
that is a good one for both of you to chew on for a while.

Secretary DUNLOP. All right. I will try to make a few comments
about that, Senator.
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First of all, I think that it should be stated, at least as I perceive
it, that there is no policy that is designed to create or keep unemploy-
ment high in order to prevent inflation. The sentence which you
quoted from my prepared statement is designed, Senator, to deal
with a rather large set of ideas in economics, theoretical economics.
which will have one believe that wage changes are primarily and
uni uely related to the level of unemployment or to the changes in
thel evel of unemployment. I am saying there that I do not believe.
intellectually, that wages and unemployment are simply related, as
has so often been assumed.

Ohairman HunmpHRy. I agree with your analysis on that.
Secretary DuNLOP. And also, therefore, that from a policy point

of view anybody who aspires-and I know of no one who does, at
this point-to keep unemployment high for the purpose of holding
down wage increases is, I think, not only socially erroneous in this
respect, but also I am suggesting the data would indicate that that
would not be achieved, becauses wages are determined by other
factors.

Chairman HUMPHREY. All right; we can agree on that.
Secretary DuNLoP. Right; we will put that aside.
Now, the second observation I make to you is that I think we are

all interested in achieving as rapid a recovery as possible that is
sustainable. The history of Western societies is full of cases-the
British postwar experience, Senator, being the classic illustration of
essentially stop-go policies, where you build into the recovery
process the inevitability of its culmination in a recession.

What we need to do is to push ahead as fast as we can, seeking the
long-term growth levels which will be sustainable. And that, I
would hope, is really the objective of all of us.

Clhairman HUMPHREY. I do not disagree basically with what
you are saying, that we need a movement toward recovery that
can be sustained. What bothers me is that there is a willingness to
accept not only unemployment in terms of numbers of unemployed
but an unwillingness to accept job making for the unemployed, as
well.

Now, for example, I would prefer as many of the jobs as possible
to be in the private sector. I think that is where people are the
happiest. I think that is where productivity is the best. I think that
is where we get the most out of both human and physical resources.
But if you cannot have that, then it seems to me there ought to be
some way to put people to work. And even though they may be
classified statistically as unemployed, they have public service jobs,
or they are in some form of job making, such as public works, that
gives them something to do in our economy.

That, to me, is one of the ways of getting the country moving.
where people are beginning to have income over and beyond what
is just available in unemployment compensation, where they are
contributing something to the society, except to line up in the
office to get their unemployment compensation check.

On one hand, the administration says it does not want people un-
employed. It says it wants to put people back to work. But when
we propose programs to put people to work they are turned down
by the administration. In this instance, public service jobs, accele-
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rated public works, these kinds of things are just tools to fight the
current recession. But it bothers me that the administration says, no,
we cannot do that.

Now, I have yet to find anybody who thinks-except Mr. Burns-
that a 5 to 71/2 percent increase in the money supply is adequate for
a recovery. And yet we pursue that.

Now, for a period of time last spring the money supply was
increasing at a 15 percent rate. You talk about stop and go. The
Fed has increased M, 15 percent and then it comes sliding on back
again. Why does the Fed operate with such a sporadic policy?

Secretary DUNLoP. Well, Mr. Chairman, you have given me a long,
wide area of items to comment on. I want to be helpful, particularly
so from my -high regard for you, too.

Now, before you came in this morning, I did say to Senator Prox-
mire who was chairman, that I felt that our problem in the country
in jobs could be ,put this way: We need jobs for 3.2 million people
to get us back to last June; we then need jobs for 1.6 million people
a year between now and 1980 if we are to put our growing labor force
to work.

Chairman HUMPHREY. And what rate of unemployment will
that be?

Secretary DUNLOP. In the area of 4 to 5 percent.
Now, that, as I see it, Mr. Chairman, should be our objective. I do

believe it represents the objective which I, certainly, have been put-
ting to my colleagues on the Economic Policy Board. I do believe
that they are interested in it, too.

Now the debate and the discussions, perhaps, in which people
are engaged in the building next door, where these matters are
debated, really go to the question of what is the best way to achieve
that objective, and what are the mechanisms that are most likely to
yield those objectives which I have specified in fairly specific
number terms.

Now, I guess I would answer that by saying that we need some
combination of both general, particularly fiscal, measures and meas-
ures designed for specific areas. On the general measures, I still
think that the most effective instrument is the tax reduction area.

Moreover, I am very much opposed, Mr. Chairman, to the debate
that has been created, the kind of an opinion which has been created,
with some people allegedly seeking tax policy for people as house-
holds and some seeking it for capital formation. That is a false
dichotomy. In a proper balance our Labor Management Committee
in January, Mr. Chairman, urged very strongly that we have a tax
cut for both households and for business. That, it seems to me, is
absolutely essential. It seems to me that, in terms of stimulus in the
economy, that is the key general measure.

Now, beyond that, I do think it is appropriate to zero in on par-
ticular areas of the economy where we have social objectives, or
where we have particular problems that are acute, as I happen to
think we do, Mr. Chairman, in the utilities area, as I happen to
think we do in housing and in a few other such areas.

So my philosophy about it, very briefly to you, sir, is we need
jobs for 3.2 million people to get us back to levels of last June, and
we need jobs for 1.6 million people a year through 1980 to get to
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the 4 to 5 percent area. We need a mix of the kinds. of general
policies, which I mentioned. Those fiscal measures are necessary ill
part because our past incurred inflation is making the real bite of
the tax greater. Those tax reductions ought not to be in the form of
rebates; they should be in the form of effects on the tax, rate,. so it
gets into the households'of people, into their spending patterns on a
current basis;

Now, Mr. Rees said be would like to comment on that, if I could
stop at that point.

Chairman HUMPHREY. Would you hold for a minute so we can
set some things aside as we go along. I have always found these visits
with you very.helpful..

First of all, on tax policy, again, I thorou'gily agree'with you
that that is the most effective way to deal with inflation, and it ought
not to be in the form of rebates. It ought to be related to what is
actually happening in the economy; namely, a kind of an indexing
for inflation.

Secretary DUNLOP. I do not want, to do it automatically.
Chairman HUMPHREY. No; that is not necessary. But I think be-

cause we have inflation and unemployment simultaneously,, an in-
dexed tax for' households and investment would help to relieve the
burden.

Frankly, the. complaint I have about the administration's policy
is its lack of continuity. For example, I do not believe in a 1-year
investment tax credit. If you are going to have an investment tax
credit policy, you have got to know it takes more than 1 year to
get at something, and it ought to be longer than that.

I think that the Congress itself is derelict in this. We ought to
put on an investment tax credit for, I think, 3 to 5 years at a mini-
mum. That is where it ought to start. I am for 10 percent and
would go even higher in certain industries.

I agree with you on utilities. They are a serious problem in the
countrv today, and they are going to need special types of considera-
tion for the financing .that will be necessary for their proper
construction.

I do not know what you have in mind for housing. I hope it is
not what is currently being done in housing, because it is plainly
not working. I do not care how much rhetorical optimism anybody
has got on housing, Secretary Dunlop; if you talk to -the builders
and the building trades you will find out what is going on in housing.
What is going on is too little.

Secretary DuNrop. You know, Mr. Chairman, I know that indus-
try extremely well.

Chairman HumPHREy. The most important thing you said is that
you are apparently talking about a goal. I hope that this is the case
in the Economic Council, a goal and a time frame to get our un-
employment rate down to between 4 and 5 percent. I want to make
it quite clear I am a 4 percenter.

But if we have got that goal-and the next question, Secretary
Dunlop and you are a man who can do something about it-is the
time frame for reaching our unemployment goal. I think operating
within a specific time frame helps inject confidence into the economy.
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Secretary DUNLOP. Mr'. Chairman, may I interject I think I
bad an agreement with Senator Proxmire that I could go at 11.:30
a.m. to another apj'ointmnent. I was anxious to stay to renew our
association and with your permission, could I be excused?

Chairman HUMPrmRY. YoU can, indeed. I had a couple of dandies
here.

Secretary DUNLOP. We will save them for next time.
Chairman HumPrizEy. I think we touched them a bit. The most

important thing in your visit here, Secretary Dunlop, is that I think
we learned something, and I mean that very sincerely. So we will
have you back.

Thank you.
Secretary DuNLor. Thank you; Mr. Chairman.
Chairman HUMPHREY. Now, Mr. Rees, I have a few questions 1

would like to ask you about prices.
Go right ahead, you had some comment on Secretary Dunlop's

statement 2
AMr. REES. Thank you, Mr. Chairman.
I just wanted to say two things. First, I thought I caught in one

of your questions to Secretary Dunlop an implication that this re-
coverv was going to be very sluggish. It seems to me the eveiits of
the last couple of months really'do not support that. The turnaround
came, I think, sooner than most economists had predicted. I can
rememberback Ist vter-wheneverybody-was-tk4ng-about-the-
possibility of a long flat bottom of an L-shaped kind of a recession.
Nobody is talking about that anymore. The early signs are that the
recovery will be quite, vigorous.

I attended a meeting a week or 10 days ago where all three chair-
men of the Council of Economic Advisers under the Kennedy-
Johnson administration were present, including the very distin-
quished Professor Walter Heller from the University of Minnesota.
It was the'general consensus of that meeting shared in by the Demo-
cratic economists present as well as the Republican ones, if I can
identify them by which administrations they have served under,
that in the next year we are likely to get the rate of recovery that
is about equal to the rate of recovery in other postwar recessions.
And it seems to me there was not much dispersion in that group of
11 academic economists on that kind of a forecast.

The other point I would like to make
Chairman HUMPHREY. But have we gotten that now? The point

is our rate of recovery has been much slower than after other
recessions, is that not true?

ir. REES. We are only 1 or 2 months into the recovery. We only
have statistics for 1 month of that recovery. It is just not possible
to say yet. But I think the early signs suggest it will be at least as
vigorous as the average previous postwar recoveries.

Chairman HUMPHREY. But might I just say, Mr. Rees, what is
disturbing is that while there is indeed some rate of recovery-and
I hope it will continue-some of the real pillars of a sustained
recovery are really- wobbling.

You know, as Senator Proxmire said yesterday to Mr. Greenspan,
everybody looks at the inventory liquidations 'and says, 'ahai that
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means that recovery is on the way. But in reality, that is only a
short-term phenomena, not an indication of a strong recovery.

Now, when you see that housing is not really picking up as it
ought to pick up, and the auto industry has not improved signifi-
cantly, and investment in capital goods is not anywhere near what
it ought to be, don't these factors indicate a weakness in the structure
of the recovery?

Now, what are your views on that?
Mr. REs. Mr. Chair-man, I would be happy to give them. I

wonder if I could be permitted to finish the point I started to make
a moment ago?

Chairman HumrPHREy. Yes.
Mr. REES. Earlier in the morning when Senator Proxmire was

presiding over the hearings he made the point, I think quite cor-
rectly, that we have been through a couple of years of declining real
wages. That is unusual; it has not happened in the American econ-
omy in my memory. I think that has some implications for the
strength of the increase in employment in this recovery. I think it
suggests that employment will pick up perhaps more relative to
output than it has in the past recoveries. This is the good side of
something which, viewed from the standpoint of price stabilization,
is perhaps not so good. And that is that during 1974 American
industry put its price wage relationships in very good shape
indeed.

Prices are quite high relative to wages, even despite some of the
cost increases of the past year. That means that relative to the be-
ginning of past recoveries. labor is a bargain, labor is cheap relative
to alternative resources. And that gives me some reason to believe
that not only will the recovery be good when measured in terms of
output but also that it will be good when measured in terms of
employment.

Chairman HuMPHREY. That is encouraging and I hope it is
correct. The July 21 Business Week says that the recession is over,
by general agreement if not yet by official decree, and economists are
shifting their attention toward the shape of the economic recovery.
The consensus among them is for a growth in real gross national
product, that is GNP adjusted for inflation of something less than
a 6 percent by mid-1976.

This would be moderate indeed for the first year of recovery after
recession and far less than the snappy rebound that usually follows
a serious economic decline. In the five cvclical upswings of the past
quarter of a century, the first quarter of recovery witnessed an aver-
age increase in real GNP at an annual rate of about 11 percent. That
is my point. I thought that the snap rebound; there has not been
much snap. It was sort of like one of those tennis balls that have
been left out over the fall season and you pick it up in the spring;
it still bounced a little bit but it did not quite have the zip on the
court that it ought to have.

The recovery seems to lack the strength it should have and I
would like to add that important areas of our economy are not
experiencing the revitalization that they should be.

I personally believe that if the business community in this coun-
try and the labor community really had some idea that the admin-
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istration was pursuing a steady course along with the Fcd and
gave some assurance that we were going to have next year a con-
tinuation of withholding tax reductions next year, a continuation of
the investment tax credit, and a continuation on the part of the Fed-
eral Reserve Board of a sensible rate of money growth, that the
level of confidence would be considerably increased.

Business managers are cautious and rightly so particularly if they
think the Government is playing games with them. Mr. Rees, Gov-
ernment has been playing games with every side of this economy.
We have had surtaxes and surcharges and wage freezes. We have
had a pledge of a tax increase, and then it is switched to a tax de-
crease. Good God, you would have to have the faith of a child to
believe that the Government has a policy. And all I am trying to
get at in all of these hearings is, what are our goals, what kind of
policies are you going to have to pursue them, and finally, that there
will be continuity and a long-term commitment on the part of the
administration in pursuing these goals.

No man in his right mind is going to make an economic decison
with no understanding of what tax or monetary policy is going to be.

Signs do not indicate that a strong recovery is underway. The
stock market is down again. Unemployment in the Twin Cities was
5.5 in AIay, it is 6.5 now. If unemployment has gone up 1 percent in
our part of the country-and I know that the mayors around here
are telling us what is happening in their-citi= Lthinkthat-t4e-
,~igns o real recovery are not very strong.

Mr. Bees, you are the Chairman of the Wage and Price Control
Council. Can you explain why prices are going up in so many
industl ies ? The alumindustndustrv has increased prices tremen-
dously. Farm machinery has gone up 22 percent since May 1974.
Health costs have gone up. AMetal cans have gone up tremendously in
price. Gardner Means presented an analysis that in 1974 concentrated
industries raised the wvholesald price index 27 percent while non-
concentrated industry raised it only 5 percent; that is at least sur-
face evidence that there is something going on in administered
prices.

I have got a whole list of price increases here and yet attention
is only being focused on price increases for food and energy. What
are the justifications for these other increases? What is the justifica-

tion for the automobile industry increasing the price of automobles,
for example?

Ar. REES. Senator, I mentioned before you arrived, we are study-
ing the price increases of the automobile industry. We requested
detailed cost data from all four of the major domestic producers.

lThey are supplying it. One of them has already supplied it and has
been in to talk to us about their data to see whether we needed any
further information. Another one is coming tomorrow. I expect
within within the next week or so we will have had face-to-face dis-
cussions with the executives of all four of the major domestic
automobile producers.

WVhat they are telling us-and we have not yet had time to verify
this-is that they are facing very sharply higher prices of materials
and of labor.

Chairman lm.r.rJTTREY. The automobile industry says, we are char,.-
ing more because aluminum has gone up, and steel has gone up, and
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all of the component parts have gone up. And I think the job for
your agency is to see why those prices have gone up.

You know the thing that bothers me is as a Midwesterner, when
awe have overproduction in a raw material, we have lower prices. I
know that is simple economics, but nevertheless raw materials do
relate to the laws of supply and demand unless they are maneuvered,
unless there is an oligopoly of some kind.

So the automobile industry, I am sure, can show you that every-
thing they are trying to buy has gone up, and of course a lot of
things they are trying to buy they buy from their subsidiaries, and
thev have gone up.

We have got all of these subsidiaries all the way down the line,
like the oil companies-they show that prices have gone up. They
own the fleets; they own the tankers; they own the pipelines: they
own the refineries; they own the whole business, and by the time it
gets out here to the pump. of course the price has gone up.

Mr. Rees, what do you feel has been accomplished as a result of
the various price investigations? Do you think that the Council
has made any significant contribution to holding down the inflation
rate?

Mr. REES. I thnk we have made a small one, but a significant one.
I think that many of these industries of which you are speaking are
going to think twice about both the timing and the size of their
price increases, and they are going to postpone them until they feel
that they are absolutely necessary.

The fact that we requested the aluminum industry to delay its
price increases for 30 davs and that thev did delay them for 30
days while we held public hearings, I think, will not be lost on
other similarlv situated industries.

,Chairman HUMrPHREY. Your feeling is that because you do focus
the spotlight, that you do ask for price information, that vou do
launch investigations, that these efforts do tend to retard or hold back
price increases that are not justified?

Mr. REES. Yes, sir, I do feel that.
Chairman HUMPHREY. Mr. Rees, I wish we had more time. Let

me take a moment to thank you for your service to the country and
your cooperation with this committee.

We have honest differences of opinion about these matters around
here, and that is what public policy is all about. If we did not have
these differences of views, it would not take any time at all to get
us into real trouble.

Thank you.
Mr. REES. Thank you, Mr. Chairman.
Chairman HUmPiHREY. Good luck.
Now, I have to go for a vote on the floor.
[Whereupon, at 12:12 p.m., the committee was recessed, to re-

convene at 10 a.m., Friday, July 25,1975.]
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Loughlin F. McHugrh, Courtenay M. Slater, Lucy A. Falcone, Rob-
ert I). l-amrin, Jerry J. Jasinowski, and L. Douglas Lee, professional
staff members; Michael J. Runde, adimnistrative assistant; George D.
Krumbhaar, Jr., minority counselanL ather i-14e-ioty
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OPENING STATEMENT OF SENATOR KENNEDY

Senator KENNEDY. We -will come to order.
The chairman, Senator Humphrey, has asked me to open the hear-

ings this morning.
This morning we continue our midyear review of the economic

situation and outlook with two of the Nation's most respected econo-
mists. Today we expect to focus primarily on the outlook of prices
and unemployment. Our No. 1 priority today is still recovery from
the recession. With 8 million Americans out of work and a record
number of them moving into the ranks of the long-term unemployed,
there is a conspicuous absence of any strategy to deal with the prob-
lems of the jobless in the administration's economic policies. We all
agree on the necessity for substantial and extended unemployment
compensation, but that cannot be the only component of our unem-
ployment strategy. It ignores the problems of lost skills, the declining
family status, the future productivity and the willingness of citizens
to work. We cannot condemn a substantial portion of the labor force
to high unemployment for the rest of this decade.

I am especially concerned that many of our young people graduat-
ing from high school or college will experience weak labor markets
for many years. Some of them may not hold a full-time job before
their mid- or late-20's. We are now approaching the 30th anniversary
of the Employment Act of 1946. That act established a national goal
of promoting maximum employment, production and purchasing
power, but we have never been farther from achieving that goal.

(83)
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We are especially pleased to have with us this morning two econo-
mists who have consistently supported policies designed to help
reach that goal. Mr. Aaron Gordon, currently president of the
American Economic Association, is one of the best known macro-
labor market economists in the country. Mr. Gordon headed the
prestigious Gordon Commission appointed by President Kennedy
to review unemployment statistics in the early 1960's.

We are also pleased to have Mr. Paul Samuelson, Nobel laureate
in economics, who has probably introduced more students to the
world of economics through his many books than any other
economist.

On behalf of the entire committee it is a pleasure to welcome vou
both here today. We look forward to hearing your testimony. It is
especially a pleasure for me to have the opportunity to present to
the committee a citizen of the State of Massachusetts and someone
who has been a longtime friend.

Mr. Samuelson, would you please proceed.

STATEMENT OF PAUL A. SAMUELSON, PROFESSOR OF ECONOMICS,
MASSACHUSETTS INSTITUTE OF TECHNOLOGY

Air. SAMUELSON. Thank you.
Let me begin by commenting on where we now are. I think the

economic history books will record that the recession of 1973-75
had its trough probably just before midyear, perhaps in May. Its
official beginning will be declared by the National Bureau of Eco-
nomic Research, on some unknown future occasion, probably to
have been November 1973. But if vou date the beginning of the
growth recession from the time when the economy ceased to grow
at the rate which it needs to grow in order to offset population in-
crease and the normal improvements in productivity, then this
growth recession goes back to the spring of 1973. That makes it a
full 2-year growth recession and certainly the worst of the whole
post-World War II epoch in terms of duration.

By our quaint semantic use of words some people feel happy when
the recession comes to an end, but what that really means is that
the economy has hit bottom. It is at its very worst. It is the dark
before the dawn.

So if past patterns continue to be a guide, we know that the job
opportunity situation and the unemployment rate will continue to
rise as it continued to rise after the trough had been reached in
earlier recessions for some time. And so the betting odds are that
into the summer employment will continue to increase and probably
peak off somewhere above 9 percent only beginning to decline very
slowly in the fall.

I think the prime question that this committee should ask itself
now, and ask the witnesses. is what is a desirable goal for the first
year of recovery? It is the first year of recovery when policy is very
important. In a sense, policy is easiest; hut it is an opportunity
that can be muffed and missed. So it is critical, I think, to set the
stage for prudent thinking.

Senator KENNEDY. Is this not part of the problem? We really have
not had the establishment of a goal by the administration. They
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have given us some rough estimates about what they expect, but they
have not really set a goal. I agree with you that I would not think
it would be essential that such a goal be established, so that we can
consider the best means of trying to achieve it.

Mr. SAMTUELSON. I have not been able to find an official goal, an
official target of the administration, although I have been able to
piece together various remarks which are not always internally
self -consistent.

For example, Secretary Simon was widely quoted as having said
that a 5 percent rate of real growth would be desirable. When he
was reproached for that he said, oh, no, that is the long run. But
that is much too high for the long run and it is much too low for
the short run.

His most recent utterance that I have been able to monitor was
6 percent, and I think that the rhetoric of 6 percent is better than
the rhetoric of 5 percent, but I do not think it is good enough.

I have tried, however, the exercise of working out from the actual
policies espoused by the administration what must be the implicit
goal that a jury of informed economists would say must be in the
minds of these people, on the assumption that there is a connected
line of reasoning involved in the exercise. And I do not think, as I
shall develop in my testimony, that it is consistent with what I
would consider to be a minimum real goal that we should be aiming
at in this crucial first-year recovery-;mely-at-least-a-perem4
real growth rate.

I consulted with my esteemed colleague, Professor Modigliani, in
preparing this testimony, and he berated me for my moderation,
pointing out, I may say, not in terms of rhetoric but in terms of the
pattern of experience with how inflations accelerate, that at least
an 8 percent goal should be this committee's goal and it should be
the Government's goal. But let me state this case for 7 percent be-
cause I do not think that present policy posture, either by the
administration or by the Federal Reserve, is by any means guaran-
teed to achieve what I would regard as this modest and desirable
real goal.

Senator KENNEi)Y. As I understand the recovery rates in prior
recessions going back to 1949, they have often been higher than
today. In 1949, the rate, which was somewhat distorted by the
Korean war, was 14 percent. In 1954-55 it was 8 percent; 1958-59,
9 percent; 1961-62, 7 percent; 1970-71, 5 percent.

So the average, as I understand it, is 9 percent. And if you leave
out the Korean war, it comes to 71/2 percent.

Mr. SAMIUELSON. I believe that some sage has compiled those num-
bers and I must agree with their correctness. So that if economic fore-
casting was so simple a procedure that you just have to consider
what happened in all of the previous first years of recovery, then
we could look forward with confidence to something like a 71/2-
percent rate of real growth.

It is precisely that kind of thinking, however, which contributed
to the famous error of 1971 forecasting, the famous 1065 forecast
by the Nixon administration, which led to a great deal of criticism,
proper criticism, I may say, by your committee of the witnesses of
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the administration who were not able to buttress the case because
they did not take that second look at the special features present
in this unique epoch in history.

And so I think if you take the second look, it will be very hard
on a reasoned basis to see the extraordinary vitality in the automo-
bile industry which, for example, characterized the automobile in-
dustry in the 1954-55 recovery.

Senator KENNEDY. Just before moving on, if you say that we now
have the worst recession since the period of the thirties, and 71/2
percent as an average recovery rate, are you still suggesting that 71/2
percent should be our goal now?
* Mr. SAMUELSON. I think that is a fair question. Since the patient
is extraordinarily down, the good physician might be prudently
expected to anticipate a better than average recovery.

I could well be berated for my modration because it means that
the unemployment rate will not be down to a halfway desirable level
for years. You are a pessimist if you think that the economy of the
United States in its 200th year cannot stand 6 percent unemployment
or something under that. But, if you follow the modest goal that I
have stated, which I think is above that which policy is most likely
to realize, you will not be down to 6 percent unemployment rates
until towards the end of this decade.

Now my reason for the moderation, and you may wish to reject it,
is that we have come out of an unprecedented peacetime rate of
inflation, double-digit price inflation. That has improved but it is
like a wolf outside the door. It has just gotten out of gunshot, but
it is waiting there.

Since the Nation has a legitimate preoccupation with price stabil-
ity and also with unemployment, I have tried to state this testimony
on the side of modertion. But it may well be that your committee
will wish to give greater weight than I have done in this testimony
to the human costs of unemployment, of poor job opportunity, and
particularly to the uneven incidence of those costs to unskilled
workers, to minority workers, to young workers, and to female
workers.

Senator KENNEDY. You said that with your plan of growth, we
might be able to get down to 6 percent unemployment by the end
of the decade. How do your figures work out for the next year if
you take 7 percent expansion? I guess under Okun's law, that is a
1 percent cut in unemployment for every 3 percent above the normal
4 percent level,, you would have a 1 percent cut in terms of unem-
ployment at the end of 1976.

So your growth pattern would reduce the unemployment from 81/2
percent.down to. I suppose, 71/2 percent in the period of a year.

Mr. SAmnzErsoSN. In the first year of the recovery.
Senator KENNEDY. How do you see it moving down to the 6 per-

cent level bv the end of the decade?. Just a gradual decrease from. 6
percent in the next 4 years?

Mr; SAMISJSFLSoN. I think'if we 'chieve the 7 percent rate, we can
hope for another year to achieve at least that equal rate, even though
it would be quite an incident in American history to have 2 back-
to-back years of 7 percent.
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I think that we have here an inherited situation similar to that
of the problem facing the John F. Kennedy administration at the
beginning of 1961 as a result of no less than three recessions thrust
into-the two Eisenhower terms.

The problem, as advisers to President Kennedy saw the situation,
was for a very long recovery.

Now in fact, with a little luck, we did have a very longoperiod of
recovery, an unprecedentedly long period of recovery from 1961
until 1969. The last part of it was-marred, of course, by the financing
of the Vietnam war, or rather the lack of financing of the Vietnam
wvar. But I think the same thing is required at this stage of the game.

It would be tragic to begin this recovery with 9 percent unemploy-
ment, to have a disappointing first year at all comparable, say, to

'the 1970-71; 'and then in the second year of recovery to make the
same mistake that was made in the election year of 1972 of stepping
on the gas as you are beginning to eat into reserves of industrial
capacity; and then by 1977 to be back to the races again in another
recession.

I think if we are going to make a mistake on the side of over-
expansion, the time to make that mistake is in the first year of the
recovery. Then you have the most working for you against a re-

activation of inflation from your own actions because of the re-
serves of manpower and because of the reserves of industrial capac-

-ity.
If you made a mistake in that same direction in the second or

third year, particularly the third year of recovery, then you would
be inviting an aborted expansion period to be followed by still an-
other recession. And I believe that is a lesson which all of us, both
in the administration and the Congress and outside of Washington,
should have learned from the 1970-71 to 1972-73 period.

I may say-that in the testimony I give and the advice which I
provide, I try to be evenhanded and I come into court with clean
hands, clean even hands, because it was in 1972 that Professor
Modigliani and I were warning against the overstimulus, both fis-
cally and by the Federal Reserve which was taking 'place at-that
time.-

Well, we can afford 7 percent as a goal. I think that if it turned
out to be 8 percent, it would not be cause for regret in this first year

of recovery, and that is the first important thing to say.
Senator KENNEDY. Just on this point-if you aim for 7 percent

growth, you might hit 6, or you might go up to 8. Are the chances
fairly good that you will not hit the target exactly, and'that you
may miss it by. a percent on either side of the desired- growth rate?

And if you get 6 percent growth, won't you have economic stagna-
tion and higher unemployment?

Would you not be better off to aim at 8 percent, and take the
chance you might go down to 7, or up to 9 percent growth? Wouldn't
that be a better target?

Mr SAMUEELSON. Well, certainly the precision with which any
policymaker can predict the results of his own policies is limited in
an inexact science like economics. I would say if you leave things to
the present drift of policy, the likely spread, and nobody cali really
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narrow that spread cogently, in my view, is something like a 31/2
percent of real growth, which would be very disappointing indeed,
to possibly 8 or 9 percent.

And when I say you should aim for 7, that is only the present
indication, and if 3 months from now it is more apparent that we
are going to be in the lower part of the range of 31/2 to 9 percent,
then you should increase policy.

There is a lot, if I may say so, superficial near-nonsense that is
heard in this town. You had a very good friend of mine appear as
he was to be confirmed for the Council of Economic Advisers, and
he was asked what is the role of policy in ending this recession? He
said the recession would have ended anyway. I do not suppose he
had much time to prepare that answer. but if he were a student of
mine I would send him back to rethink it because what has actually
happened is that the recovery is pretty much oln the button with
what the consensus forecasters, people like Professor Otto Eckstein
of Data Research, Mr. Michael Evans of Chase Econometrics, Air.
Lawrence Klein of the Wharton School, thought it would be. But
they have built into their model the lowering of interest rates which
the Federal Reserve or someone had forced upon it ever since the
summit meetings of last fall. It was not a natural recovery.

Now, we would be pessimists to believe that the economy would
go down forever in the absence of wisdom by this committee. Thank
God we do not have to depend on that for the recession ever ending.
But for the recession to have ended the way it has ended, the fiscal
stimulus of Congress was just there in the figures. The increase in
consumer sentiment is related to the fact that fiscal stimulus was
known to be on the way and has arrived, and you do not get thiings
simply by natural forces beyond those which the natural forces will
dictate.

And so it is with respect to the coming year, a one-shot operation
of rebating 1974 taxes is going to be something for the history books
very soon from now, but it does not mean that the economny can
make its normal desired amount of forward progress in job oppor-
tunity in 1976 on the basis of that one single incident.

Senator KENNEDY. Of course, that is against the background of
the Administration's record last year, in urging a tax increase while
the economy was poised-on the brink of a recession. Congress ignored
the request and later the President changed his mind and supported
the tax cut Congress was enacting to stop the recession.

Mr. SAMUELSON. 0h yes, at the summit meetings in September,
23 out of 28 economists, which in my field constitutes a majority-
in fact, unanimity-told the President that he did not have the
single problem of 'fighting inflation. But of course the President was
not listening for another 2 or 3 months.

It was not until the American public spoke in the November elec-
tions that this seemed to be brought home in a policy sense to
Washington.

Now, I would also remind you-
Senator KIENN-EDY. W1lat would have happened if we had had a

tax increase?
Mir. SAMUELSON. If we had had a tax increase?
Senator KENNEDY. Yes.



89

Mr. SAMUELSON. Given the sorry state of consumers' confidence,
if interest rates had stayed high, if inflation had remained the sole
concern of policy, if we had followed the advice not only of the last
President of the United States who told us all to save 11/2 percent
extra of our income but his successor in his first months in office-if
you put that scenario through the computer, then I fear there would
still be a point to the questions that every economist was recently
besieged with. Are we in for the greatest depression since the 1930's?
Is my money safe in the banks?

I think that you might then have had a replay of 1930-31. Now,
I do not say you would have a replay of 1932-33 because, thank God,
we no longer let 10,000 banks go under, just wringing our hands
with sad statements about how the cookie crumbles. We have insur-
ance: The Government will perforce do something about it.

But the point is that it is never foreordained that a recession
vhich starts with an oil boycott, and ensuing weakness in housing

and in autos, will not snowball. Economists like Mr. Arthur Okun
were telling committees like this back in the years 1973-74: It is
true the paper industry is very strong; it is true the steel industry
is very strong; it is true that nonferrous metals involve round-the-
clock operations; it is true plant equipment investment is still strong.
But these will not remain strong if the total flow of disposable in-
come keeps declining, if housing and autos are weak, and if you let
the-multipliersa tancl-casaade-tirough-t--systenT--And-so, ther-
dire apprehensions came to pass.

I can tell you it was a sorry crowd at the Iron and Steel Institute
a couple of months ago whom I addressed, and when I had to tell
them that their good days were over, I really thought I might be
lynched, but afterwards in the corridors I was told that I did not
realize how bad the situation was.

There have been a lot of new theories developed, and it is always
interesting to float them: There was a theory developed by a good
friend of mine that inventory cycles are a thing of the past because
now businesses have computers and now they know how to control
their inventories. Well, the last quarter's inventory numbers were
minus $33 billion annual rate of accumulation-nothing remotely
like that in history books.

There was a theory by another expert whom I have quoted favor-
ably that unemployment does not grow anymore the way it used to
because businesses hold on in Japanese fashion to their workers,
even when they do not need them. Unfortunately, just as the ink
vas drying on the computer printouts, Okun's law came back into

force and unemployment leaped from August 1974 of 5.5 percent to
our present near 9 percent.

Well, I would say that the natural forces of the recovery are not
compatible with the monetary program, outlined before this comi-
mittee a few months ago by Mr. Burns on behalf of the Federal
Reserve, of a 5 to 71/2 percent increase in the money supply from
MIarch to March, and then modified, as I understand it. in his vester-
day's congressional testimony to 5 to 71/2 percent increase in Al,
from the second quarter of 1975 to 1976. It may be that this amount
of money increase is compatible with the 7 to 8 percent real growth
in GNP, which in part of Mr. Burns' quoted testimony he referred to.
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But if it is, he has a different model from that of Chase Econo-
metrics, which I studied while I was perusing his testimony in this
morning's New York Times on the airplane coming down from
Massachusetts. He has a different model from Mr. Eckstein's DRI
model: He has a different model from the Wharton School model.
Now it may be that if his model was laid before you in all of its
detail, it will turn out that the jury will agree that it is a likely
scenario.

But let me simply, as a visiting anthropologist, testify to you that
most of the consensus models would show a lower rate of improve-
ment in the first year of recovery than what I have told you is a
desirable goal, .7 percent in real terms. They average between 6
and 7 percent at best, and I am taking only the better forecasters
of recent years.

They have, in their scenario, increases in the money supply between
now and the second quarter of 1975, which are usually outside the
upper Burns interval: 7.49999 percent Ml increase in all likelihood
yield 7 to 8 percent real growth.

Now economics is an inexact science. It could be that the weakness
of the automobile industry will, starting with the next 10 days in
August, turn out to be a thing of the past. It can be that housing
will suddenly, showing nothing in the permits data, nothing in the
commitment data, will suddenly take off. Things like that do happen.
Something like that happened in 1954-55 with respect to automobile
sales, but I do not think that prudent policy of a great Nation can
be based upon Micawber-like hope that something will turn up and
that something that will iturn up might be favorable and might be
the economy.

And it is perhaps ironic that this committee has been flexing its
muscles against the very vulnerable position of -the Federal Reserve,
which I think did outstay its market and miscalculated the whole
delicate problem of political independence up in the Federal Reserve
System. After all, we do not have four branches of government-a
legislature,- an executive branch, a judiciary, and also a Federal
Reserve System.

If the central bank, the Federal Reserve, is not in the last analysis
-I am not speaking of its day-to-day activities-responsive to the
Executive, which is the way the railroad is run in most parts of the
world-which, in most cases, have been behaving better in the post-
war period with respect to the report card of economic performance
than our own performance --then it must be responsive to the Con-
gress.

The value-judgment problems, very delicate as they are between
inflation and unemployment, between the timing of employment
opportunity now and employment opportunity at other times, are
not to be decided according to the digestion of people with 14-year
appointments. Plato's philosopher kings have not been put into a
marble palace to legislate into effective action their best guess as to
where the prudence balance lies. We are not destined to be at the
mercy of the circulatory systems of fallible men.

These are matters which the electorate, with Congress as repre-
sentatives, must decide. Well, partly as a result as I say of the lever-
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age of the Federal Reserve having gotten too far out-on a limb, it has
for the first time come before you with long-range intervals for the
money supply. Now, most economists are just throwing their hats in
the air with cheers about this happy state of affairs.

Qualitatively, yes, my hat goes in the air, but not by many inches.
Quantitatively, a first year of recovery, ought to be at least 7 percent
in real terms. But consider the exogenous factors working on the
price levels. Thus, we just heard today from Mr. Albert Rees as he
leaves the Government service that the increase of prices in the
fourth quarter of the year now looks to be bigger than he thought
last February.

Given that situation, I do not think that a 5 percent increase in
Ml is going to be conducive toward a sustained, healthy recoverv
starting out at the pace it ought to go, nor do most of the people
who have been most worth listening to in terms of their predictions.

I do not want to overstate the case for successful economic pre-
dictiofi ini recent years, but if you actually reviewed the testimony,
you will find that- 71/2 percent will not do it, and so I think this
committee at an earlier date found itself, mistakenly, as I testified
at the time, naming very narrow guidelines, which I remind you
were much lower'than the ones we are talking about for the. Fed-
eral Reserve.
I So 'I think the Federal Reserve will find it very easy to come

-beforeyou-witi a-range-which-lookedc-aallfright in terms of their
own earlier writing.

Well, I 'would like' to suggest in this testimony that the likelihood
is that prudent policy, taking into account inflation risk, should be
at the- 7 to 10 percent increase in the money supply, not at the 5 to
71/2 percent.

Senator KENNEDY. What should we be watching, the interest rates
or the money supply?

Mr. SAMUELSON. I think God gave us two eyes, and with respect,
I' think he must have had a purpose in doing so. It is not necessary,
as the monetarists say, to watch only one thing; namely, the money
supply, nor is it necessary, as the denizens of the New York money
market used to think, that all you need do is watch interest rates.

I think you have to do both. At this point in the game, what
I would think to be extremely sad would be the following: Suppose
interest rates, short-term interest rates, were to be permitted to rise
substantially; suppose the Federal Reserve in its statements did not
make clear its disagreement with the view that an increase in the
money supply of 10 percent in the first year of recovery, when there
are exogenous price increases in the system, of 10 percent, is an
immoderate number. How sad if purely out of speculative liquidity
preference, people in the money market fear that rising interest
rates means a further rise in interest rates, so that the attempt of
the Federal Reserve to modulate the degree of increase in Ml was
incorrectly interpreted by the denizens of the money market to re-
flect a cavalierness with respect to inflation and a sure sign that we
are going to have more inflation. Under this sad scenario, you could
find yourself with an aborted first-year recovery, one I think is all
quite unnecessary.



92

I don't argue that all is lost if short-term interest rates rise from
the 5 percent level slowly as the recovery materializes; I do not come
before you with a recommendation that a new iron target on short-
term interest rates be set. I do, however, think that proper policy
should keep the interest rates from growing in a way that they do
grow when the first preoccupation, even in the first year of recovery,
is with the rate of inflation.

Senator KENNEDY. Should we have a third eye to look at the Fed-
eral fund rates? How important is that?

Mr. SAMUELSON. I think the Federal fund rates and the Treasury
bill rates are the most important short-term interest rates. You
certainly want to keep both your eyes on them. The one thing that
needs to be stressed-

Senator KENNEDY. What is your reaction to the significant increase
in that rate which we have seen recently? Is that something that
we ought to be troubled by?

Mr. SAMUELSON. I think we should be a bit troubled by it, be-
cause what has happened lends itself to the interpretation that, as
long as the Federal Reserve was frightened by its political vulner-
ability as the economy was still in recession still sliding downward,
then it was willing to be expansionary and to put into proper per-
spective the problem of controlling inflation. But the moment we made
the turn, and consumer sentiment improved, and it looked as though
the heat was off, then the Federal Reserve was back in the habit it
got into in the 1950's. For example, within a month or two after
the April-Mav bottom of 1958, the Federal Reserve under Chair-
man Martin was tightening. That led to a very short and very
aborted recovery, combined, by the way, with horrible fiscal policy,
in that particular period.

Senator Kennedy, may I-before I conclude my testimony-I want
to be a responsible witness. I think the important question in think-
ing properly about the tradeoff of inflation and job opportunity is
how much extra inflation does the Government generate? If it
creates policies which give you 7 percent real growth, 8 percent real
g rowth, instead of 4 or 5 percent, that is the appropriate question
that should be asked.

Senator KENNEDY. Now, let us hear you answer it.
Mr. SAruErSON. Right. To give my answer I have given my best

judgment, but I also consulted Townsend-Greenspan estimates of
what is going to happen to the economy and also the Citibank's
estim. tes with respect to inflation. My answer is the following:
People differ in what they think is going to be the rate of inflation.
Mr. Eckstein is more optimistic than Mr. Evans of Chase. But all
of these authorities, when they put in different rates of growth,
due to differential changes in policv-such as the monetary targets,
such as the tax, fiscal targets-find very small changes in the
resulting rate of price inflation from our doing the job-as I think
you ought to think it should be done-namely, from insuring a 7 or
8 percent real growth, as against a 3 or 4 percent real growth.

A majority of Congress, who insist, with the blessing of the
White House. or against the attempts to veto it, that the first year of
the recovery be a healthy and vigorous one, will not have to answer
to history and to their consciences that they jeopardized the problem
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of inflation control, and that they were skating with a reactivation
of double-digit price inflation.

iWe may find ourselves, by the end of the year, in a worse situation
with regard to inflation than we are now. It will not be because.
macroeconomic policy was made to be too activist. It may be, as we
saw with respect to the Consumer Price Index just a couple of days
ago, that the oil price increases, with respect to our longrun oil
program, will cause the cost of living to rise.

I understand we have some unpleasant news awaiting us on the
Wholesale Price Index. If the rains are not kind in the Mississippi
Valley, if the Russian drought worsens, you may well have dis-
agreeable price inflation. But that is not the appropriate question
for the Joint Economic Committee to be asking itself when it is
considering the merits of policies which will aim for a 5 percent real
growth, or a 3 percent real growth, or a 7 percent real growth, or a
9 percent rate of real growth.

And I think that every witness before you should be interrogated
on that point, because if I am wrong on this, if there is some cogent
evidence not available to the various authorities whom I have con-
sulted and not readily inferable from the statistical abstract of the
IUnited States and the record of history from the National Bureau
of Economic Research, if there is some evidence which is contrary
to that, then it is extremely important *that your committee learn
abont, it,, and that wve All learn about it, and that we then rethink t-he
problem.

But my tentative findings, in having done my homework at some
length, is that the preponderance of the evidence is against that
particular view.

Senator KENNEDY. On this point, we could be somewhat more pre-
cise? The Senate Budget Committee talks about the option of ex-
tending the tax cut to keep withholding rates constant, which comes
to a cut of $12 or $13 billion for the next year. The committee also
talks about an additional $15 billion cut that could be added to that.
And they also talk about a significant cut in spending.

When we had Mr. Greenspan here before the committee just the
other dav, we asked whether we could afford not to have a tax cut
for the next vear. We know that bv not extending the tax cut, we
are going to have a tax increase in January; that is, the immediate
prospect, a tax increase. By refusing to take a position for a tax cut,
we are really saying to the American people, in January, you are
going to get a tax increase.

Mr. SAMuErsoN. Mfore than that, the recommended oil programs
-unless you have before you detailed offsets for the deflationary
impact on the real economv of those price increases-will result in
an insufficiency of effective demand, so that, although I have spoken
to you about a probable 31/2 to 9 percent real growth range, that
could be falsified in terms of the downside. And so, I would think
that at this time it would clarify the planning of business enterprise,
the corporate enterprise, all over the IN ation, and also family income
planning, to indicate that it is the intention of Gongress and the
administration to pursue policies which are consonant with the goal
of a healthv recovery. I do not think we should be afraid, at this
point, of a return toward prosperity, because, heaven knows, we are

65-201-76-7
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not going to be back to anything like full employment, by anybody's
definition, even on the basis of what we have been talking about
here, until long after our Bicentennial celebration is a.memory to
the American people.

Senator KE.NNEDY..Would you favor the extension of the tax cut
now?

Mir. SAMUELSON. Yes.
Senator KENNEDY. Do you think.we ought to. act now to help the

American people plan for the future? Would.you go beyond the
continuation of a tax cut? Do you think we. should be thinking in
those terms? And if we should be, in what dimension?.

Mr. SAMuELsoN. Well, I would go beyond it, in that, in any energy
legislation that is seriously contemplated, there should be a double
entry, detailed statement, showing exactly how the recycling of any
income absorptions is going to.be handled, because, if I may say so,
in the energy field, we have again and again been told that this
objection to a program. or that objection is. going to be. taken care
of. For example, when we were in the middle of the oil boycott, and
there was quite a lot of political steam for some kind of fair shares
rationing, we were told- that, "Oh, no, it will be done by the pricing
system, but there will .be offsets to the lower income groups, by way
of actual tax abatements," and so forth.

Those promises were very nice to hold the fort against the popu-
list hordes in favor of rationing, .at the moment. But nothing ever
came of it in the way of material plans put before Congress.or the
American people afterward. They were, apparently just what they
seemed. to be at the time, debating points designed to carry the day.
And similarly, I have, in participating in energy discussions, offi-
cial and unofficial, heard statements that, "Oh, yes, we are going to
make sure that every dollar taken away is going to be reeveled
back." I do not think that is good enough.

What needs to be put into the legislation is the spedific way in
which it is to be done, with the economic accountants auditing the
books to see whetheri in fact, it leaves you with a hole with respect
to the strength of market demand for a consumer's durables, non-
durable services, and so forth, whether it is consonant,, in other
words. with the hope for behavior of the macroeconomy over the
next 12 to 18 months.

Senator KENNEDY. If the administration does not move with re--
gard to extending the tax cut, and if we expect to get maybe a $1 to
$1.50 increase in OPEC prices, if we have a deregulation of domestic
prices of oil, what will be impact of these factors be in terms of re-
covery and the questions of unemployment? Will the brakes go on
further?

Mr. SAIMUFLSON. Well. I would sav that if the longrun problem.
of lessening the trend of American dependence upon imported oil,
seen now to be possibly a precarious source of supply, were simply
left to the long run. and not made part of the mandatory agenda
for near-term discussion, those economists who specialize in the busi-.
ness cycle and in the state of unemployment, and in the state of
monetary policy would have an easier task. In other words, doing-
things now, and beginning to do them now in a serious way and,
in a militant way, about the longrun energy problem of this countrw
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is calculated to make more difficult the transition from what has
been the worst recession of the post-World War II period to a de-
sired recovery. And it makes it more difficult to control what has
been the worst peacetime price inflation in this country.

Now, I would not want it to be inferred that the long run will
always be treated as manana, and that we never begin to come to
grips with it. But many economists have counseled that until the
recovery is established beyond the gleam of the computer's eye, and
is proceeding in a healthy way, and until the problem of inflation
worsening has seemed to have lost its immediacy, there is a case for
going easy on the long run needed energy proposals.

The present system, perhaps by chance, is not a bad and inefficient
system. The method of entitlements is a very ingenious one, and it
is very hard to document with facts, atrocious cases of oil being
misused in Texas because it is old oil, and of things not being dione.
We have tried to run down the anecdotes and get some notions of
quantitative importance and frequency. You find that the present
situation is not an intolerable one.

As I understand it, the pressure for getting on with the longrun
energy program has not arisen, even within the administration, pri.
utarily from the energy experts or the economists. It has been front
the high councils of foreign policy and diplomacy having to do with
the prestige of the U.S. negotiators, as they look in the eve, or look

-down into the-ey%-of other people- There is-noreason- lrvy anibody,
should not get into the game of economics, but it would be nice to
have the documented memorandum of analysis to a.ppraise just how
worthwhile those policies are.

The case has not been made in economic terms. It is not part of
the public record. It is not part of the great debate yet.

Senator IKENNEDY. I agree with you. We have seen over a period
of time that foreign policy implications are the dictating factors in
terms of the domestic energy program. We have reafy put the
American economy through the wringer, for what in many instances
are questionable political objectives.

Let me just ask a final question on this. MNr. Rees was here vester-
day, and talked about the fact that real wages have actually dropped
during the recession, so that labor now is really a bargain for busi-
ness compared to other costs. Therefore, he sees the possibility of a
faster-than-predicted decline in unemployment.

Could you comment upon those factors?
Mr. SAMUEFLSON. Well, it is true that real wages have. for the first

time in many, many times, been stagnating, and it is blamed upon
the inflation. But it has actually been primarily because a terms-of-
trade effect and because of the increase in the price of energy and
the increase in the price of food all over the world.

I would say that in the first Ayear of recovery the bulk of historical
experience has been that productivity is at its very b6st, and VoII
would not expect employment opportunity to increase in the normal
fashion with the expansion of real output. I do not know whether
this has been factored into the picture-but I presume that, as an
expert labor economist, AMr. Rees has done it. I would have to see
his argument as to why, after this has been factored into the pic-
ture, the cheapness of labor is important.
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What I think is fairly clear is that the weakness of the American
dollar has until recently floated downward, making American labor
cheap relative to labor in Germany and in some of our competing
trade partners. This is in refreshing contrast to what was happening
from 1959 on, when the American dollar was grossly overvalued,
and when we were tryino to defend the indefensible. In that sense
there may be a little good news.

On the other hand, you probably would note that the American
tdollar has been a little stronger recently. To the degree that is the
ease, we will lose that temporary advantage from a temporarily
undervalued dollar.

Senator KENNEDY. Let us hear from Mr. Gordon now, and then
we will come back to some general questions for the both of you.

[The prepared statement of Mr. Samuelson follows:]

PREPARED STATEMENT OF PAuL A. SAMUELSON

Recession bottoming. The recession's trough probably occurred in May. Its
official NEER beginning was probably November 1973. But real growth below
the 4%0 per annum needed to keep unemployment level probably dates back to
Spring 1973. A full-two-year growth recession makes this the worst of the post-
World War II epoch. Unemployment should continue to grow for some months
yet, perhaps peaking somewhere above 9% of the labor force. again the worst
performance of the last 30 years and a situation that will not be substantially
improved for several years, until toward the end of the decade itself.

First-year-of-recovery goals. Balancing the dangers of reaccelerating inflation
against the wastes and human costs of continuing high unemployment, particu-
larly in its unequal incidence on minorities, youths, the unskilled, and females.
I would consider a 7% real growth rate the optimal tarlget for the first year of
recovery, from mid-1975 to mid-1976. Earlier, Secretary Simon was quoted as
aiming for 5% growth as a target: more recently he has espoused 6%. None the
less, if I judge Administration and Federal Reserve officials, not on their rhet-
oric, but on the probable implications of their effective actions. I would guess
that an actuality of 5-to-6% is what is implied rather than my target of 7%.

The first year of recovery, by definition of being a first year, is the time of
greatest slack in terms of both manpower and industrial capacity. Therefore,
one can better afford a 7% growth rate then than in the second or third year
of recovery. And yet, as in 1971, the political system is better geared to produce
modest rates of recovery in the early stages, followed by disastrous speedups
in the pace just when the excess in efficient plans and equipment capacity is
beginning to ebb away. Redoing past history, it would have been better if the
Nixon Administration and the Fed had engineered more rapid growth in 1971
and less rapid growth in 1972, than the actual pattern that then prevailed.
Furthermore, Japan. Germany, and the other OCED nations are at this time
running behind the U.S. in their stages of the business cycle. In the 12 months
ahead we can count least on getting stimulus from them, and by the same
token it is in this time period that we can do them the most good.

To sum up: It is in this first year of recovery that we can prudently afford to
insist on a strong growth target. The very length of the recession behind us.
and the very magnitude of the slack now in the economy, makes it desirable to
aim for a vigorous rather than a modest rate of expansion at this time. I have
scanned the alternative forecasts of the more accurate economic predictors to
see what are the tradeoff dangers for price inflation involved in our growing
at 7% rather than 6% or 5% or 4%. The consensus forecasters by no means
agree on the likely level of Inflation over the next 12 months. But they are in
surprising agreement that the likely rate is not sensitive to variations in the
growth rate of these magnitudes. Prices will improve if the harvest is good.
if OPEC oil prices are steady, if productivity performance is at its cyclical and
trend levels. Price inflation will worsen if exogenous factors are unfavorable.
But for the next 18 to 24 months the differences in rate of price advance to be
expected from a 7% growth rate rather than a 4% growth rate is-according to
the Wharton, Chase. DRI, and standard bank or university model-likely to be
less than 1% per year. a magnitude small compared to the intrinsic unpredict-
ability of the price level.
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Probable natural strength of the recovery. The average of all postwar reces-
sions would give a first year recovery of more than 7 per cent. However, relying
on such a mechanical averaging turned out to lead to an over-optimistic fore-
cast by the Nixon Administration for 1971. Considering the lack of vigor in
the auto and housing rebounds, the widespread recession all over the world,
and the dire fears by policy makers concerning return of double-digit inflation,
present policies taken in conjunction with the natural forces of the recovery,
I would expect, will lead to growth over the next 12 months of anywhere from

312% to 9%, with greater likelihood of being in the lower half than in the
upper half of this range.

Fiscal and monetary recommendations. The fiscal stimulus voted by Congress
since last fall has been very much needed. I do not think that a one-shot rebat-
ing of 19T4 income taxes is enough to keep the recovery growing at its desired
rate. New and continuing reductions in tax rates and/or expansions of public
spending at the three levels of government is called for. Throughout much of
1974 the Federal Reserve was dangerously tight in its monetary and credit
policies. It seriously underestimated the virulence of the August to April decline
in the economy. It pushed so feebly on the downward-moving stick of monetary
policy that it mistakenly inferred it was "pushing on a string." Congress has
properly been reproaching the Fed for its overly-restrictive actions. But the

March 74-March 75 program of a 5-to-7'/2 % growth rate of the money supply
will, I think, unduly slow down the pace of the recovery. Most of the consensus
forecasters have been premising their predictions of 6% real growth on in-

creases in M1 that (a) lie above the Burns range, and (b) lie considerably

above the 6% rise in Ml between now and next March that would be required
to keep actuality in that range.

I conclude that it will be better to exceed the 5-7/2% M-growth target by 2

or 3% than to fall below it or even than to achieve its midpoint. Since prices

will exogenously rise by 4-to-8 per cent, nominal GNP can be targeted to desir-

ably rise by 11-to-15%. Unless Ml increases 7-to-10%, the pressure from inade-

quate rea money supply will threaten to weaken the first year recovery and

abort the sustained expansion needed to bring the unemployment rate down to

6 per cent and below.

Senator IKENNEDY. We are glad to have you here, Mr. Gordon, and

we look forward to your comments and testimony.

STATEMENT OF R. AARON GORDON, PROFESSOR OF ECONOMICS,

UNIVERSITY OF CALIFORNIA, BERKELEY

Mr. GORDON. Thank you, Senator Kennedy.
I have a rather long prepared statement which I will present for

the record and try to give a somewhat abbreviated version of it here.

In response to a letter from Senator Humphrey, I am going to

concentrate on these two widely cited goals of macroeconomic policy:

What do we mean by full employment and price stability? Both

goals seem to have moved farther and farther away from realization.
Indeed, I suggest the administration has largely abandoned the

goal of full employment. despite the mandate of the Employment
Act of 1946 that the Federal Government, "use all practical means to

promote maximum employment, production, and purchasing power."

Certainly, the administration's actions and statements indicated
that it is not seriously trying to minimize unemployment, which is

the counterpart of maximizing employment. I assume the President
and his advisers would reply that they are using all practical means
to increase employment. taking into account above all the need to

curb inflation and also the need to hold back the rise in Government
spending.

My view of what is practicable differs significantly from that of
the administration.
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As for the goal of price stability, it is obvious that no one takes
this goal literally in the sense of no change at all in the price level.
The goal of price stability today seems to mean as little inflation as
is, to use that word again, "practicable," given the need to avoid pro-
longed periods of massive unemployment and the consequent possible
tearing apart of the very social fabric of the Nation.

In taking yet another look at these two goals of macroeconomic
policy, I think that it is important to distinguish between what can
be done in the short run-say, in the next year or two-and what is
feasible over a longer period, into the 1980's.

I shall first comment briefly on the goal of reducing the inflation
rate. There has been a gratifying decline in the rate of inflation, as
measured by the major price indexes, during the first half of this
vear. Much further deceleration during the rest of this year will be
difficult to achieve, and indeed there are a number of signs on the
horizon that the rate of inflation may accelerate again in the next
year. Among the reasons for some pessimism are the increased duty
on imported oil, a prospective further increase in the price of petro-
leum by the OPEC countries, and the continued efforts of labor to
catch up with past increases in the cost of living.

To these should be added the apparent intention of the administra-
tion to lift price ceilings on domestically produced "old" oil.

Recent events have forced us to recognize that bringing down the
rate of inflation further during the next year or two cannot be
achieved simply by restricting aggregate demand. Our recent and
current inflationary problems have stemmed chiefly from the supply
side in particular sectors, notably oil and food, and from cost-push
forces on the labor side. Not much can be done in the short run with
respect to oil and food, except to recognize that higher import duties
on oil imports and rapid removal of price ceilings on domestic oil
and gas will simply make inflation worse in the short run.

As for rising wage rates and labor costs, the administration is in
a poor position to ask for restraint from organized labor in view of
its slowness to move to reduce unemployment and its reluctance to
take further steps in this direction. A rate of increase in the CPT of
about 6 percent, give or take a percentage point, is probably the best
that we can hope to achieve in the next 12 to 18 months.

AWThat about the longer run? Here there are obviously some impon-
deranbles about which one can only make assumptions based on greater
or less igmnorance. Based on more rather than less ignorance, I shall
assume: First, that the OPEC countries remain relatively well be-
haved from 1976 on and that by the end of 1977 the effect of recent
and imminent increases in the price of imported and domestic oil and
natural gas will have filtered through the system.

Second: That we will have normal agricultural harvests around the
world during the rest of the 1970's.

Third: That some slow, but still unsatisfactory, progress will be
made in improving the agricultural potential of Third World coun-
tries.

And fourth: That we do not get another worldwide boom among
the industrial nations as vigorous and as sychronized as the last one.
with the same upward pressure on ra w material prices.
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Given these' assumptions, then the problem'of holding the rate of
inflation'to, say, 5 percent or less from 1977 into the 1980's will
depend on the trend in unit labor costs. The behavior of unit labor
costs depends'on the: behavior of -hourly compensation and manhour
productivity. I should like to speak briefly about prospective trends
in these two variables.

Table 1 in my'prepared statement summarizes changes in output
per man-hour, hourly compensation, unit labor costs, and the implicit
price deflator for selected subperiods since 1950 for the private non-
farm economy, with a further breakdown into manufacturing and'
nonmanufacturing. The story'that the table tells of an acceleration
in the rate of increase in wages, unit labor costs, and prices between
1960 and 1973 is familiar. So also is the startling acceleration in costs
and prices in 1974. But let us take a longer view and look at the sub-
periods in the table back to'1950.

I call your 'attention particularly to the figures for the nonmanu-
facturing sector, a sector which has been steadily rising in import-
ance. In 1973 it employed well over twice as many workers' as did
manufacturing. Since 1960, man-hour productivity in this sector has
been rising much more slowly than in manufacturing. In each of the
subperibds between' 1960 and 1973, wages rose faster in this sector
than in manufacturing, and as a result, the rise in unit labor costs
and in prices was much faster.

In the 1950's, the opposite sort of contrast prevailed. This change
in relative trends since the'1950's has 'been due to both a marked
retardation in the increase in productivity in nonmanufacturing rela-
tive to 'manufacturing as well as to the fact 'that since 1960 nonmanu-
facturing Wages have been rising somewhat faster than in manu-
facturing.

With the still further increase in 'the relative importance of the
nonmanufacturing sector that is in prospect, these recent trends do
not augur well 'for the rate of increase in the price level during the
next decade. '

I suspect-perhaps guess would be a better word-that the best we
can hope for in the late 1970's and the first'half of the 1980's is'a set
of figures' similar to those in table'1 for 1969-73. This would mean
a rate of increase in the implicit price deflator for the private non-'
farm ec6ony of something like 5 percent per annum.

What' does all this iniply as to an antiinflationary 'policy for the
Federal Governmrent? In terms of the trends I have thus far dis-
cussed, the need obviouslv' is to improve labor productivity, particu-
larly in the nonmanufadiuring sector, and even' more important, to
hold down the rate of increase in money wages.

As for increasing productivity, a variety of measures could'be
used; The administration believes' that a significant contribution could
come from tax measures that would improve after-tax corporate prof-
its and stimulate corporate fixed investment.

'Whatever pbenti'al' there is here, I suggest that it 'will have more
effect in the manufacturinog than in the nonmanufacturing sector. If
tax incentives'are tf6 be used, I should like 'to see more attention given'
to the Possibility 'of stimulating private employers'to reduce labor
costs through further improvements' in' personnel management and
through greater resistance to large wage increases.
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Yet, to be perfectly blunt about it, I am not sure that I want to
see much acceleration in the rate of productivity increase. To bring
down the unemployment rate faster than is now generally expected,
we must find ways of accelerating the opening up of jobs for those
groups with particularly high unemployment rates, and these groups,
almost by definition, tend to produce a lower output per man-hour
than do those groups which typically have relatively low unemploy-
ment rates.

Here again we run into the trade off between unemployment and
inflation. Some of the types of measures to reduce unemployment that
I shall suggest would tend to retard the rate of increase in produc-
tivity that might otherwise be expected. Slowing down the rate of
increase in productivity would tend to worsen the inflation problem,
unless some way can be found to retard the rate of increase in wages.

So far I have said nothing about possible government efforts' to
influence pricing policies, particularly of large scale business.

In my opinion,. we should not only continue the Council on Wage
and Price Stability. but also, despite the views to the contrary ex-
pressed by its outgoing director, we should give the Council addi-
tional powers. I think that more government intervention in the
field of wages would also be desirable, although the possibilities here
are obviously severely limited in view of the poor relations between
this administration and organized labor. More of a serious commit-
ment by the'administration to the goal of full employment, in both
the short and longer run, might provide the basis for securing greater
wage restraint from organized labor.

Clearly, however, for this to happen, there would also have to be
more government intervention in the field of prices than is now the
case, or in prospect.

I turn now to the goal of full employment. In the 1960's, this goal
was fairlv generally taken to correspond to a national unemployment
rate of about 4 percent. It is by now forgotten that in the first eco-
nomic report of the Nixon administration, the Council of Economic
Advisers even implied that a goal of 3.8 percent might be practicable.

Things changed dramatically after that. As inflation worsened and
total unemployment remained stubbornly above 5 percent from mid-
1970 through all of 1972, it was increasingly suggested that structural
changes that had been occurring required that we should have to
settle for a full-employment goal corresponding to an unemployment
rate of more than 4 percent. Both the Council and nongovernment
economists began to make estimates of how much the national unem-
ployment rate had been increased by the fact that teenagers and
women. with their relatively high unemployment rates, had become
a significantly larger fraction of the labor force than had been the
c, s in the mid-1950's. As a result, the administration began talking
of unemuloyment rates of 5 and even 51/2 percent as corresponding to
full employment.

As the inflation problem worsened, the administration and many
nonmovernment economists lowered their sights still further. At the
beginning of this year. in his budget message, the President presented
a set of economic projections through 1980 that both startled and
alarmed manv Members of the Congress and a good fraction of the
informed public.
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Among the projections was a set of unemployment rates that would
still be as high as 7.5 percent in 1977 and would have fallen only to
5.5 percent by 1980. The average projected unemployment rate for
the 6 years 1970-80 would be 7 percent; for the 3 years 1978-80, the
average would still be 6.2 percent.

To provide some perspective, I should point out that between 1947
and 1974, we had only 2 years, 1958 and 1961, when the national un-
employment rate averaged above 6 percent.

Let me repeat. In my opinion the administration is not seriously
trying to implement the maximum employment provision of the
Employment Act. And it steadfastly refuses to consider seriously the
arguments made by many critics that much more could be done than
is now planned to reduce the unemployment rate.

What should be our full-employment goal for the next decade
or so? As I stated before this committee nearly a year-and-a-half
ago, I think that we should stop talking about a full-employment
goal in terms of a single figure for the national unemployment rate.
Instead, I strongly urge that the Federal Government should develop
an array of target unemployment rates for different segments of the
labor force, particularly when the labor force is classified by age,
sex, and color.

I hardly need to remind you of the wide dispersion of unemploy-
ment rates in the United States by age, sex, color, occupation, and in-
dustry, and also education. Table 2 in my prepared statement presents
scme ofthe relevant figures fr particular groups when the labor
force is classified by age, sex, and color. In addition to the officially
reported rates presented in table 2, I also show some adjusted unem-
ployment rates for the nonwhite groups.

Labor force participation rates for these groups, all males and
young females, are significantly lower than for whites of the same
age and sex. These lower participation rates presumably reflect pri-
marily the "discouraged worker" effect. Were decent jobs available
for these nonwhites, nonwhite participation rates for these groups
would presumably be about as high as for whites.

Thus the adjusted unemployment rates are calculated by adding
to those reported as in the labor force and as unemployed the addi-
tional number needed to bring the labor force participation rates
for these nonwhite groups up to those of the corresponding white
groups.

Even without this adjustment, the figures for white teenagers and
for nonwhites are bad enough, with white teenage unemployment
rates of 12 to 15 percent and rates for black teenagers of 30 to 40
percent-about 40 percent in the last few months. But I call your
attention also to the rate for nonwhite males in the 20-24 age group
in the relatively good year 1973, a rate nearly twice as high as for
white males in the same age group.

And before I am criticized by the fairer sex, I should remind you
that unemployment rates for women are significantly higher than
for men, overall and in most age groups.

Now I come to the adjusted unemployment rates. For all nonwhite
males, the official unemployment rate is nearly doubled if we include
the presumably discouraged workers. It is trebled for nonwhite males
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in the 45-54 age group. This is merely one of the many pieces of evi-
dence pointing tip the severity of the problem of structural unemploy-
ment in the United States and the need for pinpointing our employ-
ment targets on the most disadvantaged groups.

It is of interest that our adjusted unemployment rate for all non-
white females is much lower than the actual rate. This* is because the
labor force participation rates for all nonwhite females age 25 and
over, particularly age 25-44, are higher than for whites. This is a
reflection both of the need for an additional worker in intact non-
white families and of the greater prevalence of female-headed fam-
ilies among nonwhites.

Let me mention just a few other points comparing the figures for
1956 and 1973. Relative to the unemployment rates for all whites of
each sex, the unemployment rates for white teenagers, male and
female, have risen a bit, but not much. And white male teenagers
were relatively worse off, compared to white males, than were white
female teenagers relative to all white females: The dramatic deteriora-
tion in the relative position of teenagers has been among nonwhites,
and especially males. The male nonwhite teenage rate was about twice
the overall nonwhite male rate in 1956; it was 3.5 times the nonwhite
male rate in 1973.

For nonwhite female teenagers, the corresponding ratio also rose,
but not as much-from 2.6 to 3.3.

I will cite the results of one last set of calculations, because they
are very relevant to the administration's unemployment projections
for the rest of the decade. As I have already noted, much has been
made of the impact of the changing age-sex composition of the labor
force on the overall unemployment rate. Comparisons are usually
made with the situation in 1956. when the national rate was 4.1 per-
cent. There are two ways of making this sort of comparison. Skipping
details, which are in my prepared statement, these two adjustments
come to either 0.5 percent or 0.9 percent, depending on which calcu-
lation is used.

Let us use the larger adjustment and arbitrarily round it out to 1
percent of the labor force. This would suggest that, so far as the
effect of changes in the age-sex composition of the labor force is con-
cerned, a national rate of 5 percent today is about as difficult to
achieve as a 4 percent rate in the mid-1950's.

The administration is probably right that the attempt to push the
national unemployment rate down to 5 percent exclusively through
the of fiscal and moneary policy would exacerbate the inflation prob-
lem. At least, it would do so if policy were so expansive as to bring
the national rate down from 9 percent to 5 percent in, say,- 2 years
or so.

But I think the job can be done through a combination of a pro-
gram of wage and price restraint, a monetary and fiscal policy more
expansive than is now being tried, and a much expanded and im-
proved set of programs directed toward manpower training and
placement and toward public service employment.

At this point I need to come back to my distinction between what
can be done in the short run and over the longer term. In the short
run, we need a more expansive monetary and fiscal policy than we
now have or are likely to get in the next year. The temporary tax
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reductions of 1975 should not only be continued through 1976, but
should be increased in amount. Monetary policy should be eased. and
we badly need a very substantial expansion of public service employ-
ment.

And, given the plight of the cities, I would favor some additional
revenue sharing for this purpose. I am confident that the economy
can absorb the increased Federal deficit that these recommendations
imply. Certainly also, given existing levels of excess capacity and
unemployment, these expansion measures would not lead to a sig-
nificantly faster rate of inflation than is already in prospect, and
they would still leave the national unemployment rate in the neigh-
borhood of 7 percent at the end of 1976.

For the longer term, we need to supplement macroeconomic policy
with a set of programs geared to reducing the unemployment rates
that are particularly high. I suggest that we concentrate on programs
that promise to bring down the unemployment rates for youth, young
adults, and ethnic minority groups.

Let me cite a few more figures to suggest what might be possible.
In 1973, when the -national unemployment rate was 4.9 percent, the
unemployment rate for male teenagers was 14 percent, and for female
teenagers it was 15 percent. For the 20-24 age group the rates for
males and females were, respectively, 7.3 and 8.4 percent. Now assume
that with a more imaginative set of programs than we now have. we
could have brought these unemployment rates down to 10percent for
teenagers and f percent for young adults. This would have reduced
the national unemployment rate by almost 0.7 percent.

Assume further than, by a more vigorous and expanded set of
affirmative action and manpower programs, we could reduce the ratio
of the nonwhite to the white unemployment rate from about 2 to 1 to,
say, 1 1/3 to 1. Under 1973 conditions, this would have reduced the.
national rate further by about 0.35 percent.

Both reductions together, after eliminating duplications, would
have brought the 1973 unemployment rate down from 4.9 percent to
about 4.1 percent, close to that magical 4-percent figure that now
seems so far beyond our reach.

How do we achieve these more ambitious disaggregated goals?
While I cannot offer you the detailed answers today, it does seem to
me that these are the directions in which we should bend our efforts.
With respect to youth and young adults, we have to begin with the
schools, with improved vocational programs, a closer partnership
between the schools and local business concerns, transferring some
of the educational process, at least for students who so elect, to local
employers, and so on.

And probably, although this is of course highly controversial, we
need a differential minimum wage for teenagers. Essentially these
same recommendations were made in the 1973 report of the Panel
on Youth of the President's Science Advisory Committee.

The problems of ethnic minority groups are, of course, not con-
fined to that of relatively high unemployment. A variety of man-
power programs have been tried, but so far with only modest success.
To me, this means that we should not relax our efforts, but rather
intensify them. Andl manpower policies need to be combined with a
variety of other programs, particularly to provide better education,
housing, and neighborhood conditions.
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And finally, we need a permanent-and I emphasize permanent-
we need a permanent and large-scale public service program specifi-
cally directed toward the disadvantaged of all races. Such a perma-
aient program should be the base on top of which we can continue a
triggered program that would go on and off with changing economic
conditions.

Thank you very much.
Representative LONG [presiding]. Thank you very much, Mr.

Gordon.
Without objection, your prepared statement will be made a part

of the record.
'The prepared statement of Mr. Gordon follows:]

PREPARED STATEMENT OF R. AARON GORDON

Another Look at the Goals of Full Enmployment and Price Stability

I

Senator Humphrey has indicated that the Committee would like particularly
to discuss today the setting of appropriate policy targets for prices, output, and
employment. I shall therefore devote myself this morning to taking yet another
look at those two widely cited goals of macroeconomic policy-full employment
and price stability. These are goals we continue to talk about-but which
in the 1970's seem to have moved farther and farther away from realization.

Indeed, I suggest, this Administration has largely abandoned the goal of
full employment, despite the mandate in the Employment Act of 1946 that "it
is the continuing policy and responsibility of the Federal Government to use all
practical means . .. to promote maximum employment, production, and purchas-
ing power." Certainly the Administration's actions and statements indicate that
it is not seriously trying to minimize unemployment, which is the counterpart
of maximizing employment. As Tom Wicker of the New York Times put it in
commenting on a recent press conference of the President: President Ford
"left no doubt whatever that his only policy is to hold down inflation and
those without jobs or hope of jobs are out of luck, as far as he's concerned."

I assume that the answer of the President and his economic advisers to this
charge would be that they are using all practicable means to increase employ-
ment, taking into account above all the need to curb inflation and also the
need to hold back the rise in government spending and to finance the federal
deficit that is in prospect. I confess that my view of what is practicable differs
significantly from that of the Administration.

As for the goal of price stability, it is obvious that no one, in or out of the
Administration, in this or any other country of the Western World. takes this
goal literally, in the sense of no change at all in the price level. The goal of
price stability today seems to mean as little inflation as is (to use that word
again) "practicable", given the need to avoid prolonged periods of massive
unemployment and the consequent possible tearing apart of the very social
fabric of the nation.

In taking yet another look at these two basic goals of macroeconomic policy,
I think that it is important to distinguish between what can be done in the
short run-say, in the next year or two-and what is feasible over a longer
period, through the remainder of the 1970's and into the 1980's.

II

I shall first comment briefly on the goal of reducing the inflation rate.
There has been a gratifying decline in the rate of inflation, as measured by

the major price indices. during the first half of this year. Much further decelera-
tion during the rest of this year will be difficult to achieve, and indeed there
are a number of signs on the horizon that the rate of inflation may accelerate
arain in the next year. in part at the initiation of the President and his ad-
visers. Among the reasons for some pessimism are the increased duty on imported
oil, a prospective further increase in the price of petroleum by the OPEC coun-
tries. and the continued efforts of labor to catch up with past increases in the
cost of living in spite of the high level of unemployment. To these should be
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added the aparent intention of the Administration to lift price ceilings. wholly
or in substantial part, on domestically produced "old" oiL

Events of the last two to three years have forced us to recognize that bring-
ing down the rate of inflation further during the next year or two cannot be
achieved simply by restricting aggregate demand. Our recent and current in-
flationary problems have stemmed chiefly from the supply side in particular
sectors-notably oil and food-and from cost push forces on -the labor side.
Not much can be done in the short run with respect to oil and food, except to
recognize that higher import duties on oil imports and rapid removal of price
ceilings on domestic oil and gas will simply make inflation worse in the short
run. As for rising wage rates and labor costs, the Administration is in a poor
position to ask for restraint from organized labor in view of its slowness to
move to reduce unemployment and its reluctance to take further steps. in this
direction. A rate of increase in the CPI of about six percent, give or take a
percentage point, is probably the best that we can hope to achieve in the next
12 to 18 months.

What about the longer run? Here there are obviously some imponderables
about which one can only make assumptions based on greater or less ignorance.
Based on more rather than less ignorance, I shall assume the following: First,
that the OPEC countries remain relatively well behaved from 1976 on and that
by the end of 1977 the effect of recent and imminent increases in the price of
imported and domestic oil and natural gas will have filtered through the system.
Second, that we will have "normal" agricultural harvests around the world
during the rest of the 1970's. Third, that some slow, but still unsatisfactory,
progress will be made in improving the agricultural potential of third world
countries. And fourth, that we do not get another world-wide boom among the
industrial nations as vigorous and as synchronized as the last one, with the
same upward pressure on raw material prices. Given these assumptions, then
the problem of holding the rate of inflation to, say, 5 percent or less from 1977

iuntothe 19R0'e will depend-on.the-tren-mi-unt-bor-cossad. lo a less extent,
in profit margins. The behavior of unit labor costs depends on the behavior of
hourly compensation and manhour productivity. I should like to speak briefly
about prospective trends in these two variables and what policy might be able
to do to affect these trends.

Table 1 summarizes changes in output per manhour, hourly compensation,
unit labor costs, and the implicit price deflator for selected subperiods since
1950 for the private nonfarm economy, with a further breakdown into manu-
facturing and nonmanufacturing. The story that the table tells of an accelera-
tion in the rate of increase in wages, unit labor costs, and prices between 1960
and 1973 is familiar to all of us. So also is the startling neceleration in costs
and prices in 1974. But let us take a longer view and look at the subperiods
in the table back to 1950, with particular attention on the years since 1960.

TABLE 1.-CHANGES IN MAN-HOUR PRODUCTIVITY, HOURLY COMPENSATION, UNIT LABOR COSTS, AND PRICES
PRIVATE NONFARM SECTOR, 1960-74

IPurcentage changes annual rates]

Output per roan-hour Hourly compensation Unit labor cost Implicit price deflator

Non- Non- Non- Non-
Manu- manu- Manu- manu- Manu- rrmnu- Manu- marn-
factir- fatr- faCtuor- factur- factur- factur- factur- factur-

Period Total ioig ing Total ing lag TotafI jg ing Total ing ing

1550 --..... 2.s 2.2 2.1 5.0 5.6 4.8 2.8 3.3 2.6 2.6 2.6 2.6
1f)304--- .. 3. 5 4.2 3.0 3.8 3.6 4.0 .4 -.7 .9 1.1 .3 1.6
196549 --- 1. 9 2.2 1.7 6.5 5.7 6.9 4.5 ?.5 5.1 3.4 1.8 4.2
1959-73- 2. 5 4.6 1.6 6.8 6.6 7.0 4.1 1.9 5.3 3.9 1.7 5 a
1973-74 -2. 8 .7 -4.5 ?.8 9.5 8.5 11.9 8.8 13.6 11.4 NA NA

Source: "Manpowur Report of the President," April 197E, pp. 336-339

I call your attention particularly to the figures for the nonmanufactuTrlig
sector, a sector which has been steadily increasing in importance. (In 1973. it
employed well over twice as many workers as did manufacturing.) Since 19S0,
manhour productivity in this sector has been rising much more slowly than in
manufacturing (leaving aside the -startling absolute decline last year); in
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each of the subperiods between 1960 and 1973, wages rose faster in this sector
than in manufacturing; and, as a result, the rise in unit labor costs and in
prices was much faster. In the 1950's, the opposite sort of contrast prevailed,
with wages and unit labor costs rising considerably more slowly in nonmanu-
facturing than in the manufacturing sector. (Prices in the 2 sectors rose at
about the same rate.) This change in relative trends since the 1950's has been
fdue to both a marked retardation in the increase in productivity in nonmanu-
facturing relative to manufacturing as well as to the fact that since 1960 non-
:manufacturing wages have been, on the average, rising somewhat faster than
in manufacturing. With the still further increase in the relative importance
-of the nonmanufacturing sector that is in prospect, these recent trends do not
augur well for the rate of increase in the price level during the next decade.

I suspect-perhaps "guess" would be a better word-that the best we can
hope for in the late 1970's and the first half of the 1980's is a set of figures
similar to those in Table 1 for 1969-1973.1 This would mean a rate of increase
in the implicit price deflator for the private nonfarm economy of something
like five percent per annum-if the relatively favorable assumptions I made
earlier about oil, world agriculture, and the rest are all realized.

What does all this imply as to an anti-inflationary policy for the federal
government? In terms of the trends I have thus far discussed, the need obviously
is to improve labor productivity, particularly in the nonmanufacturing sector,
and, even more important, to hold down the rate of increase in money wages.
As for increasing productivity, a variety of measures could probably be used.
The Administration apparently believes that a significant contribution could
come from tax measures that would improve after-tax corporate profits and
stimulate corporate fixed investment. Whatever potential there is here, I sus-
pect that it will have more effect in the manufacturing than in the nonmanu-
facturing sector. If tax incentives are to be used, I should like to see more
attention given to the possibility of stimulating private employers to reduce
labor costs through further improvements in personnel management and
through greater resistance to large wage increases.

Yet, to be perfectly blunt about it, I am not sure that I want to see much
acceleration in the rate of productivity increase, particularly in the nonmanu-
facturing sector. To bring down the unemployment rate faster than is now
generally expected, we must find ways of accelerating the opening up of jobs
for these groups with particularly high unemployment rates, and these groups,
almost by definition, tend to produce a lower output per manhour than do those
groups which typically have relatively low unemployment rates. Here again
Wve run into that notorious trade-off between unemployment and inflation.
Some of the types of measures to reduce unemployment that I shall suggest
would tend to retard the rate of increase in productivity that might otherwise
be expected and which underlies the widely cited "Okun's law." Slowing down
the rate of increase in productivity would tend to worsen the inflation problem-
unless some way can be found to retard the rate of increase in wages.

So far I have said nothing about possible government efforts to influence
pricing policies, particularly of large scale business. Apparently, industrial
prices have been becoming more inflexible in a downward direction. If admini-
stered prices do not fall during recessions, then the long-run upward trend in
prices is clearly more pronounced than if these prices show some flexibility
downward as well as upward. The recent rise in aluminum prices, in the face
of a fall-off in demand and large-scale excess capacity, clearly reflects a trend
that calls for some sort of government action, as did the steel industry's similar
action earlier in the year. And now we are being told of substantial price in-
creases in 1976 automobiles, despite the excess capacity in that industry.

In my opinion, we should not only continue the Council on Wage and Price
Stability but also, despite the views to the contrary expressed by its outgoing
director, we should give the Council additional powers. I think that more gov-
ernment intervention in the field of wages would also be desirable, although
the possibilities here are obviously severely limited in view of the poor rela-
tions between this Administration and organized labor. But even here I think
that something could be done. More of a serious commitment by the Adminii-
stration to the goal of full employment, in both the short and longer run, might
provide the basis for securing greater wage restraint from organized labor.

'I realize that we had wage and price controls during 1971-1973, but for the entire
subperlod 1069-1973 I do not think that the figures in Table 1 would have been sig-
nilfIcantly different in the absence of controls.
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Clearly, however, for this to. happen, there would also have to be more govern-
ment intervention in the field of prices than is now the case.

III

I turn now to the goal of full employment. In the 1960's, this goal was fairly
generally taken to correspond to a national unemployment rate of about four
percent. In the first Economic Report of the Nixon Administration, the Council
of Economic Advisers even implied that a goal of 3.8 percent might be
practicable.

Things changed rapidly and dramatically after that. As inflation worsened
and total unemployment remained stubbornly above 5 percent from mid-1970
through 1971 and all of 1972, it was increasingly suggested that structural
changes that had been occurring required that we should have to settle for
a full-employment goal corresponding to an unemployment rate of more than
4 percent. The then Secretary of the Treasury John Connally once referred to
the 4 percent goal as a "myth," and the annual reports of the Council of Eco-
nomic Advisers began to pay increasing attention to the changing age-sex
composition of the labor force. Both the Council and non-government economists
began to make estimates of how much the national unemployment rate had been
increased by the fact that teenagers and women, with their relatively high un-
employment rates, had become a significantly large fraction of the labor force
than they had been in, say, the mid-1950's. As a result the Administration
began talking of unemployment rates of 5 and even 512 percent as correspond-
ing to full employment.

As the inflation problem worsened, with inflationary price expectations help-
ing to generate accelerating wage increases, the Administration and many
nongovernment economists lowered their sights still further. At the beginning
of this year, in his budget message, the President presented a set of economic
projections through 1980 that both startled and alarmed many members of

_ theCongress and-a-good -fraction-of-the-informed--public. -Arong-the projec-
tions was a set of unemployment rates that would still be as high as 7.5 percent
in 1977 and would have fallen only to 5.5 percent by 1980. The average projected
unemployment rate for the six years 1975-1980 would be 7 percent; for the
three years 1978-1980, the average would still be 6.2 percent. To provide some
perspective, I should point out that between 1947 and 1974, we had only two
years, 1958 and 1961, when the national unemployment rate averaged above 6
percent. Yet the President and his advisers were apparently prepared to steer
an economic course that would still leave the national unemployment rate at
6 percent or above by the end of the 1970's.

I gather that the Administration has backed away a bit from these pessimistic
projections, but I am not aware that any alternative and less pessimistic pro-
jections have yet been officially announced.

Let me repeat. In my opinion the Administration is not seriously trying to
implement the "maximum employment" provision of the Employment Act.
And it steadfastly refuses to consider seriously the arguments made by many
critics that much more could be done than is now planned to reduce the unem-
ployment rate.

What should be our full-employment goal for the next decade or so? As I
stated before this Committee nearly a year and a half ago, I think that we
should stop talking about a full-employment goal in terms of a. single figure
for the national unemployment rate. Instead, I strongly urge on the Congress
that the federal government should develop an array of target unemployment
rates for different segments of the labor force-particularly when the labor
force. is classified by age, sex, and color. I first made this proposal nearly a
decade ago, and I still think today that this is the direction in which we have
to move. I shall now try to elaborate.

I hardly need to remind you of the wide dispersion of unemployment rates
in the United States by age, sex, color, occupation, and industry. Table 2 pre-
sents some of the relevant figures for particular groups when the labor force
is classified by age, sex, and color. In addition to the officially reported rates
presented in Table 2, I also show there "adjusted" unemployment rates for the
nonwhite groups. Labor-force participation rates for these groups-all males
and young females-are significantly lower than for white of the same age and
sex. These lower participation rates presumably reflect primarily the "discour-
aged worker" effect. Where decent jobs available for these nonwhites, nonwhite
participation rates for these groups would presumably be about as high as
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for whites2 Thus the "adjusted" unemployment rates shown in Table 2 are
calculated by adding to thbse reported as in the labor force and as unemployed
the additional number needed to bring the labor-force participation rates for
these nonwhite groups up to those of the corresponding white groups.

TABLE 2.-UNEMPLOYMENT RATES FOR PARTICULAR AGE, SEX, AND COLOR GROUPS, ACTUAL AND ADJUSTED,
1956, 1973, AND 1974

[Percent]

Actual rates Adjusted rates I

1956 1973 1974 1973 1974

White
Male:

16 to 19- 10.5 12.3 13.6
20 to 2-4 _- 6.1 6. 5 7.8
45 to 54 -2.8 2.0 2.2 --------- _

Total - ------------------------------------ 34 37 4
Female:

16 to 19- - ::::::: --------------- 9.8 12.9 14.5
20 ts 24------------------------ 5.1 7.0 8.2---------_
45 to 54 -,, 3.3 . 3.1 3. 6 .

Total - ,,,,,,,-- ,,,,,,,,--,,,4.2 5.3 6.1

Nonwhite
Male:

1t to 19 ----------------------- 15. 3 26.9 31.6 45. 4 48.7
20 to24 -12.0 12.6 15.4 16.7 19.7
45 to 54 -,, 5.4 3.2 4.0 8. 9 12.6

Total -- ------------------------------------- 7.9 7.6 9.1 14.2 16.1
Female:

16 to 19 -22.8 34.5 34. 5 55.1 56.8
20 to 24 - 14.8 17.6 18.0 23.1 25.2

Total -,,,,-- ,,,,,--,--,--, 8.9 10.5 10.7 .4 3.0

1 Adjusted unemployment rates were calculated as follows: The difference between white and nonwhite participation
rates was determined for each age-sex group, and this difference was multiplied by the nonwhite population to determine
the change in the nonwhite labor force necessaryto make nonwhite participation rates equal tothoseof whites in all a ge-sex
groups. This increment in the labor force was then added to both unemployment and the actual labor force to derive an
adjusted unemployment rate.

Source: "Manpower Report of the President", May 1975

Even without this adjustment, the figures for white teenagers and for non-
whites are bad enough. Much publicity has been given to white teenage unem-
ployment rates of 12 to 15 percent and to rates for black teenagers of 30 to 40
percent-about 40 percent in the last few months. But I call your attention
also to the rate for nonwhite males in the 20-24 age group in the relatively
good year 1973, a rate nearly twice as high as for white males in the same
age group. And before I am criticized by the fairer sex, I should remind you
that unemployment rates for women are significantly higher than for men-
overall and in most age groups.

Now I come to the "adjusted" unemployment rates for nonwhite teenagers
and nonwhite adult males. For all nonwhite males, the official unemployment
rate is nearly doubled if we include the presumably discouraged workers. It is
trebled for nonwhite males in the 45-54 age group. This is merely one of many
pieces of evidence pointing up the severity of the problem of structural unem-
ployment in the United States-and the need for pinpointing our employment
targets on the most disadvantaged groups.3

It is of interest that our "adjusted" unemployment rate for all nonwhite
females is much lower than the actual rate. This is because the labor-force
participation rates for all nonwhite females age 25 and over, particularly age

I realize that lack of jobs is not the only reason nonwhites withdraw from the
labor force. The health of nonwhites tends to be less good than that of whites. and the
ovailability of only low-paying and otherwise demeaning jobs also discourages work
incentives. But these are merely aspects of the general discrimination against nonwhites
that is hbuilt into the socsl and economic environment.

a I shall not try to deal with the other elements that enter into the calculation of what
Is called a "subemployment index," particularly low wages and Involuntary part-time
unemDloymeneit.
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25-44, are higher than for whites. This is a reflection both of the need for an
additional worker in intact nonwhite families and of the greater prevalence of
female headed families among nonwhites.

There are a number of other points that can be made about the figures in
Table 2. Let me mention just a few, comparing the figures for 1956 and 1973.
Relative to the unemployment rates for all whites of each sex, the unemploy-
ment rates for white teenagers, male and female, have risen a bit but not
much. Anl white male teenagers were relatively worse off, compared to all
white males, than were white female teenagers relative to all white females.
The dramatic deterioration in the relative position of teenagers has been
among nonwhites, and especially males. The male nonwhite teenage rate was
about twice the overall nonwhite male rate in 1956; it was 3.5 times the non-
white male rate in 1973. For nonwhite female teenagers, the corresponding
ratio also rose, but not as much-from 2.6 to 3.3.

If we turn to trends in unemployment differentials by color and sex, we find
some modest improvement in the differentials by color for each of the sexes,
but deterioration in the relative position of women, a bit more for nonwhites
than for whites.

At the risk of overwhelming you with figures, I will cite the results of one last
set of calculations, because they are very relevant to the Administration's
unemployment projections for the rest of the decade. As I have already noted,
much has been made of the impact of the changing age-sex composition of the
labor force on the overall unemployment rate. Comparisons are usually made
with the situation in 1956, when the national rate was 4.1 percent. There are
two ways of making this sort of comparison. One is to recompute the national
rate for 1956, using the actual 1956 unemployment rates for the different age-
sex groups but weighting them by the relative importance of these groups in
a more recent year, say, 1974. If this is done, the recomputed national rate
for 1956 is raised from 4.1 to 4.6 percent. The other method is to reverse the
procedure, and to weight the actual 1914jrnemplnyment-rates for the-different- -
age-sex groups by their relative importance in 1956. If this is done, the 1974
unemployment is lowered from 5.6 to 4.7, or by 0.9 percent. The second adjust-
ment is nearly twice the first.

Let us use the larger adjustment and arbitrarily round it out to one percent
of the labor force. This would suggest that, so far as the effect of changes in
the age-sex composition of the labor force is concerned, a national rate of
5 percent today is about as difficult to achieve as a 4 percent rate in the mid-
1950's. But obviously the present Administration thinks that a 5 percent rate
in the late 1970's would be much more difficult to achieve than a 4 percent rate
20 years ago.

The Administration is probably right that the attempt to push the national
unemployment rate down to 5 percent exclusively through the use of fiscal
and monetary policy would exacerbate the inflation problem. At least, it would
do so if policy were so expansive as to bring the national rate down from 9
percent to 5 percent in, say, 2 years or so. But I think the job can be done
through a combination of a program of wage and price restraint, a monetary
and fiscal policy more expansive than is now being tried, and a much expanded
and improved set of programs directed toward manpower training and place-
ment and toward public service employment.

IV

At this point I need to come back to my distinction between what can be
done in the short run and what our policy should be over the longer term. In
the short-run, we need a more expansive monetary and fiscal policy than we
now have or are likely to get in the next year if the Administration and the
Federal Reserve Board have their way. The temporary tax reductions of 1975
should not only be continued through 1976 but should be increased in amount;
monetary policy should be eased; and we badly need a very substantial expan-
sion of public service employment. And, given the plight of the cities, I would
favor some aditional revenue sharing for this purpose. I am confident that the
economy can absorb the increased federal deficit that these recommendations
imply. Certainly, also, given existing levels of excess capacity and unemploy-
ment, these expansionary measures would not lead to a significantly faster rate
of inflation than is already in prosepect. And they would still leave the national
unemployment rate in the neighborhood of 7 percent at the end of 1976.

65)-201-7 V-S
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For the longer-term, we need to supplement macroeconomic policy with a set
of programs geared to reducing the unemployment rates. that are particularly
high. As I -suggested before, we need to disaggregate the full-employment goal
and concentrate on reducing those unemployment rates that are much too high.
I suggest that we concentrate on programs that promise to bring down the
unemployment rates for youth, young adults, and ethnic minority groups.

Let me cite a few more figures to suggest what might be possible. In 1973,
when the national unemployment rate was 4.9 percent, the unemployment rate
for male teenagers was 14 percent, and for female teenagers it was 15 percent.
For the pO-24 age group the rates for males and females were, respectively, 7.3
and 8.4 percent. Now assume that, with a more imaginative set of programs
than we now have, we could have brought these unemployment rates down to
10 percent for teenagers and 6 percent for young adults. This would have re-
duced the national unemployment rate by almost 0.7 percent.

Assume further that, by a more vigorous and expanded set of affirmative-
action and manpower programs, we could reduce the ratio of the nonwhite to
the white unemployment rate from about 2 to, say, 1-1/3 to 1. Under 1973 con-
ditions, this would have reduced the national rate further by about 0.35 percent.

Both reductions together would have brought the 1973 unemployment rate
down from 4.9 to about 3.9 percent, below that magical 4 percent figure that
now seems so far beyond our reach.'

How do we achieve these more ambitious disaggregated goals? Certainly, I
am not competent to offer you detailed answers today, but it does seem to me
that these are the directions in which we should bend our efforts. With respect
to yout hand young adults, we have to begin with the schools-with improved
vocational programs, a closer partnership between the schools and local business
concerns, transferring some of the educational process, for students who so
elect, to local employers, and so on. And probably, although this is of course
highly controversial, we need a differential minimum wage for teenagers.
Essentially these same recommendations were made in the 1973 report of the
Panel on Youth of the President's Science Advisory Committee.

Since 1960, there -has been a modest decline in the ratio of the nonwhite
to the white unemployment rate. The improvement has been more noticeable
for men than for women and came chiefly in the 1960's. There has been little
further improvement since 1969, despite the efforts spent on affirmative action
programs.

The problems of ethnic minority groups are, of course, not confined to that of
relatively high unemployment. A variety of manpower programs have been
tried but so far with only modest success. To me this means that we should
not relax our efforts but rather intensify them. And manpower policies need
to be combined with a variety of other programs, particularly to provide better
education, housing, and neighborhood conditions. And, finally, we need a per-
manent and large-scale public-service program specifically directed toward the
disadvantaged of all races. Such a permanent program should be the base on
top of which we can continue a triggered program that would go on and off
with changing economic conditions.

Representative LoNG. The gist of the recommendations and of your
comments very closely aline themselves with the conclusions that I
have reached, in the 6 months that we have been sitting here before
this committee listening to leading economists and businessmen of
the United States. About the only exceptions with the recommenda-
tions varying everywhere from the treatment of the energy question
to jobs, to monetary policy, to what has been nearly a unanimous
point of view have been those witnesses that are directly connected
with the administration.

Practically the only exceptions-
Mr. GORDON. May I explain that to you?.

' Actually there is some duplication in adding these two calculated reductions in the
unemployment rate since the assumed lower rates for the .2 younger age groups already
incorporate an assumed decline in the nonwhite-white differential as well as a decline
in the white rate in these age groups. Eliminating this duplication, brings the total
reduction in the national unemployment rate down to 0.8 percent instead of a bit over
one percent.
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Representative LONG. Certainly.
Mr. GoRiDoN. The economic advisers to the President and the Pres-

ident himself practice economics not as some imperfect mixture of
-an art and science. They practice economics as a religion.

Representative LONG. As a religion.
Mr. GORDON. Yes.
Representative LONG. Would you like to go further and describe

-what type of religion this is that they have?
Mr. GORDON. Keep the Government out of things as much as pos-

-sible. Inflation is far worse-5 or 6 percent inflation is far worse-
than 9 or 10 percent unemployment, and that is the religion.

Representative LONG. The President has succeeded in doing some-
'thing that I think is wrong and I would appreciate yours and Mr.
Samuelson's views on this. And that is basically, he has succeeded in
making in the minds' of the American public through the use of the
media that is unique to a President, the question of energy and' the
adequate supply of 'energy as the No. 1 issue facing the United States
-today.

I have 'felt for a long time that it was perhaps the second most
'important problem' facing America today. And, of course, directly
related to what I consider to be the most important problem facing
America today, but not the most important, and the most important
one being economic recovery. 'This again has been, with the exception
iof those witneSSeS ofthe-ministrationa-fixynanimoisl-y-th-view ~~
of both business people and economists of all political ilks from the
extreme left to the extreme right, both in the economic field, the
business field, and the political philosophy field, or in all three as
they have appeared before this committee and as I have listened to
'them. -

I would appreciate, Mr. Samuelson, your views on this, if we may?
Mr. SAMUELSON. As I said earlier in commenting on the interaction

between the long-run energy problem and the rest of the decade prob-
Jem of recovery, I think- that the recovery is our No. 1 problem. I
think it has two facets; namely, unemployment and two-digit price
-inflation, which we' as 'a nation must not get back into.

So, it is a stagflation problem. It is a problem of growth and unem-
ployment combined with the problem of less price stability or more
price stability. And I think that is our No. 1 problem. This does not
mean that from a long-run viewpoint 'there is no energy problem.
'There is an arguable energy problem. I say arguable 'because there
are quite a number of authorities who are of the opinion that tech-
nological change around the' corner in the field of fusion means that
even the energy problem is a transition problem from where we are
now with our dependence upon fossil fuels and our desire in terms
of our usual way of life, to have 'a very convenient fossil fuel;
namely, oil and natural gas.

But if I were asked which of these is 'the 'more important problem;
the problem of bring 9 percent unemployment down to 6 percent and
below within a couple of years-2 or 3 years-and the related prob-
lem of how we can level off with a rate of price increase we can live
with, whether it be stable prices which few are optimistic'enough to
think is available to us or whether it'be 3 percent price increases or
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4 or 5 percent price increases-I would answer that I think that the
energy problem is secondary.

For one thing, we are not a country like Japan, which is almost
totally dependent for offshore supplies of energy. We use energy so
lavishly in this country in ordinary times that by relatively modest
changes in our behavior patterns during a real emergency (industry
is very important; it is often easy for industry to save 30 or 40 per-
cent when it is worth its while to do so), we can last through boy-
cotts and emergencies for a long, long time. So that even the lone
run, the'energy problem has many different sides to it. It has to be
stressed again and again that the big change that has taken place
in the last 3, 4, or 5 years has not been a change in the balance sheet
of geology, nature's finite storehouse of energy, but, of what is hap-
pening to the industrialized nations and the developing nations in
their use of energy for transportation, for fertilizer and so forth.

The changes in that respect have been of two kinds. Some have
been favorable, some have been unfavorable. The big change has been
the firming up of an OPEC oligopoly so that a fourfold to fivefold
increase in the price of oil could take place overnight with no com-
mensurate change overnight or over the decade in the fundamental
supply and demand balance for oil in terms of resources and use.
Now, given that fact, even the long-run energy problem is different
from much of the scare talk that you hear about. And the optimal
solutions to it can be of quite diverse sources.

I find that I must say, speaking as an economist, I find it ironic
that even the opposition party in Congress sort of reproaches itself
that it has not come up with a bold scheme for energy that the White
House is able to make political advantage that it is ahead of the
Congress and it is constantly challenging the Congress. It is as if
somebodv were to say, why cannot the two Houses of Congress solve
the problem of squaring the circle. Then vast, majorities in both
Houses say, why is it that we are not able and that the President is
putting us on the spot to be able to square the circle. Congress has
tak.en the dunce's hat and has put it firmly on its head.

'Whereas. if Hans Christian Andersen could be here to write UD the
fairy tale, he would, I think, have to point out in very low-keved
terms exactlv what it is we are discussing here-that there is a verv
problematic issue over the next 15. 20 years as to what the OPEC oil
monopoly will be able to charge. You know you can get any number
of economists in mv nrofession who will come un here in the hundred-
fold and all swear that no monopoly has ever held up in the history-
of mqnkind from which they draw, I think, the wrong conclusion:
namelv. that the OPEC monopoly is going to fall on its face tomor-
row or 6 months from now or at some other statable period. I do not
think that is the correct conclusion. The correct conclusion is that the-
OPEC countries are not able to sell all they wish as members of the
cartel at the rigged world price and it simply depends upon who is
goinp to hold the umbrella. who is groins to swallow the unsellalble
oil. Will there be a Libya which will break the traces? Will there be
an Algeria? Will there be an Ecuador? That is the way the cartels
come to grief.

And it depends on alternative source of supply and not clever-
negotiation by a Secretary of State and certainly not, one would
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hope, on guarantees made by representatives of the consumers to the
oligopoly of a price floor in return for some kind of moderation of
a price ceiling which the whole experience in dealing with these par-
ticular kinds of oligopolies has always suggested. The promised price
ceiling is only worth the paper it is written on, which is the price of
paper.

Representative LoNG. I could not agree with you more with respect
to every statement that you have made even including that of the
criticism with respect to the Congress having put the dunce hat on
its head and sitting there with respect to a determination of what
the major problems are and the relative importance of the problems
that are facing this country.

I think we have had a great deal of help on misinformed, unwil-
ling to do its detailed work, press in this regard. And I think they
have played upon the international aspects of the oil situation; the
machinations of our Secretary of State in this regard who has sud-
denly become an economist as Mr. Gordon was saying in another con-
text a few minutes.

But we in the Congress, for example, speaking of the question that
Mr. Gordon mentioned, and while we did not target it to the degree
that he would like to see it done nor to the degree that I would like
to see it done, we passed a job program that fairly met, in general
terms, many of the objectives that were set forth by Mr. Gordon in
his sitementothse areas of-unemployment-that needed toba
treated. And as a possible workable solution to this massive unem-
ployment that we find ourselves in; what happens again in following
their religion, they end up with the President vetoing that piece of
legislation.

I do not think anybody in the Congress looked upon that as the
ultimate solution to the problem. We looked upon it as an interim-
type of solution or interim-type of help I guess rather than even
classifying it as a solution at all; and then with a view of moving
into those types of programs that might long range, and as Mr.
Gordon characterized as a permanent type of program that would
relate to employment for those types of groups of people.

Again I agree. We had-I think it was the Secretary of Treasury
here 1 day-and 2 or 3 days after the President had vetoed the jobs
program and our chairman, Senator Humphrey, in his own inimi-
table style made what I thought was a classic remark to the Secretarv.
He was telling him, he said what we are interested in is J-O-B-S,
jobs. not B-S, but J-O-B-S, which I thought was a pretty good point
because that seems as though what we are getting to a great extent.

Mr. Gordon, Senator Kennedy had explored a number of these
points with Mr. Samuelson. I would like to go back to another one
which is related to that, which he did explore with Mr. Samuelson
yesterday. I think it was before the House Banking Committee that
Mfr. Burns appeared. In his position as Chairman of the Federal
Reserve he reiterated what he had been telling us here for a long
period of time that the money supply targets, 5 to 7.5 percent of the
money supply. and he reiterated those again yesterday as what his
targets were. We again nearly unanimously as he came before the
Joint Economic Committee, said he was not being realistic. In Loui-
siana political terms we would say he is talking out of both sides of
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his mouth at the same time and whistling Dixie all three at the same
time.

But during the past 3 months the money supply has grown consid-
erably more rapidly than what he had said as what his target was
going to be. And even getting him to admit that it has grown faster-
than what he said it started to be even though you look at the figures.
there is concrete evidence there, it becomes difficult even to get him
to admit that it has. But in the past few weeks which has really-
caused, I think, a lot of us a great deal of concern, his signals seem
to be an even tighter control on the monetary policies than have been
followed by the administration even though they were talking 5.5
and 7 and they were really dealing in some figures all of that time'
rather than talking it and some figures that were higher than that.

And some things that have happened in the last few weeks have'
indicated a tightening up policy. He said in his statement yesterday.
the Federal Reserve has already set in motion forces that should in
the near future return the growth of the monetary aggregates to the-
moderate path desired. Now, that to me is a little bit of a frightening
statement. What is your view on monetary policy? Has it been dur-
ing these last few months unduly expansive in view of the economic
circumstances that exist? Is there a need now to considerably restrict
monetary growth in order to make the average over time come out
right; as he would see it quoting again and closed quoting at the'
same time with respect to a 5.5 to a 7 percent? And is this an appro-
priate time to begin to tighten monetary policy with the economic'
recovery, even by the most optimistic, just beginning to get under-
way?

And I am not one that thinks frankly it has done any more than'
perhaps bottom out. What is your view with respect to those three?'

Mr. GORDON. I think my answer would be in three parts. First,,
with respect to the announced objectives of the Federal Reserve
Board with respect to growth in money supply, which Mr. Burns:
now puts in terms of a rise from the second quarter of 1975 to the'
second quarter of 1976. In my opinion-and here I agree completely
with Prof. Samuelson-this calls for too slow a rate of growth in the
money supply.

Now, as to what should be done in the immediate future, the next
few months, what the Board is clearly trying to do is to average out
the faster than desired rate of growth in the money supply of the'
last few months with a rate of growth considerably less than the'
71/2 percent, so that by the second quarter of 1976, we will have that
71/9 percent or less. I think that is nonsense. As a matter of fact, I
think it is a tragedy.

Representative LoNG. That sounds sort of like a self-fulfilling'
pronlhecv, does it not?

Mr. GOP.DON. Pretty much. I wish Mr. Burns would pay more
attention to the unemployment rate than the rate of change in the
money supply.

Representative LoNG. As you know, in following-and I assume
vou do-what this committee has done, we have pressured, pushed,
cajoled, begged, done everything we can to try to get him to do that
over the past few months.
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In this-well, not completely in this context-but in your prepared
statement, you recommended a more expensive policy designed to
bring the unemployment rate down to about 7 percent. It would be
required by the end of next year. This, by the way, also-

Mr. GORDON. What I said was, I did not expect you could get the
unemployment rate lower than 7 percent by the end of next year.
That is certainly not projected in the longer run.

Representative LONG. In order to accomplish this, this would re-
quire about a 9 percent growth of real output. Is that about right?

Mr. GORDON. Yes.
Representative LONG. Now, what Mr. Samuelson had said, in glanc-

ing over his testimony; he had recommended perhaps an increase of
about 7 percent growth rate during that period. Do you think that
perhaps Mr. Samuelson is being a bit too conservative in that regard?

Mr. GORDON. Mr. Samuelson stated very carefully that he was try-
ing to be moderate, take account of both extreme positions, and this
was a moderate and, in his view, reasonable projection. I would risk
being more expansive, and my view of the underlying situation is
that what acceleration of price increases that you are going to get in
the next year are not going to come from a faster rate of expansion
than Professor Samuelson was contemplating.

Representative LONG. They are not?
Mr. GORDON. They are not. They are going to come from exogenous

forces, coming from food and from diLancso on; andlwithan-mnem-
ployment rate of about 9 percent, excess capacity across the board,
adding another 1 or 2 percent to the rate of expansion for the next
year is not going to exacerbate the inflation problem from the de-
mand side.

Representative LONG. Going back to your, I'thought, very very
unusual and, I think, very descriptive description of the economic
policies followed by the administration as being a religion that they
are following-

Mr. GORDON. I am surprised that surprises you. I thought that was
obvious.

Representative LONG. It might be. I just had never quite thought
of it in those terms. One of the reasons I have not been able to think
of it in those terms is that one of the basic facets of most religions
that I am familiar with has somewhere at the end of them a glowing
light, you know; a hereafter that is going to bring peace and har-
mony, and all of us are going to be happy in the hereafter. And that
facet of their religion seems to me to be missing. So I had never
really thought of it as a religion, and maybe that is the reason I had
not thought of it as a religion.

Mr. GORDON. Well, many religions also contain pictures of hell and
damnation.

Representative LONG. Well, I can recognize those aspects of it. you
know. But I have been, and I think many of us who have studied this
problem have been disturbed and discouraged by their unwillingness
to establish economic goals. And this gets back to the religious aspects
of it. You know, religion to me-and maybe it is because of the fact
that I grew up as a Southern Baptist-is that they have these par-
ticular things that you are supposed to do, and everything is concrete
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and put into a specific place on the headstone when you die, on back
the other way.

Mr. GORDON. So it is in the administration.
Representative LONG. We have not been able to get them in all of

their appearances of practically every economist they have at the top
level, and every policymaker that they have at the top level in their
appearances before this committee. We have not been able to get
them to establish specific goals for the economic policy that they are
following.

My belief is the reason we have not been able to get them to do
that is, they are not willing to admit publicly that that has to involve
an unemployment rate of such a high percentage that they are both
politically and realistically, as to the impact it will have on the
American people. unwilling to admit as to what it is.

Mr. GORDON. Let us put it this way. We talk about the tradeoff
between inflation and unemployment a great deal. Let us talk about
a tradeoff with respect to religion of the administration, but make
the tradeoff percentage of the GNP spent by the Government and
the rate of unemployment. And the administration's religion leads it
to believe in a tradeoff that it is worth an extra few percentage points
on an unemployment rate to reduce the percentage of the GNP spent
by the Federal Government by a percentage point or two. That is
the religion.

Representative LONG. Mr. Samuelson, do you think we should con-
tinue, or that it is wise on our part to continue, to get them to try
to set specific, quantitative goals for output unemployment and/or
prices? Do you think this is worth pursuing? Is this of importance
enough, as something to see. and if you do, do you have any sugges-
tions of what we miniht do further in that regard?

Mr. SAMUESON. Yes. If I may lapse into the parlance popular
here, I think it is the Lord's work that you are doing because I think
that the actual recommendations and performance of the adminis-
tration have, been better because of the pressure that they have been
put under. I think that if it had not been for the congressional pres-
sure. you would not have the administration agreeing with the pro-
posals that they have arreed to. Often, they regard this as a com-
promise to prevent something worse from happening, and so vyo do
fet a half loaf. Indeed, iust to disgress for a moment, it is quite pos-
sible that the Democratic Congress, in its militance and vigilance
against the occurrence of a really serious depression as against a
recession. rmay turn out according to historians to have reelected
President Ford.

The Democrats were not able to reelect Herbert Hoover. but if
thev had been more effective, thev might have lowered Franklin
Roosevelt's 1932 majority. Because you do find, there is not question
about it that the index of consumer sentiments is better. as we sit
here now, than it was 5 months ago, 7 months ago. And this has not
been an accident. It has been the result of the more stimulative
behavior forced upon the United States Government by the people
throunh its renresentatives, and forced unon the Federal Reserve.

Representative LONG. Mr. Samiielson. I could not agree with you
more. But of course, looking at it as a person that is involved in
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politics, is that I think the majority of the members of Congress that
are active in this field were absolutely convinced that the policies
that were being followed-and let us just take energy as an example,
and go back to a particular date in time.

We had a period in time there where, within a period of 36 days,
under what the President was advocating as an energy program,
four things would have happened in what he was advocating. The
first was the first dollar of duty. The second was at the end of 3&
days, the second dollar of duty. The third was at the end of 60 days,
the third dollar of duty; and then, immediately following that, was.
the removal of all controls on old oil in the United States.

We must have had 20 witnesses before that committee. I think the
unanimous view, again with the sole exception of those that were the
hired guns of the administration; they were of the view that-and
I am not being overly dramatic when I say this-that should that
energy policy have been imposed upon the economy of the United
States at that particular time, the result would have been absolutely
catastrophic. And I think the reason that was not imposed upon the
American people in the sequence that I set forth is because of the
pressure that was brought by this committee and the other commit-
tees and the other Members of the United States Congress, and the
Democratic Members of the Congress.

I did not sleep many nights, worrying about this coming about;
andl-think-the reasoniLdid-not-com-bout-is-beeause-ofhe--pres-e
sure that we borught at the time. And continually, as I said before,
it distresses me that we are able to find that this continues to be pre-
sented by the press, because of the unique access that the President
of the United States has to the media as this energy problem does,
as the No. 1 problem facing America. And I recognize, as you stated
so eloquently, that it is a serious problem. It is a transition which
needs some attention. But it is not something, in my opinion, that is
the most urgent problem facing America today.

We went through this period with President Nixon on impound-
ment, Mr. Gordon, as you well know, where the Congress was passing
programs and President Nixon was impounding the moneys; where,,
if we had had those set forth and started in motion at the time that
this was being done, we would have been in a much better position
to have gone into the more permanent aspects of what you are sug-
gesting with respect to the jobs program. But they were impounded.

We have really, in effect, had an impoundment by the Republican
administration of the Full Employment Act of 1946. Is that not
about right ?

Mr. GORDON. I agree.
Representative LONG. By just an ignoring of the provisions of the

law.
Mr. GORDON. As a matter of fact, may I take the liberty to suggest

to you in some future hearing of this committee, in which represen-
tatives of this administration are present, that you cite the particular
section from the Employment Act that I have in the second para-
graph of my prepared statement: that "it is the continuing policy
and responsibility of the Federal Government to use all practical
means * * * to promote maximum employment, production. and pur-
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chasing power." And ask the members of the administration what is
their interpretation of that clause?

Representative LONG. I will accept your suggestion, and I will go
a step further. Do they feel they are fulfilling their oath of office to
uphold the lawvs of the United States with respect to that particular
point of law? Because that is the law of the United States.

Mr. GORDON. I had that in mind, but I preferred that you made
the suggestion.

Representative LONG. I would be happy to do it. Thank you.
Do either of you gentlemen have anything further to add to this?

You have been most helpful, and we are appreciative of both of you
coming down and giving us the benefit of your very expert knowl-
edge in this field; and your excellent reputations in this field are
again justified by your appearance here today. And as Senator Hum-
phrey would say, I am sure that you are bound to be extremely
brilliant, because you agree with me.

Thank you very kindly. The committee stands recessed.
[Whereupon, at 11:55 a.m., the committee recessed, to reconvene at

10 a.m., Tuesday, July 29,1975.]
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minority economist.

OPENING STATEMENT OF CHAIRMAN HUNMPHREY

Chairman HUMPHREY. We will convene the meeting of the Joint
Economic Committee. This morning we continue the process of our
midyear review on the economic situation and, of course, we are very
pleased to once again welcome as our witness Mr. Arthur Burns,
,Chairman of the Board of Governors of the Federal Reserve. Mr.
Burns. as I said to you a moment ago privately, and I now say pub-

-licly, it is a special pleasure to welcome you this morning. And I
might add that it is also always a challenge for those of us on the
committee when you appear before us as a distinguished economist,
as Chairman of the Federal Reserve Board and the Open Market
Committee.

And as the supervisor of a large and highly qualified professional
staff, you represent and indeed you are personally a storehouse of
information and analysis about the economic situation. The challenge
to Congress, frankly, has often been to obtain that information from
you. The passing of the congressional resolutions is in a large part
responsible for your presentation to Congress of the monetary targets
of the Federal Reserve. I believe that this is an historic step forward
and I believe that your appearances before the Senate Banking Com-
mittee last May and before the House Banking Committee this past
week have been enormously helpful and constructive.

However, this is only the beginning. Congress continues to need
more information and I suggest that it is not always getting all the

(119)
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information it needs, in part due to its own inadequacies and possibly-
in part due to our lack of proper structure. Congress is still not suc-
ceeding in exercising the fundamental control over monetary, and I
might add, fiscal policy which it ought to exercise. The responsibility-
of Congress, however, is not to see that the money supply grows at
any precise rate nor that interest rates be held in any precise level-
The responsibility of Congress is to set objectives for protection,.
employment and income, price structure, and then to insist that the'
respective agencies of government and, in this instance, the Federal
Reserve and its policy is consistent with those objectives. I must con-
fess Publicly, as I have privately, that I think the Congress has been
derelict in this. This committee has set objectives and we have pub-
lished them as the advisory body to the Congress.

But it is my judgment that we in the Congress by formal resolu-
tion need to establish those objectives. The House Banking Com-
mittee urged you this past Thursday to give them your estimate
or your staff's estimate of the projected employment and price levels
which could be expected next year if your announced monetary tar-
gets are observed. I gather that you refused to do that precisely but-
you may want to comment on that.

You told a member of the committee, and I quote you. "when you
talk about goals, I think you personally, members of this committee
and members of the Federal Reserve System would agree on goals
pretty closely. We all want a hbih rate of employment. We all want
a low rate of unemployment. We all want an improvement in our
standards of living." And, of course, I trust that we all agree on
those goals. But for me, those goals are too general to serve as an
adequate operating guide to economic policy. This committee has
been in disagreement with the administration as to the immediate
policies which would best move us toward even those general goals.

In our annual report last March, this committee set forth specific
objectives in terms of billions of constant dollars of GNP and in
terms of the unemployment rate for the end of next year. I think we
did fulfill our responsibilities under the law as a committee to set
those objectives. But we have never succeeded in getting the adminis-
tration to comment directly on the desirability of these goals. How-
ever, it is apparent from the policy recommendations of the admin-
istration, that they feel that the goals specified in our March report
are too ambitious and that a more moderate approach to economic
recovery is desirable.

Now, we have had Mr. Greenspan and members of the Council of
Economic Advisers before us as well as the Director of the Office of
Management and Budget and I think it is fair to say that our dis-
agreement is not over the long-term targets but rather, over the pace
of achieving those targets.

Mr. Burns, we are not quite sure just where the Federal Reserve
Board comes out. For example. on the rate of recovery, are vou for a

rapid recovery or a more cautious and moderate recovery? And I
might add, I for one am more concerned about a sustained recovery.
You indicated to the House Banking Committee last week that you
had hoped to see the unemployment rate fall to around 7.5 Dercent
over the next year. However, none of the three respected private fore-
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casts which I have had the staff of the Joint Economic Committee
-examine, saw the unemployment rate dropping that much over the
nest four quarters. :Xnd every one of those forecasts piedict a growth
of the money supply above the upper end of -the Federal Reserve's
target range. What we would like to know then and we have a
number of questions, of course, when the question period comes, is
whether any quantitative work done by the Federal Reserve Board
*or its professional staff shows the unemployment rate dropping to
the range of 7.5 percent by the third quarter of next year if the
money supply has been growing within the target range that you
announced, I believe last May. If not you may have very good
reasons for rejecting the staff forecast and predicting a sharper drop
in unemployment. We would like to know what those reasons are. I
will. of course, along with other members of this committee, return
-to these questions and others as we open the question period.

It is essential that Congress know the specific income production
aind employment goals at which the Federal Reserve Board is aiming
within the objectives that had been set in the Employment Act of
1946. If those goals differ from those at which the Congress seems to
be aiming, then those differences have to be resolved. Let me say
again that I believe that one of our problems is the impreciseness of
the targets that we are aiming at. And in all candor and fairness, I
believe that the Congress itself has been derelict in this responsibil-

- itv W~e are-the-pohcy ? bo&y-ofthe-Government-ancl-we-ought to-con-.
duct ourselves accordingly.

As I say, it is ultimately the responsibility of the Congress, the
-elected representatives of the people, to establish these goals and to
see that the other agencies of government conform.

Mr. Burns, you have been patient, we look forward to your testi-
mony and we always learn a great deal when you are here and so, I
-say to you with great respect, Professor, you may proceed.

I understand Senator Javits has a comment.
Senator JAVITS. Thank you very much, Mr. Chairman.
First I will consider it always a great privilege to hear Arthur

BBurns, especially when he is summing up, as he will be today, the
valuable and intelligent planning for our country. I also would like
any of your thoughts you would have, Mr. Burns, on the subject of
the national planning bill, which Senator Humphrey and I have
introduced.

But I would also like to throw into the hopper a few other ques-
tions to which we hope you will address yourself. One is the matter
of international monetary reform. Seemingly, that matter has been
shelved. Question-do we have any right, in the interests of world
peace and world economic stability, to shelve reform as we have seen,
that we can be dragged down by the world economic situation just as
it can be dragged down by us? Question-can we afford to just let it
move along without reforming the international monetary system?
-Question-should we be considering issues of industrial efficiency,
-depreciation allowances, the investment tax credit, and other efforts
to stimulate industrial production and productivity.

Question-is the United States relegated to be in the cellar, as they
say in basehall, in terms of productivity? Are we sentenced to an
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endemic unemployment rate of 9 to 10 percent? Or can we pull our
socks up and really become No. 1 in the world as we have been for
many decades? And finally, what is the impact of the practical bank-
ruptcy and anarchy of the cities on the economy of our country?
These are critical problems upon which I, and I believe my col-
leagues, would like to hear from the man we respect so much in this
field.

Thank you.
Chairman HUMPHREY. We will come back to those questions again

because we need your counsel. We have here Senator Sparkman who
you know so well and I am sure he has a comment.

Senator SPARKMAN. Mr. Bums, I am always glad to see you appear
before this committee and also the Senate Banking Committee.
Unfortunately, I have a conflict this morning. The Senate Banking-
Committee is in session now, that is the reason why Senator Prox-
mire is not here, we are having a markup on a rather important bill
and I am going to have to go for that markup. However, I did want
to come by. I have your statement. I am taking it with me. I will-
read it carefully and I just regret that I am not going to be able to.
be here for the questioning. I know you will give this committee a
lot of good advice that you always do.

I have great confidence in your leadership and I am very glad that
you are before us again this morning;

Chairman HUMPHREY. Senator Sparkman, I want you to hurry up
to-the markup and get back. You are an experienced member of this
committee and former.chairman of the Senate Banking Committee.
May I say to you, Mr. Burns, that Members of the House will be
with us later but they are in a legislative session at the moment.

We look forward to these hearings as a part of a national educa-
tion process, Mr. Burns, and I notice that we have a .good deal of-
media here which is very helpful in bringing the public into closer
understanding of what is developing in our economy. I happen to be.
one that believes that a congressional hearing ought to be more than
just bombast, it ought to be an educational process. We will proceed
now, and we look forward to what you have to say.

STATEMENT OF HON. ARTHUR F. BURNS, CHAIRMAN, BOARD OF'
GOVERNORS,FEDERAL RESERVE SYSTEM

Mr. BUmRNs. Thank you very much, Mr. Chairman, and my thanks
to you, Senator Javits.

Before I turn to my testimony and my statement this morning, I
would like to say a word about the Joint Economic Committee. The
Joint Economic Committee has established a great tradition, a tra-
dition of inquiry, a tradition of cooperation. I find it more pleasant,
more instructive to, appear before your committee, Senator Hum-
phrey, than any other of the Congress and I very much hope that-
you, with your fine energy, will move your committee onto the even-
higher plane that you seek.

When the Employment Act was written, it was the intent of the
Congress that the Joint Economic Committee formulate general
economic -policies to serve as a guide to the legislative committees of
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Congress. Things have not worked out in quite that fashion. I find
the comments that you made this morning, your objectives, very
heartening. I hope you succeed.

Now, my prepared statement, in view of the scholarly interest of
your committee, is a long one. In the interest of time, I think it
might be best if I start with the monetary policy part of that state-
ment. The earlier parts are devoted to an analysis of the causes of
the recession and some of the corrective processes.

Chairman HUMPHREY. We will, of course, include the entire text
of your prepared statement in the record at the end of your oral
statement.

Mr. BtuRNs. Thank you very much.
Last summer, as signs of weakening of economic activity multi-

plied, the Federal Reserve began taking steps to increase the avail-
ability of money and credit. Open-market operations were oriented
toward a more liberal provision of reserves to the banking system;
later, these actions were reinforced by several reductions in the dis-
count rate and in reserve requirements.

:During the -fall and winter' months, the demand for credit by
businesses and consumers weakened on account of the recession, and
commercial banks used the more abundant supply of reserves' to
repay their indebtedness to the Federal Reserve. Growth in M1-that
is, currency plus demand deposits-was therefore slow to reflect the
easingoiamonetary policy-We-at-the-Fderal-Reser-ve-wereeoncemed
about this' development, but we' refused to run the risk of releasing
fresh iiflationary forces and rekindling inflationary expectations. In
any event, broader monetary aggregates displayed a more vigorous
response to our easing actions. For example, flows of individual
savings into commercial banks and thrift institutions began to pick
up in the fourth quarter of 1974; and by the first quarter of this
year, these deposits were expaniding at a seasonally adjusted annual'
rate of over 13 percent.

Federal Reserve actions to increase the availability of 'reserves
take some time to work their way through the economic system. As
a consequence, some of the effects of easier Federal Reserve policies
during a recession may not register in Mt, the narrowly defined
money stock, until the demand for transactions balances begins to
strengthen. That may well have been a factor in the huge bulge of
the money supply during May and June of this year. However, a
large part of this bulge was also the direct result of the tax bill
passed earlier this year by Congress. The tax rebate checks and sup-
plemental social security payments disbursed by the Treasury were
temporarily added to the public's holdings of currency, demand
deposits and savings accounts. Thus, Ml grew at an average annual
rate of 14.5 percent during the months of May and June, and M-
which includes consumer-type time deposits at commercial banks,
besides currency and demand deposits-increased at a rate of about
16:perce.t. By late June and early July, as individuals disposed of
their additional funds, the explosion of the monetary aggregates
subsided.' * h

'Ovei the past three quarters as a whole-that is, during the period
of steeply declining business activity-the additions to money and
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credit supplies have been on the generous side for an economv that
is continuing to suffer from inflation. In fact, the growth rates of the
monetary aggregates during this recession have been appreciably
higher than during comparable periods of earlier postwar recessions.
The narrowly defined money stock, M., increased at an annual rate of
about 5 percent from the third quarter of 1974 to the second quarter
of this year. Increases in broader measures of money balances were
considerably larger over this period. For example, M-which in-
cludes all consumer-type time deposits at depositary institutions, in
addition to currency in checking accounts-rose at an annual rate of
9 percent over the three quarters. As these facts indicate, Federal
Reserve policy contributed materially to establishing the financial
basis for an upturn in business activity.

In recent weeks, signs have multiplied that the economy is moving
through a turning zone from recession to recovery. Improved markets
for consumer goods have been leading the way, with retail sales
gaining strength progressively since early this year. The appreciable
pickup in new auto sales over the past several months is continuing,
and so is the uptrend in sales of residential real estate. Sales of new
houses in Mav were 50 percent above their trough last December,
and the backlog of unsold units is down to 8 months, supply at recent
sales rates.

With excess inventories at retail, wholesale, and manufacturing
firms being worked off and the curve of consumer sales still rising,
businessmen have become more optimistic about the future. New
orders for durable goods-an important leading indicator of indus-
trial activity-have risen in each of the past 3 months. Moreover,
industrial production, after declining in 8 consecutive months, regis-
tered its first advance in June.

In the labor market, too, there are numerous signs of improvement.
The range of nonfarm industries adding to their payrolls has been
widening steadily, from a low of 17 percent in February to about 50
percent in May and June; total employment has increased by 600,000
over the past 3 months; the average factory work week has length-
ened; and, of late, initial claims for unemployment insurance have
dropped substantially.

We may be reasonably confident, therefore, that a recovery in
business activity will develop soon, if it is not already underway.
Inventory liquidation in some lines-particularly among producers
of capital equipment-seems likely to continue for a time, and an
upturn in business fixed investment may lag beyond the expansion in
general economic activity. In many sectors, however, the need to
rebuild stocks in response to improving sales will add a strong up-
ward thrust to industrial production and to employment in the
months ahead. As uncertainties about jobs and earned income abate,
consumer spending will advance further. A significant rise in resi-
dential building activity may also be expected, since the underlying
improvement in the condition of real estate markets has just begun
to register in rising new home construction.

The outlook for our foreign trade balance, while less clear, also
appears to be favorable. To be sure, recent trade surpluses reflect in
part the impact of the decline in domestic activity on our imports-
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especially of fuels and industrial supplies. A revival of economic
activity here will tend to boost these imports; but once foreign econ-
omies begin to recover, which seems likely before the year comes to
an end, our exports of industrial materials will also pick up. Exports
of machinery have been maintained at a high level this year, despite
the weakness of foreign economies; these exports may be expected to
do well over the next year. And in view of unsatisfactory harvests
abroad, our exports of grain will be large-perhaps even embarras-
singly large.

Recovery from the recession of 1974-75 thus seems likely to be
broadly based. How strong the recovery will be, no one can foresee
with any assurance. The amounts of idle labor and capital resources
are certainly sufficient to permit rapid growth over the next several
quarters. Past cyclical experience suggests, moreover, that a steep
decline in business activity such as we have experienced is usually
followed by a brisk recovery.

We must recognize, however, that our economy is confronted with
some troublesome problems to which policy must attend if full em-
ployment is to be regained. Energy prices are extraordinarily high,
and they may well rise further. Shortages of energy supplies and
other industrial materials could become a serious impediment to the
expansion of production and jobs in a year or two. Our financial
markets, meanwhile, will have to absorb a huge volume of Treasury
securities this fiscal year-at a time when private credit demands will
be expandin-gto finance larger economic activity. To make matters
worse, inflation is still adding its own dimension to pressures in
financial markets.

The vigor of economic expansion in the year ahead, and even more
over the next few years, will depend heavily on the ability of our
Government to find ways to cope with these difficulties. Let me. there-
fore, turn to the implications of these problems for public policy.

As far as the Federal Reserve is concerned, the only responsible
policy is to pursue a moderate course of monetary and credit expan-
sion, such as I described before the House Committee on Banking,
Currency, and Housing a few days ago.

The relation over time between money balances and the fiscal
volume of economic activity is rather loose, since so much depends on
the attitudes of businessmen and consumers as well as on other gov-
ernmental policies that are pursued simultaneously. But with Ml
growing in a range of 5 to 71/2 percent, and more comprehensive
measures of money expanding substantially faster than this, it
should be entirely possible to finance a recovery of normal cvelical
dimensions over the next year. History teaches that the turnover of
money-that is, the willingness of people to use their existing money
balances-tends to rise much faster in the recovery stage of the busi-
ness cycle than does the monetary stock itself. This basic fact about
the business cycle must never be overlooked in judging the reason-
ableness of monetary growth rates.

I might add that materially higher or lower monetary aggregates
than the Federal Reserve has projected for the coming year would
involve serious risks. If, for example, the expansion of Ml were held
down to 3 or 4 percent, short-term interest rates might rise rapidly
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and impede economic recovery. On the other hand, if a growth rate
of 8 or 10 percent were sought, inflationary expectations would be
intensified, and larger increases in prices and costs would be encour-
aged. In these circumstances, long-term interest rates would tend to
rise, since investors would insist on getting, and borrowers would be
willing to pay, a higher inflation premium. It is highly important to
bear in mind the longer run effects of the policy alternatives now
available to the Federal Reserve. Mfore rapid monetary growth would
indeed tend to hold down short-term interest rates and thus impart
some immediate stimulus to economic activity. But long-term interest
rates would soon rise and perhaps frustrate any reasonable prospect
of recovery in housing or business capital investment.

As I noted earlier. the growth of monetary aggregates in recent
months has been well above the longer run rates of expansion that
we have been seeking. The Federal Reserve has no intention of per-
mitting rates of increase as high as those in the second quarter to
continue. The special Treasury disbursements have come to an end;
and we have already set in motion forces that should, in the near
future. return the growth of the monetary aggregates to the moderate
path desired. These recent actions have left their mark, if only tem-
porarily, on short-term market rates of interest. But if that had not
occurred, the business and financial community, which nowadays is
highly sensitive to monetary growth rates, might well have concluded
that the Federal Reserve is releasing a new wave of inflation. Any
such interpretation by market participants could have had damaging
effects on economic prospects at this stage of the business cycle.

As I believe this committee recognizes, the growth ranges for the
monetary aggregates that we have projected for the next 12 months
may need to be adjusted one way or another. Clearly, the growth
rates presently sought by the Federal Reserve, while appropriate in
the present environment of high unemployment and unused industrial
capacity, could not be maintained indefinitely without giving up the
fight against inflation. As the economy returns to higher rates of
resource utilization, it will be necessary to reduce the rate of mone-
tary and credit expansion, so that the basis for a lasting prosperity
is laid.

Timely steps may also be needed to reduce the degree of fiscal
stimulation as economic recovery proceeds. The gigantic budget defi-
cits for fiscal 1975 and 1976-coming on top of the persistent Federal
deficits of the past decade-are a major source of the inflationary
expectations that are holding up long-term interest rates. When antic-
ipations of inflation are as pervasive as they are today, the only
effective device available to the Federal Reserve for holding down
long-term interest rates is to pursue a moderate montary policy. But
fiscal policy can also be very helpful in this regard. The American
people are awaiting further evidence that their Government will re-
store the fiscal discipline needed to cope with inflation. The Federal
Reserve Board therefore urges this influential committee to use its
good offices to press for moderation in fiscal affairs during this and
the next fiscal year.

Our country is confronted today with a serious dilemma in its
search for ways to move the economy toward full employment. High-
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ly expansiom-ry monetary and fiscal policies might, for a short time,provide soim additional thrust to economic activity. But, later on,the rate of inflation would accelerate sharply-a development that
,would create even more difficult economic problems than we have yet
encountered. The Senate Committee on Banking, Housing and Urban
Affairs has recognized this bnsic truth. Its recent report on monetary
policy states unequivocally that if inflation is rekindled, any recovery
-will be short lived and will end in another recession, one almost cer-
tain to be more virulent than the present one.

In the current economic and financial environment, conventional
thinking about stabilization policy is insufficient. We need to reopen
our economic minds and actively seek ways of achieving reasonably
full employment without resorting to ever larger monetary and fiscal.
stimuli.

A part of our recent problem of continuing inflation amidst wide-
spread unemployment stems from a failure to attend sufficiently tomodernization and improvement of our Nation's industrial plant.-
Our country has been devoting relatively less of its economic te-sources to business capital expenditures than any other major indusr-
trial nation in the world. The result has been a diminishing rate ofincrease in productivity, the emergence in 1973 and 1974 of severe
shortages of critically needed industrial materials and supplies, and
'continuing upward pressure on costs and prices. Renewed scarcities
'of major materials-such as steel, industrial chemicalsand plastics-

----could--mplede-the--projectf-economic recovery unless action is soon
taken to step up the rate at which modern facilities are expanded inthese industries.

The inadequate rate of investment among American enterprises
reflects to a large degree the fact that business profits over the last
decade have fallen short of the amounts needed to finance a good rateof growth of effective industrial capacity. Last year, the after-tax
domestic profits of nonfinancial corporations-excluding inventory
gains-were actually smaller than they were 8 or 10 years ago, when
the dollar volume of the output of these corporations was about halfwhat it is today.

The slump of profits, besides its adverse effect on investment, hasled to increasing dependence of business corporations on borrowed
funds. The amount of debt owed by corporations relative to theirequity position has risen sharply for more than a decade, and manybusinesses therefore no longer have the resiliency they once had toresist economic and financial adversity. There is a clear need in ourcountry not only for larger business capital investment, but also forlarger reliance on equity funds in financing capital expenditures.

These objectives may be promoted by an overhaul of the structure
of Federal taxation. Value-added taxes are widely used in westernEurope, and it may be instructive to reexamine the merits of such atax for our country. There are, of course, numerous other possibili-
ties. For example, dividends on preferred stock might be made taxdeductible, as the President has recommended, or taxation of divi-dends that are reinvested in new shares-at the option of the share-holder-might be deferred. These and other ways of integrating busi-
ness and personal taxes deserve thorough study by the Congress.
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Another area that needs immediate action is our national energy
policy. Uncertainties created by the delay in adopting legislation on
the oil-pricing problem are becoming a serious obstacle to private
economic planning and may increasingly impede the recovery as
time goes on. In formulating a national energy program, it is of
course necessary to give attention to sources of energy besides oil.
Shortages of natural gas are likely to curtail production in some
States this winter, and this problem will become more acute in later
'vears if current policies for controlling the price of natural gas are
not modified. And let us not overlook the importance of expanding
the rate of construction in the electric utilitv industry. The Presi-
dent's Labor-Management Committee has developed a series of recom-
-mendations to accomplish this objective that I hope the Congress will
weigh carefully.

Among these recommendations is a suggestion that environmental
restrictions be stretched out to facilitate the expansion of electric-
generating capacity. Of course, the impact of environmental regula-
tions on the economic activities of our Nation goes well beyond the
electric utility industry. A good deal of industrial construction across
our land is being held up by environmental regulations and litigation.
A significant part of business capital outlays, moreover, is now being
channeled into equipment for the abatement of pollution, rather than
for expanding industrial capacity. For example, in 1974, producers
of iron and steel, nonferrous metals, and paper devoted more than 20
percent of their capital budgets to pollution control. Regulations
with respect to the environment and safety have also been a major
factor running up auto prices in recent years, and thus putting a
damper on auto sales and production.

We at the Federal Reserve are concerned, as are all thoughtful
citizens. with the need to protect the environment and improve in
other ways the quality of life. We are also concerned. however, about
the viszor of economic recovery and the dampening effect of environ-
mental regulations on business activity. Here, too, a middle ground is
needed.

Governmental practices and programs affecting labor markets also
have to be reviewed in any serious search for noninflationary
measures to reduce unemployment. For example, the Federal mini-
munu wage law is still pricing many teenagers out of the job market.
Programs for unemployment compensation at times provide benefits
on such a generous scale that they may be blunting incentives to
work. Even in today's environment, with perhaps 9 percent of the
labor force unemployed, there are numerous job vacancies-perhaps
because job seekers are unaware of the opportunities, or because the
skills of the unemployed are not suitable, or for other reasons. It is
hard to believe that better results could not be achieved with more
effective job banks, more realistic training programs, and other labor
nmrket policies.

Indeed, manv structural reforms will prove necessary to enhance
the prospects for expanded employment, while at the same time re-
ducing the pressures on costs and prices. We need to gather the cour-
age to reassess our laws directed against restraint of trade by business
firms, to reassess the enforcement of these laws, also the monopoly of
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first-class mail by the Post Office, the various restrictions on entry
into the professions, the effects of the Davis-Bacon Act on construc-
tion wages and employment, the intricacies of governmental regula-
tion of transportation, the role of trade unions in the public sector,
the effects on consumer prices of remaining fair trade laws, other
legislation or practices that impede the competitive procsse. Nor
would I rule out the possibility that some form of incomes policy,
going beyond the legislation governing the Council on Wage and
Price Stability but continuing to rely mainly on voluntary compli-
ance, may. yet be of some benefit in moving our Nation toward the
goals of full employment and a stable price level.

What I have tried to suggest in these brief comments on structural
policies is that we can make better progress in moving toward our
national goals by reducing the burden being carried by monetary and
fiscal policies. The well-meaning citizens who now keep urging
stronger monetary and fiscal stimuli seem to overlook the fact that
excessive reliance on such policies brought on an accelerating infla-
tion during the past decade. They overlook -the fact that the current
recession was caused basically by an inflation that got out of control.

And they also overlook the fact that a large part of the effort that
our Nation has directed during the past decade or longer to improv-
ing the lot of poor people-through increases in social security bene-
fits, welfare programs, and other means-has been nullified by the
cumulativ force inflation.

Our Nation has paid a heavy price during the past year for tolerat-
ing inflation and allowing it to get out of control. All of us in gov-
ernment must now work to promote a good recovery in jobs and pro-
duction; but all of us must also take great care lest the hard-won
gains of the past year be destroyed by a new round of inflation. The
rise of the consumer price level in June at an annual rate of over 9
percent is a warning that the menace of inflation is still very much
with us. The task facing our country, therefore, is not only to hasten
the process of economic recovery, but also to unwind the inflation
and thus lay the basis for a lasting prosperity.

Thank you, Mr. Chairman.
[The prepared statement of Mr. Burns follows:]

PREPARED STATEMENT OF HON. AxTmua F. BURNS

I am pleased to meet once again with this distinguished Committee to pre-
sent the views of the Board of Governors on the condition of the national
economy.

The performance of our economy during the past two years has been dis-
appointing. We have suffered the most damaging peacetime inflation in our
nation's history, a critical shortage of energy supplies, and the deepest decline
in business activity since the end of World War II.

Signs of faltering in the pace of economic expansion already emerged in the
spring of 1973. Homebuilding began to turn down, and so too did sales of
mobile homes, new autos, and other big-ticket consumer items. A declining
trend in the physical volume of other goods purchased by consumers soon
followed.

In the winter of 1973-74, the Arab embargo on oil exports caused some inter-
ruption of economic activities. A related and perhaps more ominous develop-
ment was a quickening of the rate of inflation. The steep rise in oil prices
diverted purchasing power to foreign suppliers. Rising prices of consumer goods
and services eroded the purchasing power of workers' incomes and savings,
and resulted in a further weakening of retail sales. Inflation also led to a
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burgeoning of credit demands, both public and private, and interest rates
soared.

These developments, however, were largely overlooked by a business commu-
nity caught up in the euphoria created by inflation. New orders flowing to
manufacturers continued to rise, order backlogs generally incrased, and stock-
piles of materials and other commodities mounted. By the summer of 1974, the
physical volume of business inventories was already higher in relation to sales
than at any time since the Korean War, but inventories still kept climbing.
The stage was thus set for a significant economic adjustment.

Business activity began to decline sharply in the autumn of last year. Be-
tween September 1974 and May 1975, industrial output fell by 121/2 per cent.
As a result. a substantial part of the nation's industrial plant became idle;
total employment dropped by 2V2 million from its peak in October 1974 to a
low in March of this year; the length of the average workweek declined; the
rate of unemployment rose from under 5 per cent in late 1973 to perhaps 9 per
cent at the present time; and business profits slumped.

The recession has cut deeply into the nation's economic life, but it has
at the same time been performing an unavoidable function. Because of neglect
of inflation over the previous decade, our national economy was in serious
trouble a year ago. Inflation was raging. Industrial commodity prices in whole-
sale markets were rising at an annual rate of over 25 per cent. Interest rates
were at record highs. Not a few financial and industrial firms were encountering
difficulties in rolling over their commercial paper or in raising funds through
other channels. Cancellations or postponements of corporate bond and stock
offerings were announced almost daily. Stock prices plummeted. Fears spread
that real estate investment trusts, public utilities, other business enterprises,
and even banks might be unable to weather the gathering financial storm.
And many millions of American workers, investors, and businessmen became
deeply concerned about their own and the nation's economic future.

We have by no means found a satisfactory solution to all the economic and
financial problems that troubled us a year ago. Confidence, however, is reviving
as a result of the corrective forces that have been at work in recent months.

Thus, business competition is now much keener than it was a year or two
ago. Business managers are also devoting more attention to cost control and
improvements in efficiency. Prices of industrial raw materials have fallen suh-
stantially. Price increase at later stages of processing have also become less
extensive. The rise of the general price level has therefore slowed-from an
annual rate of about 12 to 14 per cent late last year to about half that rate
recently. Increases of wage rates, moreover, have moderated, although they
are still much higher than the long-run rate of increase in productivity.

As industrial activity declined in our country, the need to import industrial
materials and other goods diminished. Our merchandise exports, on the other
hand. continued to reflect the improvement of our competitive position in world
markets during the past two or three years. The foreign trade balance of the
United States therefore moved from a sizable deficit in the first half of 1974
to a substantial surplus this year. This development helped to cushion the
decline in domestic economic activity, and it also contributed to the strengthen-
ing of the dollar in foreign exchange markets since last March. The dollar, I
am glad to say, is reestablishing itself as the strongest currency in the world.

In financial markets, the marked improvement in sentiment over the past
year has been reflected in a recovery of stock and bond prices. Interest rates
on short-term securities declined very sharply. The federal funds rate-that is.
the interest rate banks pay when borrowing reserves from one another-fell
from a high of 131/2 per cent last summer to about 51/4 per cent in early June.
The comercial paper rate declined from over 12 per cent last July to a low of
about 51/2 per cent. And the prime rate of interest on bank loans to businesses
fell from 12 per cent to a low of 7 per cent.

Interest rates on long-term securities declined much less than short-term
rates. Long-term rates typically fluctuate within a narrower range than short-
term rates; but in the present instance, other powerful factors have also been
at work. Fears of inflation are still widespread among both lenders and bor-
rowers. and long-term interest rates therefore still contain a sizable inflation
premium.

As the condition of our money and capital markets improved, so also did
the financial position of business firms. Corporations have issued exceptionally
large amounts of longer-term securities this year, and they have used much
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of the proceeds to repay short-term debt or to acquire liquid assets. The liquid-
ity position of consumers has likewise been strengthened; instalment debts
to banks and other lenders have been paid down, and many millions of indi-
viduals have added substantially to their savings deposits and other liquid
assets.

Financial intermediaries, too, have improved their condition. Commercial
banks have taken advantage of the reduced demand for business and conscmer
loans to repay their borrowings from Federal Reserve Banks, to reduce reli-
anee on volatile sources of funds. and to rebuild liquid assets. In their turn,
savings and loan associations and mutual savings banks have reduced their
indebtedness and enlarged their holdings of Treasury securities and other
liquid assets, thus laying the basis for the renewed expansion of mortgage
lending during recent months.

The beneficial effects of easier conditions in financial markets, and of the
moderation of inflation, began to appear in markets for goods and services
while recessionary forces were still spreading. For example, new mortgage
loan commitments of savings and loan associations began to turn up in Novem-
ber of last year. By January, sales of new single-family homes were also rising.
The backlog of unsold units therefore declined, and residential building began
to recover.

In consumer markets, price concessions on autos and other items became
common early this year. and retail sales-especially of durable goods-expanded.
In fact, consumer expenditures during the first quarter rose in real terms as
well as in dollars. This upward trend continued in the second quarter, as spend-
able incomes of consumers were augmented-first, by tax rebate checks, later
by extra social security checks.

With consumer purchases expanding and production declining, the efforts
of business firms to work down their excess stocks have been remarkably suc-
cesful. In the second quarter of this year, inventory liquidation reached an

-- ainual-rate-f-ao oud-$35-billien-or-about-21-per-cent of-the-dollanvalteu of
the gross national product. This is the largest decline of inventories, relative
to the gross national product, in any quarter of the entire postwar period. The
rate of production in the second quarter was thus unusually low relative to
final sales. With the level of inventories in most consumer lines now in rather
good balance with sales, the base has been laid for a recovery in aggregate
economic activity.

Correction of the economic and financial imbalances of a year ago has result-
ed, in large part, from the internal workings of the business cycle. These self-
corrective forces have been aided powerfully, however, by fiscal and monetary
policies that siught to cushion the effects of economic adversity, moderate reces-
sionary forces, and provide some stimulus to economic recovery. I need not
dwell on the fiscal measures that have been adopted to combat recessionary
forces; these measures have already been widely discussed. Let me note merely
that I believe the Congress acted wisely in providing only a temporary fiscal
stimulus through the Tax Reduction Act of 1975. The confidence of our citizens
in the nation's economic future has been bolstered by evidence that responsible
members of both the executive and legislative branches of our government
are seeking ways to stimulate recovery without releasing a new wave of infla-
tion.

This principle has also guided monetary policy. Last summer, as signs of
weakening in economic activity multiplied, the Federal Reserve began taking
steps to increase the availability of money and credit. Open market operations
were oriented toward a more liberal provision of reserves to the banking
system; later, these actions were reinforced by several reductions in the dis-
count rate and in reserve requirements.

During the fall and winter months the demand for credit by businesses and
consumers weakened on account of the recession, and commercial banks used
the more abundant supply of reserves to repay their indebtedness to the Federal
Reserve. Growth in MN-that is, currency plus demand deposits-was there-
fore slow to reflect the easing of monetary policy. We at the Federal Reserve
were concerned about this development, but we refused to run the risk of
releasing fresh inflationary forces and rekindling inflationary expectations. In
any event, broader monetary aggregates displayed a more vigorous response
to our easing actions. For example, flows of individual savings into commer-
cial banks and thrift institutions began to pick up in the fourth quarter of
1974; and by the first quarter of this year, these deposits were expanding at a
seasonally adjusted annual rate of over 13 per cent.
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Federal Reserve actions to increase the availability of reserves take some
time to work their way through the economic system. As a consequence, some
of the effects of easier Federal Reserve policies during a recession may not
register in MI, the narrowly-defined money stock, until the demand for trans-
actions balances begins to strengthen. That may well have been a factor in the
huge bulge of the money supply during May and June of this year. However,
a large part of this bulge was also the direct result of the tax bill passed
earlier this year by Congress. The tax rebate checks and supplemental social
security payments disbursed by the Treasury were temporarily added to the
public's holdings of currency, demand deposits, and savings accounts. Thus, M.
grew at an average annual rate of 14y2 per cent during the months of May
and June, and M,-which includes consumer-type time deposits at commercial
banks, besiles currency and demand deposits-increased at a rate of about 16
per cent. By late June and early July, as individuals disposed of their addi-
tional funds, the explosion of the monetary aggregates subsided.

Over the past three quarters as a whole-that is, during the period of steeply
declining busines activity-the additions to money and credit supplies have
been on the generous side for an economy that is continuing to suffer from
inflation. In fact, the growth rates of the monetary aggregates during this reces-
sion have been appreciably higher than during comparable periods of earlier
postwar recessions. The narrowly-defined money stock, Ml, increased at an
annual rate of about 5% from the third quarter of 1974 to the second quarter
of this year. Increases in broader measures of money balances were considerably
larger over this period. For example, M which includes all consumer-type time
deposits at depositary institutions, in addition to currency and checking ac-
counts-rose at an annual rate of 9% over the three quarters. As these facts
indicate, Federal Reserve policy contributed materially to establishing the finan-
cial basis for an upturn in business activity.

In recent weeks, signs have multiplied that the economy is moving through a
turning zone from recession to recovery. Improved markets for consumer goods
have been leading the way, with retail sales gaining strength progressively since
early this year. The appreciable pickup in new auto sales over the past several
months is continuing. and so is the uptrend in sales of residential real estate.
Sales of new houses in May were 50 per cent above their trough last December,
and the backlog of unsold units is down to eight months' supply at recent sales
rates.

With excess inventories at retail, wholesale, and manufacturing firms being
worked off and the curve of consumer sales still rising, businessmen have
become more optimistic about the future. New orders for durable goods-an
important leading indicator of industrial activity-have risen in each of the
past three months. Moreover, industrial production, after declining in eight
consecutive months, registered its first advance in June.

In the labor market, too, there are numerous signs of improvement. The range
of nonfarm industries adding to their payrolls has been widening steadily, from
a low of 17 per cent in February to about 50 per cent in May and June; total
employment has increased by 600,000 over the past three months; the average
factory workweek has lengthened; and of late, initial claims for unemploy-
ment insurance have dropped substantially.

We may be reasonably confident, therefore, that a recovery in business activ-
ity will develop soon, if it is not already underway. Inventory liquidation in
some lines-particularly among producers of capital equipment-seems likely
to continue for a time, and an upturn in business fixed investment may lag
behind the expansion in general economic activity. In many sectors, however,
the need to rebuild stocks in response to improving sales will add a strong
upward thrust to industrial production and to employment in the months ahead.
As uncertainties about jobs and earned incomes abate. consumer spending will
advance further. A significant rise in residential building activity may also be
expected, since the underlying improvement in the condition of real estate
markets has just begun to register in rising new home construction.

The outlook for our foreign trade balance, while less clear, also appears to
be favorable. To be sure, recent trade surpluses reflect in part the impact of the
decline in domestic activity on our imports-especially of fuels and industrial
supplies. A revival of economic activity here will tend to boost these imports:
but once foreign economies begin to recover, which seems likely before the year
comes to an end, our exports of industrial materials will also pick up. Exports
of machinery have been maintained at a high level this year, despite the weak-
ness of foreign economies; these exports may be expected to do well over the
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next year. And in view of unsatisfactory harvests abroad, our exports of grain
will be large-perhaps even embarrassingly large.

Recovery from the recession of 1974-75 thus seems likely to be broadly based.
How strong the recovery will be, no one can foresee with any assurance. The
amounts of idle labor and capital resources are certainly sufficient to permit
rapid growth over the next several quarters. Past cyclical experience suggest,
moreover, that a steep decline in business activity such as we have experienced
is usually followed by a brisk recovery.

We must recognize, however, that our economy Is confronted with some
troublesome problems to which public policy must attend if full employment
is to be regained. Energy prices are extraordinarily high, and they may well
rise further. Shortages of energy supplies and other industrial materials could
become a serious impediment to the expansion of production and jobs in a
year or two. Our fnancial markets, meanwhile, will have to absorb a huge
volume of Treasury securities this fiscal year-at a time when private credit
demands will be expanding to finance larger economic activity. To make mat-
ters worse, inflation is still adding its own dimension to pressures in financial
markets.

The vigor of economic expansion in the year ahead, and even more over the
next few years, will depend heavily on the ability of our government to find
ways to cope with these difficulties. Let me therefore turn to the implications
of these problems for public policy.

As far as the Federal Reserve is concerned, the only responsible policy is to
pursue a moderate course of monetary and credit expansion, such as I described
before the House Committee on Banking, Currency and Housing a few days
ago.

The relation over time between money balances and the physical volume
of economic activity is rather loose, since so much depends on the attitudes
of businessmen and consumers as well as on other governmental policies that
are pursued simultaneously. But with M1 growing in a range of 5 to_7Ape- -

-ce---aemt-nd-more-comprmhensive measures of money expanding substantially faster
than this, it should be entirely possible to finance a recovery of normal cyclical
dimensions over the next year. History teaches that the turnover of money-
that is, the willingness of people to use their existing money balances-tends
to rise much faster in the recovery stage of the business cycle than does the
monetary stock itself. This basic fact about the business cycle must never be
overlooked in judging the reasonableness of monetary growth rates.

I might add that materially higher or lower monetary aggregates than the
Federal Reserve has projected for the coming year would involve serious risks.
If. for example, the expansion of M1 were held down to 3 or 4 per cent, short-
term interest rates might rise rapidly and impede economic recovery. On the
other hand, if a growth rate of 8 to 10 per cent were sought, inflationary expec-
tations would be intensified, and larger increases in prices and costs would be
encouraged. In these circumstances, long-term interest rates would tend to rise,
since investors would insist on getting, and borrowers would be willing to pay,
a higher inflation premium. It is highly important to bear in mind the longer-
run effects of the policy alternatives now available to the Federal Reserve.
More rapid monetary growth would indeed tend to hold down short-term interest
rates and thus impart some immediate stimulus to economic activity. But long-
term interest rates would soon rise and perhaps frustrate any reasonable pros-
pect of recovery in housing or business capital investment.

As I noted earlier, the growth of monetary aggregates in recent months has
been well above the longer-run rates of expansion that we have been seeking.
The Federal Reserve has no intention of permitting rates of increase as high
as those in the second quarter to continue. The special Treasury disbursements
have cofe to an end; and we have already set in motion forces that should,
in the near future, return the growth of the monetary aggregates to the mod-
erate path desired. These recent actions have left their mark. if only tempo-
rarily, on short-term market rates of interest. But if that had not occurred,
the business and financial community, which nowadays is highly sensitive to
monetary growth rates, might well have concluded that the Federal Reserve
is releasing a new wave of inflation. Any such interpretation by market partici-
pants could have had damaging effects on economic prospects at this stage of
the business cycle.

As I believe this Committee recognizes, the growth ranges for the monetary
aggregates that we have projected for the next twelve months may need to be
adjusted one way or another. Clearly, the growth rates presently sought by the
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Federal Reserve, while appropriate in the present environment of high unem-
ployment and unused industrial capacity, could not be maintained indefinitely
without giving up the fight against inflation. As the economy returns to higher
rates of resource utilization, it will be necessary to reduce the rate of monetary
and credit expansion, so that the basis for a lasting prosperity is laid.

Timely steps may also be needed to reduce the degree of fiscal stimulation
as economic recovery proceeds. The gigantic budget deficits for fiscal 1975 and
1976-coming on top of the persistent Federal deficits of the past decade-are
a major source of the inflationary expectations that are holding up long-term
interest rates. When anticipations of inflation are as pervasive as they are
today, the only effective device available to the Federal Reserve for holding
down long-term interest rates is to pursue a moderate monetary policy. But
fiscal policy can also be very helpful in this regard. The American people are
awaiting further evidence that their government will restore the fiscal discipline
needed to cope with inflation. The Federal Reserve Board therefore urges this
influential Committee to use its good offices to press for moderation in fiscal
affairs during this and the next fiscal year.

Our country is confronted today with a serious dilemma in its search for
ways to move the economy toward full employment. Highly expansionary
monetary and fiscal policies might, for a short time, provide some additional
thrust to economic activity. But, later on, the rate of inflation would accelerate
sharply-a development that would create even more difficult economic problems
than we have yet encountered. The Senate Committee on Banking, Housing
and Urban Affairs has recognized this basic truth. Its recent report on mole-
tary policy states unequivocally that "if inflation is rekindled, any recovery
will be short-lived and will end in another recession, one almost certain to be
more virulent than the present one."

In the current economic and financial environment, conventional thinking
about stabilization policy is insufficient. We need to reopen our economic minds
and actively seek ways of achieving reasonably full employment without re-
sorting to ever larger monetary and fiscal stimuli.

A part of our recent problem of continuing inflation amidst widespread
unemployment stems from a failure to attend sufficiently to modernization and
improvement of our nation's industrial plant. Our country has been devoting
relatively less of its economic resources to business capital expenditures than
any other major industrial nation in the world. The result has been a diminish-
ing rate of increase in productivity, the emergence in 1973 and 1974 of severe
shortages of critically-needed industrial materials and supplies, and continuing
upward pressure on costs and prices. Renewed scarcities of major materials-
such as steel, industrial chemicals, and plastics-could impede the projected
economic recovery unless action is soon taken to step up the rate at which
modern facilities are expanded in these industries.

The inadequate rate of investment among American enterprises reflects to a
large degree the fact that business profits over the last decade have fallen
short of the amounts needed to finance a good rate of growth of effective indus-
trial capacity. Last year, the after-tax domestic profits of non-financial corpo-
rations-excluding inventory gains-were actually smaller than they were
eight or ten years ago, when the dollar volume of the output of these corpora-
tions was about half what it is today.

The slump of profits, besides its adverse effect on investment. has led to in-
creasing dependence of business corporations on borrowed funds. The amount
of debt owed by corporations relative to their equity position has risen sharply
for more than a decade, and many businesses therefore no longer have the
resiliency they once had to resist economic and financial adversity. There is a
clear need in our conutry not only for larger business capital investment, but
also for larger reliance on equity funds in financing capital expenditures.

These objectives may be promoted by an overhaul of the structure of Federal
taxation. Value-added taxes are widely used in Western Europe. and it may be
instructive to reexamine the merits of such a tax for our country. There are, of
course, numerous other possibilities. For example. dividends on preferred stock
might be made tax deductible, as the President has recommenled, or taxation
of dividends that are reinvested in new shares-at the option of the share-
holder-might be deferred. These and other ways of integrating business and
personal taxes deserve thorough study by the Congress.

Another area that needs immediate action is our national energy policy.
Uncertainties created by the delay in adopting legislaition on the oil pricing
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problem are becoming a serious obstacle to private economic planning and may
increasingly impede the recovery as time goes on. In formulating a national
energy program, it is of course necessary to give attention to sources of energy
besides oil. Shortages of natural gas are likely to curtail production in some
states this winter, and this problem will become more acute in later years if
current policies for controlling the price of natural gas are not modified. And
let us not overlook the importance of expanding the rate of construction in
the electric utility industry. The President's Labor-Management Committee
has developed a series of recommendations to accomplish this objective that I
hope the Congress will weigh carefully.

Among these recommendations is a suggestion that environmental restrictions
be stretched out to facilitate the expansion of electric-generating capacity. Of
course, the impact of environmental regulations on the economic activities of our
nation goes well beyond the electric utility industry. A good deal of industrial
construction across our land is being held up by environmental regulations
and litigation. A significant part of business capital outlays, moreover, is now
being channeled into equipment for the abatement of pollution, rather than
for expanding industrial capacity. For example, in 1974, producers of iron and
steel, nonferrous metals, and paper devoted fore than 20 per cent of their
capital budgets to pollution control. Regulations with respect to the environ-
ment and safety have also been a major factor running up auto prices in recent
years, and thus putting a damper on auto sales and production.

We at the Federal Reserve are concerned, as are all thoughtful citizens. with
the need to protect the environment and to improve in other ways the quality
of life. We are also concerned, however, about the vigor of economic recovery
and the dampening effect of environmental regulations on business activity.
Here, too, a middle ground is needed.

Governmental practices and programs affecting labor markets also have to be
reviewed in any serious search for noninflationary measures to reduce unem-
ployment. For example, the Federal minimum wage law is still pricing many
teenagers out-otthe-job-m et.Pr~graw r unempioyment compensation
at times provide benefits on such a generous scale that they may be blunting
incentives to work. Even in today's environment, with perhaps 9 per cent of
the labor force unemployed, there are numerous job vacancies-perhaps be-
cause job seekers are unaware of the opportunities, or because the skills of
the unemployed are not suitable, or for other reasons. It is hard to believe
that better results could not be achieved with more effective job banks, more
realistic training programs, and other labor market policies.

Indeed, many structural reforms will prove necessary to enhance the pros-
pects for expanded employment, while at the same time reducing the pressures
on costs and prices. We need to gather the courage to reassess our laws directed
against restraint of trade by business firms, to reassess the enforcement of
these laws, also the monopoly of first-class mail by the Post Office, the various
restrictions on entry into the professions, the effects of the Davis-Bacon Act on
construction wages and employment, the intricacies of governmental regulation
of transportation, the role of trade unions in the public sector, the effects on
consumer prices of remaining fair trade laws, and other legislation or prac-
tices that impede the competitive process. Nor would I rule out the possibility
that some form of incomes policy, going beyond the legislation governing the
Council on Wage and Price Stability but continuing to rely mainly on voluntary
compliance, may yet be of some benefit in moving our nation towards the goals
of full employment and a stable price level.

What I have tried to suggest in these brief comments on structural policies
is that we can make better progress in moving toward our national goals by
reducing the burden being carried by monetary and fiscal polices. The well-.
meaning citizens who now keep urging stronger monetary and fiscal stimuli
seem to overlook the fact that excessive reliance on such policies brought on
an accelerating inflation during the past decade. They overlook the fact that
the current recession was caused basically by an inflation that got out of con-
trol. And they also overlook the fact that a large part of the effort that our
nation has directed during the past decade or longer to improving the lot of
poor people-through increases in social security benefits, welfare programs,
and other means-has been nullified by the cumulative force of inflation.

Our nation has paid a heavy price during the past year for tolerating infla-
tion and allowing it to get out of control. All of us in government must now



136

work to promote a good recovery in jobs and production; but all of us must
also take great care lest the hard-won gains of the past year be destroyed by a
new round of inflation. The rise of the consumer price level in June at an annual
rate of over 9 per cent is a warning that the menace of inflation is still very
*much with us. The task facing our country, therefore, is not only to hasten the
process of economic recovery, but also to unwind the inflation and thus lay
the basis for a lasting prosperity.

Chairman HuMPHREY. Thank you very much, Mr. Burns, for a
very instructive message this morning, and one that is provocative
in a constructive manner. You have presented some material which
I think is vital for consideration by the Congress.

I make note of your emphasis upon the environmental measures
that we have taken, for example, and the policy question as to how
fast we should proceed with these measures because of their impact
upon economic recovery. I could not help but think that the American
public still has to realize that environmental protection costs money.
Sometimes we are unwilling to accept the fact that in order to have
a higher quality of life, we are going to have to build that higher
cost into our overall economic equation.

Just as I happen to believe that the day of what we once called
cheap food is most likely over. if the scarcities continue in the world
market; the days of cheap energy, as we knew it, of the $2 and $3 a
barrel oil and the plentiful supply of natural gas that lent itself
to wasteful measures is also most likelv over. I think we just have to
face up to it, and as much as I would like to return to the days of 4
percent interest rates, I am afraid that I have to concede that that
day is most likely over.

What I am getting at is that there are a number of new factors
in the economic equation that have not as yet been fully assimilated.
And the question is, how do we adjust ourselves to these new factors?

Mr. Burns, I want to commend you on some of your references
to tax reform and reminding us of some of the responsibilities that
we have. I am particularly interested in what you have had to say
about investment and the ability of our economy to provide the in-
vestment capital that is needed for modernization, plant improve-
ment, and productivity. Hopefully, in that improvement of produc-
tivity, we will improve our competitiveness in world markets.

The central problem, as a recent Gallup Poll indicated-is that
outside of the issue of crime-which is the overriding concern of the
American people, and understandably so-that the second issue is
unemployment. And then, there are other matters. But about in
fourth or fifth place is the cost of living. That surprised me. Quite
frankly, I have admonished members of the staff of the JEC, my own
staff, and others, because I thought that the hidden tax of inflation
was still the most volatile and pervasive issue in the American polit-
ica I and economic scene.

Nevertheless, the public opinion surveys now show that the concern
over unemployment is right at the top of the list, second only to the
concern over crime.

BTe have addressed ourselves in this committee to the problem of
unemployment with a considerable amount of effort. I believe that
much of our differences with the representatives of the administra-
tion that have appeared here is over the question of how rapidly we
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can reduce that unemployment rate without igniting the fires of in-
flation. I sometimes think we tend to forget that, historically, in
other periods of recession, we did not have inflation; we had unem-
ployment. This recession is characterized by high rates of inflation,
double-digit-and a rising rate of unemployment.

Now, our rate of inflation has subsided somewhat, but not enough
to make us happy about it. And our rate of unemployment has become
very sticky. Temporarily, through some seasonal adjustment mech-
anism, it looked a little better in June. But most people indicate
that it will still be up around 9 percent come this fall.

In its annual report last March, the Joint Economic Committee
recommended certain targets for real GNP, and using Okun's law.
relationship between unemployment and output, these targets imply
unemployment rates of 7.8 to 8.1 percent in the first quarter of this
year, and 6.5 to 6.8 in the first quarter of next year. We stated in
our report, however, that the measured unemployment rate would lag
somewhat behind changes in output, so that these unemployment Tates
might, in fact, take an additional quarter to achieve.

Unfortunately. few people now seem to think that these targets
are achievable. So far, we have not followed the expansionary poli-
cies which this committee recommended. What I would like to hear
from you, Mr. Burns, because of your great knowledge in these mat-
ters, is some comment on these targets. Were they, or have they be-

-comefrom-your-poin ofviewtoo-ambitious-?--Arc-they-nnrealistie?--
In other words, would it be undesirable to move the economy that
fast?

We did lay down targets for real GNP in 1958 dollars for about
$830 billion in the fourth quarter of 1975, and $890 to $900 billion
for the fourth quarter of 1976. Now, of course, that means that in
current dollars it is substantially higher than the present GNP. Our
target unemployment goals were 7.8 to 8.1 percent for the fourth
quarter of 1975 and 6.5 to 6.8 in the fourth quarter of next year.

Mr. BuRNS. I think your GNP targets are reasonable. They are
perhaps a little on the high side, but I think all of us should strive
for goals, that may be somewhat difficult to attain. And you are not
outside a realistic range. I would say that the reduction in unemploy-
ment you have set as a goal may take a little longer than you indicate.
In my own thinking, bringing the unemployment rate down to about
71/2 percent by the middle of next year, and close to 7 percent by the
end of next year, is a reasonable and entirely reachable goal. That is
not very far from the objective that the Joint Economic Committee
has set for itself and for our Nation.

Chairman HuimHREY. We set our target at about 6.5 to 6.8 percent.
You cannot use targets. They are imprecise. But around 6.8 at the
fourth quarter of next year; you feel that in that quarter, a target of
7 percent is not unrealistic. Is that correct?

Mr. BURNS. Yes, I would say so.
Chairman HUMPHREY. Do you feel that-
Senator KENNEDY. Could I ask you just to carry that point for-

ward? How do you get there if you accept the base level of 4 percent
growth in GNP. Under Okun's law, you need 3 percent additional
growth for every point reduction of unemployment. We have got 9
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percent unemployment now, and you are talking about reaching 7
percent. So you are talking about a rate of growth of 10 percent.
Or do you not accept Okun's law?

Mr. BURNS. Well, Okun's law is not a natural law. It is a generali-
zation about experience on the part of a very capable economist. It is
a kind of summary of past experience, and it is reasonably accurate,
to the best of my knowledge. But Art Okun would be the first to
agree that current events can deviate from past experience.

There are different ways, I think, of speculating about the eco-
nomic future. One is in terms of Okun's law. Another-which I find
more congenial to my own way of thinking-is to draw on past
experience during economic recoveries. You will find, if you examine
the record, that in the first year of economic recovery we normally
have a reduction of about 11/2 or 2 percentage points in the unem-
ployment rate. With the unemployment rate at present at a level of
perhaps 9 percent, it might well be at a level of 71/2 percent a year
from now. if we have a recovery of average intensity. And with the
recovery continuing and expansion cumulating, a figure of perhaps
7 percent by the end of 1976 is not an unreasonable expectation.

Senator KENNEDY. This will be the last point, because I am on the
chairman's time. As I understand it, in the five recovery periods
since 1949, the average rate of recovery was 71/2 percent. That would
give you the 1 to 11/½ percent in terms of reduction of unemployment.
There has been no such suggestion, at least that I have seen, in state-
ments by yourself or the key administration figures, that would sug-
gest that we are moving even at this rate of recovery.

Specifically, what is the percentage rate of recovery that you
Mr. BURNS. I approach economic policy in a somewhat different

way from most members of the economics profession. As a practic-
ing economist, and one who has done quantitative research for 50
years now, I have learned that my ability, and that of my col-
leagues in universities and research institutes, to make numerical
projections that are at all valid is very limited. All that economists
have learned to do tolerably well-I do think we do this tolerably
well-is to forecast the direction of economic activity.

As far as economic policy is concerned, I wish we would recog-
nize that, however difficult it may be for the Congress to do so, the
only thing you can really do is arrive, as you best can, at a political
decision-which means by a process of discussion, give and take, and
usually compromise-regarding the measures that are needed to move
our economy towards our objectives-our goals. if you like.

You decide on certain policies that you believe will move you to-
wards the g6al, recognizing that you may be doing too much or that
you may be doing too little. After, say 3 months, you might reap-
praise the situation-have you done enough? Or have you perhaps
gone too far? And then you can adjust your policy.

Fortunately. the Federal Reserve. Board, which has highly flexible
instruments of policy, can proceed in such a fashion. But to predict
with numerical accuracy is something that economists have not
learned how to do, and I cannot help but wonder why they continue.
The only explanation I have is that many in the business world, in
the Congres, and elsewhere see the future darkly, and we therefore
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turn to economists the way kings and princes turned to necromancers
in olden times. and we ask them to prophesy for us. The demand be-

ing there-and the rewards being great in the private sphere, and

not negligible in the way of public recognition in the governmental

sphere-the supply is forthcoming.
Honestly, I sometimes think that if we asked some economists

these days to estimate the number of fleas on Mars, they would pro-

ceed to do so.
Chairman HutiPHrEY. Mr. Burns, I am intrigued with your discus-

sion of the profession; and I must say that at times, I find myself in

some substantial agreement with you. But there are some very tough

practical problems that I think we have to discuss.
For example, the typical forecast shows that unemployment would

be around 8 percent next year. Do you feel that we can get it down

to around 7 percent next year?
Mr. BURNS. That is true.
Chairman HUM31PHREY. I would be interested why you feel this

way. Frankly, I am happy that you feel this way, but I want to know

why you feel this way.
Mr. BURNS. I will be very glad to comment on that, Senator. I

have learned over the years that economists. with very few exceptions,

at the early stage of recovery underestimate its strength. There is

a downward bias in economic forecasting, and there is a reason for it.

Economists will sit back and look for sources of strength in the

economy, but since we have an economy in which decisions about the

future are made by many millions of economic units, their ability

to foresee is very limited. And because they do not see sufficient sources

of strength, they tend to jump to the conclusion that sufficient sources

of strength do not exist. They overlook the fact that once a recovery

ges underway, it develops a momentum of its own which seemed

unlikely 6 months or .3 months earlier but which turns out to be a

new fact of life.
This has been clearly shown by studies of economic projections not

only by me, but by others. This is demonstrable.
Chairman HUMPHREY. I tend to be one of the more well-established

optimists of the Nation's capital over a long period of time. It is very

difficult for me to become-
AIr. BURNs. Well, I am going to tell you something, Senator. You

look as good as you do, you are as energetic as you are, you radiate

sunshine as you do, for that reason; and you are a blessing to many

of us.
Chairman HUMPHREY. I appreciate that very much.
Here is what has disturbed me in some of the commentary that we

have picked up, and the studies that we have show that inventory

liquidation has proceeded rather rapidly. Mr. Greenspan and others

who have testified feel that at least there is what we call an economic

bounce underway. The question is, whether the bounce continues to

be just a bounce, or whether it becomes a sustained recovery. I see

some troublesome areas in our economy that create some doubt in my

mind as to whether the bounce will develop into a sustained recovery.

For example, in housing. The housing starts, in June, were down

again. I hope that that is only a temporary aberration. Also, auto

sales are really not up that much.
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Mr. BURNS. They were in the first 20 days of July. Sales of do-
mestically produced cars have been running at a rate of 71/2 million.

Chairman HUMPHREY. Well, that is good. But it has not been as
good as they had hoped. And in another area, durable goods, there is
not a sharp upturn, even though there has been some improvement
in the last month.

My point is that in order to get this lower rate of unemployment.
there is a feeling that many elements necessary for real progress or
output are not present. This gets right back to the question of the
money supply, the availability of credit, which is right in your ball
park.

I do not underestimate other factors in terms of fiscal policy atti-
tudes, these intangibles. But, Mr. Burns, if you saw, for example,
that the rate of unemployment was going to be at 8 percent at the end
of next year, would you take another hard look at your money tar-
gets and decide that you wanted to do something about it?

Mr. BURNS. Senator, let me say this to you. I and my colleagues
at the Federal Reserve take that hard look every day. We have, I
think, the best economic intelligence system not only in this country
but in the world. We make our mistakes. We have done so in the
past, and life being what it is. and our knowledge being so limited,
our vision so imperfect, we will make mistakes in the future. But we
continue to reexamine our position constantly.

The Federal Open Market Committee meets once a month, and
the Federal Reserve Board meets three times a week. And I and others
work at this 7 days a week. So you need have no concern about our
having a frozen position. You might well feel that we have made mis-
takes in the past. and that we are making mistakes now; that is a
difficult matter of judgment. But our minds are not closed. We are
openminded.

Chairman HUMPHREY. You do feel a 7 percent target for next year
is a reasonable target?

Mr. BURNS. Yes, as I have said.
Chairman HuMPHrEY. You would be prepared, as the Chairman

of the Federal Reserve, to make your contribution for the achieve-
ment of that target. Do I understand that?

Mr. BURNS. Of course.
Chairman HumrPiHREY. It could require adjustments in what has

been announced policy. Is that correct?
Mr. BURNS. It may. But, of course, we have to watch so many

things.
Chairman HUMPHREY. Well, I understand that.
Mr. BURNS. We have to watch not only the concerns of today, but

also the concerns of tomorrow.
Chairman HUMPHREY. Senator Javits.
Senator JAVITS. Mr. Burns, I would like to take up exactly at that

point in your prediction-or at least your aspiration-or optimism
toward the 7 percent unemployment rate. Does that assume if we just
carry on, or do you expect affirmative steps first from the Govern-
ment; to wit, the Congress and the President, second from the private
economic system, in order to bring that 7 percent about? And, if so,
what are the steps?
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Mr. BURNs. I am inclined to think that the monetary and fiscal
policy that we have set is likely to move us toward that objective.
I am looking more seriously now, not at further monetary or fiscal
stimulus, but at structural policies which I think have been neglected.
This is a very important point, and if I may take a minute, I would
like to develop the thought.

When I was a student at the university, I was unhappy with the
economics of that day. We had all grown up on Alfred Marshall. I
revered Alfred Marshall, but there was a shortcoming in his econom-
ics. Every economic problem was analyzed in terms of supply and
demand. The average economist talked like a parrot about supply
and demand. That was the entire intellectual apparatus that he had
for dealing with the real world and its problems.

Now, a new orthodoxy has developed; now, economists will talk
about global fiscal policy, global monetary policy. When they consider
the problem of unemployment, what do they think of'? They think
of reducing taxes, increasing Federal spending, and easing monetary
policy, either in the sense of expanding the growth of the money sup-
ply or of achieving lower interest rates. And they stop there; struc-
tural policies are neglected.

That is why I said in my prepared statement that it is important
that the economic mind of America be reopened. We need a renais-
sance of economic thinking in our country. We have been putting too
greats barden,-I believe. on-moneta9ry an-dfis-al-policies.LYe have
neglected structural policies.

Senator JAVITS. Well, now. Mr. Burns, I happen to agree with
you. But I would like to get the precise ambit of what you have in
mind. Do you think it is a 7 percent unemployment rate, down roughly
2 percentage points of where we are now? In your prepared state-
ment, you detail the following, beginning with modernization and
improvement of the Nation's industrial plant-which I assume would
mean better depreciation schedules, and perhaps even a more exten-
sive investment tax credit.

You speak of beefing up the interests and capital, if necessary, by
allowing dividends on preferred stocks to be deducted, or otherwise
doing our utmost to deal with aftertax domestic profits of corpora-
tions. You speak of a reform of the tax system, and you speak of the
uncertainties essential to correct our national energy policy.

Now, if we did all those things, and let us assume that we did,
what effect would that have on your unemployment estimate? In
other words, would it go down; and if it went down, by how much?
In short, you have given America, in this testimony, one option-
pretty much do what you are doing, and you ought to go ahead with
the natural recovery which is now including 7 percent unemployment.
Let's suppose you do these affirmative things, including beefing up
the tax system with both tax reform and a value-added tax. What
can you attain in 1 year, 2 years, in terms of the unemployment rate?

Mr. BURNS. I cannot answer your question. I think it would move
us in the right direction. I have no way of giving you anything ap-
proaching numerical estimates.

Senator JAVITS. Can you say whether it would be a material im-
provement over the 7 percent?

65-201-76-10
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Mr. BumRNS. Well. I cannot say even that, being a realist, because
Congress is not ready. If the Congress could, by some miracle, legis-
late these reforms today, it would take some time before the effects
would be worked out. The effects over the next year or so might be
very limited. Over the long run, the effects would cumulate.

Senator JAVITS. Mr. Burns, for myself, I believe that unless we cor-
rect the structural difficulties immediately after this recovery, which
may last 2 to 4 Years, we are in for even a steeper recession. Now, for
those who believe that, would you not say, therefore, that these-
the correction of these structural inadequacies becomes a vital consider-
ation, even if it will not have an effect next year?

Mr. BURNS. Very definitely-yes. And I hope that your committee
will deliberate on that, and make recommendations.

Chairman HuMIPiirEY. Will Von yield for just a minute? M ay I just
aassure you, Mr. Burns, this is a matter that the committee is giving
very serious study to, because most of us believe that structural
changes, particularly in fiscal and tax policy are vitally necessary,
and we will give it serious study.

Senator JAVITS. Mr. Burns, I have two other questions. One is en-
gendered by this morning's news that New York City's unemploy-
ment rate is 11.7 percent, as contrasted with the national average
of around 9 percent, a perfectly horrendous figure. It comes from
our Commissioner of Labor Lewis Levine. Now the terrible financial
difficulties of New York City has undoubtedly contributed to it. Our
question-what do you believe is the impact on the national economy
which these dread events are having for New York City. New York
City is but the tip of the iceberg. Many, many major cities in the
country. including many in my own State of New York, are suffering
comparably, and if that is the case, what should the Federal Govern-
ment, with its overall economic responsibility, do about it?

Mr. BURNS. Well, that is an extremely difficult question. You know
New York Citv and its problems better than almost anyone else in
the country. I think business has carried a heavy burden in New
York City. Taxes in New York City are very high. The cost of run-
ning the city is enormous, very much higher than the cost of running
Pny other city, making full allowance for the size of the population.
New York City has not been governed properly for many, many
years now.

We have similar difficulties in some other cities, of course. And you
have raised a very difficult question here of income redistribution.
I have talked to many of the Congressmen from New York State,
and I have found that Congressmen from upstate New York or from
Long Island have different attitudes toward help from the Federal
Government than do Congressmen from New York City. And I have
found some surprising differences even among New York City Con-
gressmen. I recall one meeting with a number of New York City
Congressmen in which one from New York City whispered to me.
"I cannot sav what I think here, but New York City will have to
solve its problems by itself. rather than have the Federal Govern-
ment solve the problems for it."

Indeed, the idea of calling upon citizens of our smaller cities, our
large better managed cities, and our villages and farms to help New
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York City, and perhaps some other cities that are in difficulty, is not
being greeted very favorably over the country. The one proposal in
this whole area that has a chance of winning congressional support,
as I see it, and which may have some intrinsic merit, is a contracy-
clical revenue-sharinbg program. That proposal, I think, is now under
consideration. I have not studied it sufficiently myself, but I think
there may be some possibilities in that type of legislation for help
to some of our cities that are in difficulty at the present time.

Senator JAVITS. Well, the comparison has often been made, Mr.
Burns, about the fact that the Fed-I think it is well over $1.3 bil-
lion of money-bailed. out the Franklin National Bank from its dis-
aster. Now, if New York City is really in a disaster, or any other kind
of city is in a disaster, facing bankruptcy, without saying what your
recommendation would be, what is the power of the Federal Reserve
in that regard 2

Mr. BuN-s. Well, let me first comment on the facts, and then I
will turn to your question.

We did an extraordinary thing in coming to the assistance of the
Franklin National Bank. There was no precedent for it; nothing
like it, or nearly like it, had ever happened before. *We extended a
loan of $1.75 billion to that bank. Why did we do it ? Well, certainly
not because we liked that bank. We had grave doubts about that
bank; we had had doubts for years about its management. But the
failure of a $5 billion bank at that particular 1ime, iII out judg-
ment. could have brought on a financial panic in our country, and
perhaps internationally. So we saw grave consequences that we at-
tempted to avert.

It took us some time to work out a decent merger for Franklin
National. But that was finally arranged. Franklin National closed
1 day under its own name and opened the next day under another
name. No depositor lost a penny. The bank's business connections
with borrowers were maintained. Business went on as usual.

Now, to turn to your question. Under the law, as it stands-that
is. under paragraph 3 of section 13 of the Federal Reserve Act-we
could determine that "unusual and exigent circumstances" exist. If
five of the seven members of the Federal Reserve Board voted affirm-
atively, a loan could then be extended to a municipality.

There are certain conditions in the law, and I cannot, at this
moment, recite all of them. But one condition is that satisfactory
collateral must be provided. and it is not at all clear that this is pos-
sible in the case of New York City. Second. under the law. there
must be some assurance that funds will be available to repay the loan
in a short time, and it is. again, very far from clear that there is a
good, realistic basis for any such assurance in this case.

Although you may well know it, I must, in all candor, add this
comment. If we extended a loan to New York City a question would
arise promptly as to why we did not extend loans to other cities which
consider their needs to be great and which in the eyes of their Con-
gressmen and Senators are also worthy.

To a Congressman from New York City, New York City may be
especially worthy of a loan, but to a Congressman from a small town
in Minnesota, a town of 10,000, a loan to that town may be no less
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worthy. And I am a little afraid that the Federal Reserve, which'
has been a nonpolitical island in this city, could become politicized'
in the process. This is a consideration that I cannot ignore and that
I hope others will understand.

Senator JAVITS. Well, Mr. Burns, there is no question about the,
fact that I evaluate everything you say with great respect, that there
are lots of answers to what vou have said. But the important thing
I wanted to get was the question of power, if you did face an extreme
situation, and I hazard to guess that it would be at least as serious
for New York to go bankrupt as for the Franklin National Bank to
close. And that is why T asked the question of the conditions, et
cetera. One may or may not be able to meet but at least one ought-
to know whether there is adequate power to do this particular job.

In addition, there is a strong belief that some form of the contra-
cyclical bill may go through. It came out of our Committee in Gov-
ernment Operations the othier day.

I personally would favor some kind of a guarantee plan with condi-
tions which would assure that the indebtedness would be repaid.

Mr. BURNS. I have great svmpathy with what you say, but I do,
want to point out that the Federal guarantee of a municipal issue
would convert that municipal issue into a debt instrument that is-
superior in quality to a Treasury issue-for the very simple reason
that the municipal issue is tax eempt, and having a guarantee, it is.
as good as a Treasury issue. That is something to think about very-
seriously.

Senator JAVITS. Well, of course, the Treasury has competed with'
tax exempt first rate municipal issues for years and the Treasury has
managed to raise its money and the municipalities, too. It is a very
unusual situation when any major municipality is challenged as to.
their credit worthiness, so that does not intimidate me. But be that
as it may, I just wanted to lay the case out.

If I had time for one other question, I would like to ask you this--
my time is gone by but Senator Humphrey is very indulgent. You
made a very provocative statement in your prepared statement by-
saying:

Nor would I rule out the possibility that some form of incomes policy, going-
beyond the legislation governing the Council on Wage and Price Stability but
continuing to rely mainly on voluntary compliance, may yet be of some benefit
in moving our Nation toward the goals of full employment and stable price'
level.

Could we ask, Mr. Burns, what form of incomes policy are you
speaking about? This may be a very useful suggestion.

Mr. BURNS. This is something that I have proposed' in the past..
The time does not seem to be right for it and perhaps it is just as'
well to simply extend the present Council, but to give it subpena
power, which is important. I think that is contained in the legislation
the House is now acting on. But I have been in favor of a somewhat
more active Wage and Price Review Board and I still am.

Such a Board should have broad investigative and prenotification
powers. It should be well staffed and energetic. It should hold public
hearings on price and wage increases that are being projected. and'
that seem to have large and disturbing implications for the nationar
economy. It should make recommendations, but should' not have any-
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,enforcement power; I think the force of public opinion itself is very
,often sufficient. And it should, having made recommendations, pub-
lish compliance reports from time to time.

Let me put it differently. Sooner or later, in my judgment, we will
move once again toward an incomes policy in this country, toward
acting somewhat more energetic than we are acting now through
the Council on Wage and Price Stability. This is an area that calls
for experimentation and no countrv has found the answer. But our
economic problems in this country and around the world being what
they are, I think the world will continue to look in this direction
for part of an answer to its problems. -I feel that we should put
economic theology to one side and continue to look for that answer.

Senator JAVITS. Thank you very much, Mr. Burns.
Thank you for your indulgence, Senator Humphrey.
'Chairman HUMPHREY. Senator Kennedy.
Senator KENNEDY. Thank you very much, Mr. Chairman.
I wonder, Mr. Burns, if we could get back to the earlier exchange

-we had during the questioning by the chairman about the rate of
recovery. This obviously is a matter of great importance and conse-
quence nationally. It is also especially serious in the part of the coun-
try that I come from, in New England, which has the most severe
'economic recession of any part of the Nation. You mentioned in your
response to the comments that I made and to those that were made

- by-the-ehairman, the lack of-preciseness-in-terms-of-economsts' pro-
jections over any period of time. And I would agree with the chair-
man that all of us have seen in the past cases where economists have
been misinterpreted on various trends in our economy.

But, nonetheless, I think it is one of the important responsibilities
of this comittee in guiding the Congress to give, to the best of its
ability, some benchmarks from which to make some judgements on
fiscal policy and monetary policy.

Now, on the figures that you used in terms of unemployment, you
suggest the figure of approximately 7.5 percent, which is really the
most optimistic figure that I have heard from any witness before
this committee, based upon the policy of the administration, unless
there is going to be a significant increase in the money supply. As a
matter of fact, the testimony that we have had here before this com-
mittee, including the *Wharton model, are talking about a rate of
growth which is significantly higher than the ones that you have
used, in order to bring unemployment down.

So, I would like to get back to this particular issue; whether the
comments that you are expressing here are really your own personal
views or whether they express the views of the Federal Reserve Board
or whether they represent the staff. If they do, could you, to the ex-
tent possible, be more specific on what indicators have been available
to you? You have got the best intelligence, the best information, the
best access to various economic trends of any group in the country.
Could you let us know what you are getting that these other groups
are not, so that we can assess where they are wrong or where we are
wrong in assessing the trends?

Mr. BURNS. Let me say this. The judgments that I have expressed
about the level to which the unemployment rate might decline by the
middle of next year and by the end of next year are my own.
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Senator KENNEDY. Your own.
Mr. BURNS. My own judgments. I have no way of knowing what

the precise thinking is of the other members of the Federal Reserve
family. There are no two views precisely alike among the staff. I
believe that I am more optimistic than most members of our staff.
However, I might add that the staff is much more optimistic now
than it was in the month of March. So far, I have been more nearly
right; the next time they may be more nearly right. That is Lhe way
life goes.

Senator KENNEDY. What are the figures, rather than just the gen-
eral precedents? You mentioned you have got the best information.
What is the

Mr. BURNS. I was going to turn to that question. As far as govern-
mental statistics are concerned, we have no information that is not
also available to others within the Government and to private econ-
omists. We do get some confidential information from some key busi-
ness concerns. We also have about 200 Reserve Bank directors scat-
tered over our country, including some very able people from New
England, who submit their views at least once a month. I started
this after I came to the Federal Reserve. Statistics always lag behind
developments, and I felt that by being in contact with businessmen,
bankers, industrialists, merchants all over the country, we could learn
a little faster not only about underlying sentiment and how it is
changing, but also about the flows of orders, inventories, and other
aspects of business activity that would subsequently be recorded in
the statistics collected by the Federal Government and, to a degree,
by private agencies. That is the additional information that we have.

I should add that we have an extremely capable research staff,
which processes this information systematically. They do their work
thoroughly and conscientiously.

Senator KENNEDY. Well, evidently, we cannot get this material.
Evidently we do not have that material, or you are not prepared to
discuss it. All of us have great respect for your opinions, but you
have access to information and intelligence and statistics all over the
country, and you have the best staff in the world, and you still have
not given us any statistics or figures or projections or charts, or any
other data to suport your estimates.

Mr. BURNS. This question keeps coming up. I was questioned on
this very closely last Thursday when I testified before the House
Banking Committee, and a request was made for the projections, pre-
pared by our research staff. I declined to submit that information in
what may have appeared to be a capricious response on my part. I
do not believe it is, and let me explain why.

First of all, our staff has the unique virtue of revising its detailed
projections systematically once a month, and this revision process-

Senator KENNEDY. That is too much for us to understand up here
in the Congress?

Mr. BURNs. No; but, if I may, I would like to continue my answer
to your question.

These revisions occur during the month as well, and they frequent-
ly are very extensive.

Now, to publish projections by our staff at a given time would add
to confusion because they are soon going to be different, and they
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may be quite different, 2 weeks or a month later. But that is not the
only reason; there is another very powerful reason. These are internal
documents, worked on objectively. If members of our staff thought
that these projections were going to be made public, they might have
a certain tendency-perhaps unconscious-to tailor, to adjust the
projections one way or another to suit the environment. And there
might be a certain tendency on the part of the staff, having made a
projection at a given time, not to revise the projection, or to revise it
only a little. This would not be unnatural.

Therefore, the objectivity, the completely dispassionate objectivity,
now characterizing our staff work could be lost. That would be a loss
not only to the Federal Reserve-to the Federal Reserve Board and
the Federal Open Market Committee-but to the extent we do our
work at all well, it might well be a loss to the country.

Senator KENNEDY. Well, I respectfully disagree with that.
Mr. BURNS. I understand.
Senator KENNEDY. It seems to me that in this Nation of 220 million

people, we could get an appropriate staff that would be willing to
put it on the line, so to speak, and have sufficient confidence in their
own intelligence and achievement and knowledge and understanding
to be willing to lay out what they thought or projected, and make
whatever adjustments they could, without feeling that they were
going to lose their sense of professional standing or that they would
have to bend to the winds in terms of what they were expected to do.

I dare say I think we could get such individuals to serve with dis-
tinction and sense of position in the Fedefal Reserve.

Secondly, I think we have gone through a period in our history
where many officials felt that the American people were unable to
face the music, and that they might be confused about what was
national security and national defense. I think we have seen that the
American people not only can tolerate it. but can benefit from it. Our
whole system can benefit by sharing the kind of information which is
of enormous importance to our national society. We do not become
a more weaker or more confused Nation, but a stronger one. Why do
vou feel a reluctance to share it with the peoples' representatives in
the Congress of the United States.

It was not my purpose to get into this at length this morning. Biu1t
I am concerned over the fact that wv cannot share this kind of infor-
mation with the peoples' representatives in Congress. I-lave I over-
stated it? Do you draw a distinction between what the public ought
to have and what the peoples' representatives that have the responsi-
bilitv to legislate ought to have?

Mr. BURNS. I think you should understand that what you are ask-
ing me now is to release to the public or to the Congress-

Senator KENNEDY. The appropriate committees of the Congress.
Mr. BuRNs [continuing]. Projections made by staff. Members of

the Federal Open Market Committee may disagree with the staff's
projections, and they frequently do. We make our policy on the basis
of our individual judgments rather than on the basis of the projec-
tions made by our staff. That is merely one kind of raw material that
is used. and it is used in very different ways by different members of
the Federal Open Market Committee.
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Senator KENNEDY. You have expressed your view, my time is up.
Chairman HUMTHREY. Mr. Burns, I am going to give Senator

Proxmire just a moment to have a chance to look over your testi-
mony. I will ask a few questions and then turn to Senator Proxmire,
whom you have discussed these matters with from time to time.

The other day we had witnesses here, I believe Senator Kennedy
you were presiding when Mr. Samuelson and Mr. Aaron Gordon
testified. We have noted that the Federal Reserve has taken several
steps to make a date for a tighter monetary policy. Now, I do not
want to be misunderstood, I realize that monetary policy is some-
what like an accordion, it flexes, it is not static. But on Monday of
last week, the Fed entered the market to sell bills and when it sells
bills it sops up credit and when it buys bills it opens up credit. By
selling the bills, it had the effect of reducing bank reserves. The
market apparently intercepted this as a significant action on the part
of the Fed and there was a movement in interest rates, interest rates
went up accordingly. And the shift here has drawn some criticism, as
vou know. Mr. Paul Samuelson testified at this committee on Friday,
"Prudent policy taking into account inflation risk should be at the
7 to 10 percent increase in the money supply, not at the 5 or 7.5
percent."

Mr. Aaron Gordon testified. "The announced objectives of the
Federal Reserve Board call for too slow a rate of growth in the
money supply." Now that was related, of course. to the rate of recov-
ery. Money supply is meaningless unless it is directed towards some
objectives, rate of recovery, rate of reducing unemployment.

Now, Mr. Burns, I guess we all have to indicate that the recovery
is at best barely underway. There are indications that are encourag-
ing. Many think it is still rather fragile, I do. I think it is a very
delicate matter now. What answer do you have to the criticism of
your policy by Mr. Samuelson or Mr. Gordon and others? And might
I add that Mr. Samuelson went back to 1958 and made note, and I
quote him, "that within a month or two after the May bottom of
1958, the Federal Reserve under Chairman Martin was tightening, in
other words, recession had bottomed out as it has now and Chairman
Martin, then of the Federal Reserve, started to tighten things up
and this led to a very short and a very aborted recovery." So. my
question is, what answer do you have to the criticisms that are made
and what assurance, if any, can you give that the history of the abort-
ed recovery of 1958 will not repeat itself ? Because, in your statement
today you stated very firmly-that there has to be moderation and
that you are going to watch this business of money supply and of
growth very, very closely.

Would you like to comment on that?
Mr. BURNS. Yes, I would be very glad to comment on that. In the

months of May and June the rate of growth of the narrowly defined
money supplv was not 8 percent or 10 percent, it was 14.5 percent.

Chairman HUMPHREY. Yes. I am aware of that.
Mr. BURNS. And the rate of growth of broader and more significant

indicators of money supply was larger still. Now, this was being
interpreted by many people to mean that the Federal Reserve had
discarded the target that it had announced before the Senate Bank-
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ing Committee. They feared that we were embarking on a far more
expansionary policy. And this aroused in the business and financial
world-or in the part of it that I have been able to glimpse-fears
that a new wave of inflation was being set off by the Federal Re-
serve.

Now, in the month of July, people knew that prices had risen in
June; and many people now know that wholesale prices this month-
particularly in the agricultural area, but not confined to that area-
are rising rather sharply. I think all of us will feel pretty unhappy
when the wholesale price index for July is published. I do not know
what the precise figure will be, but it will show an uncomfortably
large increase in the price of food. This has been understood in gen-
eral, although not in specific quantitative terms, by observers of the
financial scene. Under these circumstances, and bearing in mind also
the concurrent resolution of the Congress, I do not think we had
any choice except to indicate to the financial world that we had not
gone haywire, that we still were pursuing, intently pursuing, a mod-
erate goal.

I honestly do not see what else could have been done responsibly.
You should bear this in mind-the adjustment that we made was a
very small adjustment, and I hope it will prove sufficient. I cannot say
to you at this time whether it will or not; that will depend on cir-
cumstances that no one of us can foresee. But monetary and credit
expansion-is-continuing-and-t-he-iset-hat-we-had-in-short-term interest
rates was confined pretty much to open market rates. Moreover, the
action of the Federal Reserve was only one factor in the rate increase.
You must keep in mind that the Treasury has been coming to market
with much larger issues of Treasury bills, and that foreign govern-
ments of late have not been buying Treasury bills on the earlier
scale because there has been a shift in the balance of payments.

I believe the action that we took has, by and large, been reassuring.
Of course, as you all know, no matter what the Federal Reserve does,
it will always be criticized by some people. That is not exceptional.
But there is also no escape from responsibility.

Chairman HumPHREY. That is one of the areas where we elected
officials and the Federal Reserve have a common meeting place. I
thought it was appropriate to ask the question, Mr. Burns, because
one of the purposes of this committee is to get on the record the
rationalization for these policy changes. Something that was also
disturbing to me and maybe a word of comment from you would
be enlightening to us; that there has been a growth in the money
supply of late, which you have indicated and which we are well aware
of. And obviously, over certain periods of time, this growth has been
substantially larger than the annual target rate.

In a recent Wall Street Journal they said: "In contrast to the
growth of the money supply, business loans on the books of the
Nation's banks continue to dwindle."

What is disturbing here is that while we have these signs of recov-
ery that relate to inventory liquidation, the real solid underpinnings
of recovery are still somewhat in the shadows, so to speak. To what
would you attribute the lack of business loans and the dwindling of
those loans and the banking structure?
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Mr. BURNS. W:e have had extraordinarily large issues of corporate
securities; I believe that in the first half of this year these issues
came to $32 billion. This has been due to the fact that our corpora-
tions had an excessive amount of short term obligations and they
have been funding these obligations. Also, their profits have been
low and they have borrowed more to be able to finance their opera-
tions. But what they have done is to borrow in the open market, in
the public market, on the basis of bonds and, to some degree, equity
issues, and they have paid off loans to the banks. This is the under-
lying factor.

As for bank loans, what you have said is entirely correct for the
banking system as a whole. But the decline in loans has been pretty
much a big bank, big city phenomenon; big corporations are paying
back their bank debts. At smaller banks, loan expansion is underway
over much of the country.

Chairman Hi:UMPHREY. Senator Proxmire.
Senator PROXMIRE. MIr. Burns, I have had a chance to read your

prepared statement; I read it last night carefully. It is another fine
statement, and I agree with much of what you say, particularly in the
area of a more responsible fiscal policy. I think you are right that
we have to do that. There is no question that we have had some
very good news on the inventory front, but I feel that there is a
very, very powerful case now for a stimulating monetary policy, and
I would like to state it briefly and get your comment on it. Except
for the improvement in inventories, it seems to me that the outlook
is not good. Business investment in plant and equipment, for instance
the accelerator in the economy, all of the indications are, including
the testimony by AMr. Greenspan the other day, that that would not
be very stimulative in the next 12 months or so. Housing: Some
people think we may go to 1.5 million housing starts, but those are
the optimists and that's anemic. Others think it will not because of
high long-term interest rates. The automobile industry suffering from
the energy shortage is unlikely to pick up very greatly. Exports,
which have been good, are not likely to improve very much in view
of the estimates that-by OCED and others-that foreign economies
are not likely to grow as much as we do. And if they do buy from us
in increasing amounts, they will buy food primarily, which does not
really stimulate jobs. So, that might cool off. State and local govern-
ments: Every indication is that they are going to have to in many
cases sharply reduce their expenditures and their payrolls. Retail
sales, mixed; but not really very encouraging. Much indication that
it is not likely to grow very much.

Now, if we follow your advice, and I hope we do, on fiscal policy,
that means that unless we get some substantial stimulation in the
monetary area, we are likely to have a very anemic recovery, if any
recovery at all. So, as I look at this picture, it seems to me that if
-we advise both fiscal restraint and, at best, monetary moderation, we
are likely to stagger along with the high level of unemployment for
some time to come.

What is your reaction to that?
Mr. BURNS. Well, my preponderant reaction is that you are a very

gloomy man, Senator. I see the world differently.
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Senator PROXMIRE. Where are my facts wrong? Would you say that
we are going to have a bigger housing expansion? Autos? Exports
going to increase? State and local governments to all of a sudden
come up with the funds?

Mr. BURNS. Let us talk a little, first, about durable goods expendi-
tures. Orders for automobiles have risen in 3 successive months. Con-
tracts for commercial and industrial building expressed in physical
units show an increase

Senator PROXD1IRE. Mr. Burns, let me just interrupt you to say as
far as business investment in plant and equipment, if you can cite
any cases, when we have been operating at 65 percent of capacity
and when at the same time business has been investing vigorously
in new plants and equipment, I would like to hear them.

Mr. BURNS. I am only indicating what the flow of orders is, and
those are facts that we can accept. As to the statistics on capacity
utilization, they come from the Federal Reserve Board. I wish we
could discontinue those statistics because I do not think that they
are reliable.

There are signs of recovery in the early stages of business capital
investment that you overlooked.

Senator PROXivIME. I would point out, Mr. Burns, that the Depart-
ment of Commerce estimaites that in dollar terms there will be vir-
tually no growth in business investment in plant and equipment the
rest of this year. In real terms, by the end of the year it will be down
10 percent.

Mr. BuliNs. I understand that, but I am referring to more recent
data, monthly data on orders and contracts which, over the years,
have been a more reliable indicator of business capital investment
than the surveys of the Commerce Department.

I wish I could say to you that a vigorous recovery in business cap-
ital investment is underway, but as I think my statement makes
clear there is as vet no basis for that. However, you must never over-
look the fact that once a recovery gets underway, a certain momen-
tum develops in the business world.

Senator PROX-MIRE. Let us assume that I am completely wrong and
that these facts and figures are-

Mr. BURXNs. I am not going to make any such assumption.
Senator PROXMNIRE. Let me assume that; I am willing to assume

that. I would like to know where the inflation is going to come
from if we do have a growth of 7, 8, or 9, percent, in view of the
fact that we have such available capacities, such available manpower,
virtually no shortages anywhere that we can find. The great unlikeli-
hood that we reduce unemployment below 7.5 percent for 11/2 years.
It seems to me a great unlikelihood we are going to be operating
anywhere near capacity in any industry for many, many months to
corlne. The increase in prices in June, confined to food and energy,
primarily-there were some increases elsewhere, but those were the
two big factors in the inflation, neither one of which is affected by
expanding demand or by fiscal or monetary policy. So where are
we going to get this additional inflation if we do engage in a stimula-
tive policy that gives us 11 or 12 percent growth instead of the 7 or
8 percent?
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Mr. BURNs. Well, Senator, inflation has not come to an end. It
has been continuing at a high rate, and it is coming from many sources.
One of the important sources it is coming from and will continue
to come from is the increase in wages. Wages are rising at a rapid
rate.

Senator PROXMIRE. Mr. Burns, we heard testimony from Secretary
Dunlop the other day in which he pointed out that in every single
quarter of the last five quarters real wages had declined, including
the latest quarter; that this is the only country in the world, the only
free country, where we have had a drop in real wages this year and
last year.

Mr. BURNS. We are not talking about real wages. We are talking
about prices, and therefore about money wages.

You have asked me about the sources from which price increases
might come. I have given you one very significant source, a major
source. It is not the only one. Profit margins in the business world
have been low, and with recovery, many corporations can be expected
to attempt to improve profit margins. You and I are going to hear
about that and we may deplore it, but it is reasonable to expect such
attempts to be made. And so prices will go up.

Senator PROXMIRE. Would you not agree, Mr. Burns, as we stimu-
late the economy and as we get more activity, more economic activ-
ity, that productivity will improve? It has improved consistently in
the past under those circumstances. As it does, wage costs tend to
moderate even though wages may go up, may go up somewhat, the
wage cost does not go up as much because productivity increases, and
the way to get that productivity increase is to stimulate the economy
so we have more economic activity, is that not correct?

Mr. BURNS. I think what you say about productivity is true for
the early stages of a recovery. But inflation is still very much with
us, and there are many economists who believe that the moderation
in the inflation rate has virtually run its course. They may be wrong.
I have some misgivings on that score myself. I may be wrong. You
have said nothing, and I have said nothing, about energy prices;
they are not coming down.

Senator PROxMIRE. They are not coming down. But would you not
agree that, in general, they are not affected as much by monetary
policy or by fiscal policy as they are by other actions of government,
direct policies with respect to energy by our government in particular
and the governments of the oil producing countries?

Mr. BURNS. I would. But as far as monetary policy is concerned,
once you create the money it is going to do its work. Perhaps not
this year, perhaps not next year, but eventually. And while the rela-
tion between money and prices is very loose in the short run, over
the long run the relation is a decisive one.

Senator PROX3IIRE. Let me ask you this. In the hearings on May 1,
when you testified before the Senate Banking Committee, you said
if we conduct ourselves responsibly, the rate of inflation may come
down to perhaps 5 percent. Now. if your expectations changed, do
you think that this is still the case, or would you modify that?

Mr. BURNS. Well, my statement was so carefully guarded, with so
much emphasis on prudence and responsibility, that I see no reason
to change it at this time.
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Senator PROXMIRE. What did you say, sir? I missed that last part.
Mir. BURNS. I used too many words. I see no reason to change that

statement.
Senator PROXMIRE. Now. you talk about changes in tax policy that

would help encourage investment; and you suggest the value-added
tax, which some of us have opposed on the grounds that it is not a
progressive tax. How about something like this? How about phasing
out this corporation income tax.? It is not as big a revenue producer
as many people feel, and produces only a little more than 10 percent
of our revenues. So phase it out over a period of years; and phase in
a more progressive income tax so that you would not have the regres-
sive effect that you might otherwise have.

What that would do, as I understand it, is to provide for a much
greater cash flow; would eliminate a great deal of the incentive for
the waste we have in corporations now, where Uncle Sam pays about
half of any cost that you get, regardless of how justified it is, and end
the notion of double taxation of dividends. And it would seem to me
it would be more acceptable to many people than a sales tax substitu-
tion for a corporation income tax.

Mr. BURNS. I think that is a constructive line of thinking, Sena-
tor. I must, however, add one comment. Let me make an assumption
this time; namely. that business investment in our country is inade-
quate. Let me make the assumption that investment should constitute
a, I a rger pa r of our total econ om ic activity.

Now, whether you agree or not, make that assumption with me
for a moment. Putting government to one side, if business capital
investment is to play a larger role in our economy, if more of our
resources, relatively, are to be devoted to investment, then the re-
sources that are devoted to consumption will have to be smaller. That,
at least for a closed economy, is an economic truism. I see no escape
from that, and we must not fool ourselves when we talk about stimu-
lating business capital investment.

Senator PROXMIRE. Can I interrupt to say that there is another op-
tion, and that is, if we have more jobs, if we have more production,
if we do not lose the $250 billion a year we are losing now because
we are producing so far below the level of production with 4 percent
or 5 percent unemployment, that we could have more available for
both investment and consumption.

Mr. BURNS. Well, Senator, I do not think I have spoken very clear-
ly. I was going to cite some figures on the proportion of the gross
national product that is accounted for by business investment in this
country and in other countries around the world. I cannot locate the
precise numbers at the moment.

Senator PROXMIRE. I realize that we are way down.
Mr. BURNS. All right. We are very low in comparison with other

countries. What I tried to sav is that if want to increase that propor-
tion, and if we do not want to diminish the relative use of resources
by government, it will have to come out of consumption. That is all
that I said. You cannot quarrel with that; nobody can. It is plain
arithmetic.

Senator PROXMIRE. My time is up.
Chairman HUmrPREY. We have some time constraints. I just want

to put a couple of quick pragmatic questions to you, Mr. Burns. How
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do you feel about extending the tax cut; do you feel it should be ex-
tended?

Mr. BURNs. As of today I would do nothing, Senator. I would
delay action on that. Let us see where we are toward the end of the
year and arrive at a conclusion then.

Chairman HUMPHREY. To watch to see the rate of recovery?
Mr. BuRNS. That is right; exactly.
Chairman HUMPHREY. In other words, you are openmninded about

it, depending upon what the rate of recovery is.
Mr. BUraNs. Yes.
Chairman HUMPHREY. Do I understand that you favor a more

permanent type of investment tax credit?
Mr. BURNs. The answer, sir, is yes, provided that we do not lose
Chairman HUMPHREY. Provided what?
Mr. BURNs. Provided that we do not lose tax revenue. If we allow

our tax base to be eroded-
Chairman HUMPHREY. I agree with that, sir.
I want to say, I have to leave to go to vote. But let me just use this

moment to give you an indication of my concern. Like many Members
of Congress, I am not an expert, I am a general practitioner; and
that means that you know a little about a lot, and not much about
anything. What has bothered me about our policy in recent years
is its lack, as I said the other day, of any continuity, any certainty,
any consistency.

I am not speaking now of just a monetary policy. I am speaking
of tax policy, of price and wage policy. We have had surtaxes and
surcharges, price controls and decontrols. There has been such a lack
of direction that it seems to me that the finance community or the
business community that must make investments has every reason
to be concerned as to just what the ground rules will be.

I am one of those people that does believe, sir. that we need a
higher rate of investment. I know of no better way to create jobs
than to have the investment that makes possible the employment of
people, along with the improvement, obviously, of our employment
rate itself. As Senator Proxmire has said here very properly, we have
lost a tremendous amount of income, which contributes to our Fed-
eral Government deficits, which contributes to local government defi-
cits, which contributes to all kinds of problems because of the lack
of the employment. And we have simply got to have a higher level
of employment.

I hope that the favorable economic indicators you point out will
be lasting. I just would be interested, very briefly, to what extent you
think that this temporary bulge might have been due to tax rebates
and tax reduction.

Mr. BURNS. Well, I have no opinion on that mvself. But our staff
estimates that about 5 percentage points of the May-June increase
in the narrowly defined money supply is attributable to tax rebates
and special social security payments. In other words, that in their
absence the rate of increase would have been, say, 9 or 91/2 percent.
It is a verv difficult thing to estimate, and on this matter, I have
done no research at all myself. That estimate represents the best
thinking of our staff, but they do not feel very confident about it.
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Chairman HurmI~PR. I understand that Senator Kennedy is com-
ing back, and wanted to ask an additional set of questions. But I
must go now. Would you be kind enough to wait just 5 minutes. and
if the Senator is not back, we of course will excuse you. I will try
to get back as quickly as I can.

Mr. BURNS. I shall wait 10 minutes. This is the old academic rule
of waiting for the professor.

Chairman HnMPIaREY. That is good. Thank you.
[A brief recess was taken.]
Senator KENNEDY [presiding]. We might come to order.
Mr. Burns, I am wondering if you have expressed any opinion

about the importance of continuing the reduction in taxes that we
made this year.

Have you expressed any view on this?
Mr. BuRNs. Senator Humphrey just asked me that question, and

it is my view that action on continuation of that reduction should be
deferred for several months, until close to the end of the year. I
think it would be well to take another close look to see where we
are, how fast we are moving and how well we are doing. It may then
appear to be necessary. Or, again, it may seem undesirable. Depending
on circumstances, if you ask my opinion down the road, you might
find that I am for it.

Senator KENNEDY. If we do not extend the tax cut, as I understand
it, the practical effect is that there will be a tax increase January
crf-$2-lbilion on individuals and of b11/2bion on small business.
By not taking any action, we are, in effect, providing a $15 billion
tax increase for next year.

Mr. BuRNS. Of course, that sort of thing is inherent in temporary
tax cuts. As to whether extension will or will not be a desirable ac-
tion, I can only say, once again, let us wait awhile to judge it.

Senator KENNEDY. W11-hen do you think you will have the informa-
tion on which to make a recommendation?

AIr. BURNS. Well, I will never know enough. I hope that Congress
will continue to study this question, as I think all of us should; I
certainly will. I would like to see a delay until late in the fall.

Senator KENNEDY. In your prepared statement. you refer to value-
added taxes, as widely used in western Europe. "It may be instructive
to reexamine the merits of such a tax for our country," you say.

Do you think that we ought to go to an added-value tax?
Mir. BURNS. I am not ready to pronounce an opinion on that. I

wanted merely to indicate that that is one possibility, among others,
that ought to be examined by the Congress if the Congress is going
to take measures that would stimulate capital investment, so that
capital investment would play a larger role in our economy than it
has.

Senator KENNEDY. Isn't a value-added tax quite inflationary and
regressive? Is it not, in effect, a sales tax ?

Mr. BURNS. I think that is correct. But I stated-you were not
here-what is an economic truism. If we want business capital invest-
ment to be a larger share of our gross national product, and if we do
not wish to diminish the resources relative to our gross national prod-
uct that go into governmental activities, then, as a matter of arith-
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metic, the relative share going to consumption will have to come
down.

Senator KENNEDY. Do you feel this is one of the best ways of doing
it?

Mr. BURNs. The value-added tax? No, I have no fixed opinion on
that. I would have to study the matter much more closely, probably
more closelv than I will have the opportunity to do.

Senator KENNEDY. In your testimony you say, "In view of the un-
satisfactory harvests abroad, our exports of grain would be large,
perhaps even embarrassingly large."

Can you tell us what that means? Would this be embarrassinglv
large for the American consumer, who may be paying additional
costs for food?

Mr. BURNS. I was thinking about what may happen to the price
of-

Senator KENNEDY. Are we in danger of another Soviet wheat deal,
where we saw a significant and dramatic increase in the cost of food
for the American consumer?

Mr. BURNS. I would not rule out that possibility.
Senator KENNEDY. Would the administration's program allow for

sizable grain exports?
Do vou think that there is a real possibility that it will reflect

itself in a significant increase in the cost of food for the American
consumer?

Mir. BURNS. There alreadv has been a significant increase in grain
prices. Thev have run up rather sharply.

Senator KENNEDY. W"hat sense does it make for the administration
to go ahead, then, from an economic point of view, or does it make
anv sense?

Mr. BURNS. To do what?
Senator KENNEDY. To go ahead and have large sales of grain and

food products?
Mr. BURNS. Well, it is a-
Senator KENNEDY. If it is going to cost the American consumer.

as the last Soviet deal did, hundreds of millions and billions of
dollars?

Mr. BURNS. That is not an easy question. We have. for years, been
trying to get other countries to buy more of our agricultural prod-
ucts. We have been critical of other countries for imposing barriers
to the importation of American grain. For years we have been
preaching, wisely or unwisely. the doctrine of substantially free
trade. Now, there also are foreign policy considerations here, of a
political sort as well as an economic sort. And there are longrun
considerations as well as shortrun considerations.

Senator KENNEDY. Well. the sbortrun considerations. as I under-
stand from your answer, is additional money out of the pay check
for every worker in this countrv.

Mr. BURNS. I do not see any escape from that conclusion.
Senator KENNEDY. How much are we prepared to pay for foreign

policy objectives, for a wheat deal in the Soviet Union?
How does that really advance our foreign policy considerations?
Mr. BURNS. Well, you know, this is such a difficult question.
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Senator KENNEDY. How high do you think it is going to go in
terms of additional costs for the American housewife?

Mr. BUIRNS. I cannot answer that. You see, we do not have precise
information.

Senator KENNEDY. Then should we be considering doing it, if we
do not have precise information?

Mr. BURNS. I did not finish my thought. We do not have anything
approaching precise information on the amount of the grain that
Russia will be importing. We know literally nothing about inven-
tories of grain in the Soviet Union. I have seen estimates that cover
a wide range, and I must say to you, in all honesty, some of these
estimates frighten me. Are they valid? I certainly do not know, and
I doubt that anybody does. And I think this is a very troublesome
question.

There are other considerations, Senator. I find myself so uncertain
about all this. On the one hand, from a moral standpoint, I would not
like to use foodstuffs as an instrument of foreign policy. And, vet, in
the kind of tough world in which we live, we are the granary of the
world as things stand, and if the Arabs have a monopoly on oil, for
every practical purpose at the present time we have a monopoly on
grain. So I find myself vacillating between human considerations and
political, nationalistic considerations. I find this very difficult.

Senator KENNEDY. Wel]. the point here is not whether we are pre-
pared to meet our responsibilities to starving people. I think the
American people want to know what the cost is going to be for them.

Now, we had members of the Council of Economic Advisers who
appeared at this witness table and stated that there would be no in-
crease in prices for the American consumer from the kind of grain
deals and food exports they are anticipating.

Mr. BURNS. Well, that is surprising.
Senator KENNEDY. Well, all you have to do is read the McElvoy

testimony. I asked him specifically about this.
The question is, if we are going to have to pay a cost, the American

consumer ought to know what that cost is going to be. If they are
going to pay 1 or 2 cents more per loaf of bread, so that we are not
going to see starving children in Bangladesh or in other parts, I think
they will pay for it.

But I think that they want to know the cost, and I think it is im-
portant that they do, before they move ahead and sell; and we are
talking now about sale of grain to the Soviet Union before the cost is
clear. I think the important point is that you are stating here that,
with this kind of anticipated grain deal, American consumers can
expect a sizable increase in their food budget. And we ought to know
that now.

Mr. BURNS. Senator, that is definitely my opinion. Others are better
qualified than I to discuss that, and I would counsel hearings on this
subject. Congress should bring in experts from the grain trade, among
others, to testify on this question.

Senator KENNEDY. I think the committee will have to.
That is the 5-minute bell.
Let me just ask you, Mr. Burns, are you prepared to use the various

resources at your command to lessen the impact of an OPEC energy
increase this fall, if it begins to adversely affect the economy?

65-201 0- 76 - 11
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Mr. BURNS. Well, it is not easy for me to see what we could do about
that.

Senator KENNEDY. The President says if decontrol takes place, he
is going to provide a rebate, so that the impact to the American
consumer will be minimized. This makes sense from an economic
point of view. I am wondering, if we get an increase in OPEC prices,
whether you are prepared to exercise what influence you can in mone-
tary policy so that the impact to the American consumer will be
reduced?

Mr. BURNS. The best influence that we can have on prices-and this
is an influence that will not be felt immediately but only over the
longer run-is by pursuing a moderate monetary policy. If we create
money at a more rapid rate than we have been doing, sooner or later
that money will go to work and express itself in higher prices.

Senator KENNEDY. Thank you.
Chairman HUMPHREY [presiding]. I wanted to ask a couple of

more questions in reference to the city situation that Senator Javits
brought up, on a little broader range, if I might. There is a develop-
ment in the municipal bond market that is very disturbing. The New
York situation seems to be affecting many other issues of municipal
bonds, and the interest rates are going up very rapidly.

Last week, Philadelphia, which according to the information that
I have received has been a good bond city, sold 30-year, tax-exempt
securities this past week, at an average interest cost of 8.66 percent.
That is over 8.5 percent, or an A-rated bond, tax-exempt.

Today, the State of Wisconsin, with a AAA rating-now, that is
about as high as you can get-will market 10-year securities at an
average interest cost of 6.5 percent. That is an exorbitant rate for the
highest rating available. How large an interest premium do you think
the cities and States are paying on their securities, as a result of this
siuation that has developed relating to New York City finances? And
might I ask, do you think this is going to continue?

Mr. BURNS. That is not easy to answer. There is a premium; there
is no question about that. The highest rate reached on long-term, 20-
year U.S. Government bonds was 8.7 percent in 1974. Now the rate
is down to about 8.2 percent.

Chairman HUMPHREY. Those are U.S. Government bonds?
Mr. BuRks. U.S. Government long-term bonds.
Chairman HUMPHREY. Those are taxable.
Mr. BURNS. I know. I am working toward an answer to your ques-

tion. Take the AAA utility bonds; they reached a peak of 10.6 per-
cent in 1974; now they are down to 9.4 percent. On the other hand
an index of yields on municipal bonds shows that the yield is now
higher than it was even in 1974. So a rather large differential has
developed.

Now, that is due in a significant degree to the difficulties of New
York City, but not entirely. A number of other cities have been in
difficulty, and you may recall the trouble that we had several months
ago with the Urban Development Corporation securities in New York
State. A wide differential is emerging between some municipal secur-
ities, where the yield has actually been dropping, and others, where
the yield has risen sharply, and New York City is a significant part
of that problem.
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Chairman HuxrPTnRIY. I think the question that is bothering many
of us here in the Congress is just what to do about that very critical
matter in New York. I listened very attentively to what you said to
Senator Javits. I understand the limitations that you feel ought to
be respected, insofar as the Federal Reserve Board is concerned.

We are trying to pass a bill on countercyclical assistance. Communi-
ties that have a high rate of unemployment, above 6 or 7 percent,
would receive assistance, on a kind of very specialized revenue shar-
ing. And then when it drops down to 6 percent, their assistance is
removed. That will be of some help to some of these municipalities.
Fortunately, most municipalities are not in the grave situation-I say
most of them are not-that New York finds itself.

You are familiar with Big MAC financing. The municipal bond
market has had an average volume of approximately $2 billion worth
of issues in the first months of the year. Despite the fact that New
York City has not participated actively in that market, it is partici-
pating but the buyers have not been there. What will be the impact
on that municipal bond market, when the Big MAC, that is New
York State's Municipal Assistance Corporation, goes on the market,
with $1 billion a month over the next 2 months? How high will this
push the interest rates for other issues, or what do you feel will hap-
pen, and will other issues, particularly lower rated issues be crowded
out of the market?

Mr. BURNS. The question th-at has concerned me is whether-Big--~
MAC will go to the market at all. You know what happened to the
first issue-the syndicate was broken up, and the market yield rose
very sharply. And it is very uncertain whether the issue planned for,
I believe, August 7 will actually go forward.

If it does go forward, and assuming that the banking judgment is
sound-that is to say, that there is reasonable prospect of selling that
issue-that would mean to me that the problems of New York City
have been reevaluated and that some basic improvement is underway.
Then I would not be fearful of the effects on interest rates that will
have to be paid by other cities. The money is there.

Chairman HuimPHREY. The money is there. It is a question of where
they want to put it.

Mr. BURNS. Exactly. And that is just the problem in New York
City. Unfortunately, at the present time, the city inspires very little
confidence on the part of investors, and that has rubbed off on Big
MAC.

Chairman HUAIPHREY. Well, now, Senator Javits questioned you in
reference to the role of the Fed, if any. One suggestion that might be
of some value is a bridge loan from the Fed to MAC; that is, for a
short period of time, allowing so-called Big MAC to spread out its
issues over a longer period of time, so you do not get $1 billion in 1
month. Does that have any value or any merit, Mr. Burns?

Mr. BURNS. Well, I can only say this. If the financial outlook for
New York City and Big MAC improves to the point where all that
is needed is a bridge loan, I do not think Big MAC would have any
difficulty getting such a loan from the commercial banks.

Chairman HumPHREY. From the commercial banks?
Mr. BURNS. That is right.
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Chairman HUMPHREY. Would the Fed participate in that, in any
way?

Mr. BURNS. Well, it would not have to if the commercial banks are
doing it. We would then be very happy, and there would be no reason
for us to act.

Chairman HUMPHREY. So what you are really saying is if they get
their house in order, the commercial banks will handle it?

Mr. BURNS. That is my judgment.
Chairman HUMPHREY. But if the commercial banks hesitate, it is

because of what has been a period of less than prudent management,
for whatever the reason may be, because New York City has unusual
difficulty and problems that are not characteristic of many other
cities. Would the Fed in some way collaborate with the commercial
banks, in order to help out?

Mr. BURNS. Well, that is a very difficult question for us, and I do
not know what my colleagues on the Board would conclude. All I
can say is that, as of today, I see no reason for encouraging-

Chairman HUMPHREY. Well, I would say that if I were a New
Yorker, I would not be totally despondent as a result of that answer.
I would say that as of today we have to give you some encouragement,
but it does not sound too promising, does it?

Oh, Mr. Burns, you open up so many possibilities. I was interested
in one statement you made: "In the current economic and financial
environment, conventional thinking about stabilization policy is in-
sufficient. We need to reopen our economic minds and actively seek
ways of achieving reasonably full employment without resorting to
an even larger monetary and fiscal stimuli."

One of these evenings when I get a chance, and you have got an
open evening, I would like to get together with you and discuss these
statements.

Mr. BURNS. I hope that evening will come very soon, Senator.
Chairman HUMPHREY. I do, too, because it seems to me that we

need to get away from conventional thinking. I have been exploring
ways that we can deal with this unique situation. We have got a
unique political situation that this country has never experienced,
without passing any political or moral judgment on it. We have a
President and Vice President that came in under the 25th amend-
ment. They did not have an elected constituency. That is they have
not stood for national election. We have a Democratic majority in this
Congress that sometimes does not know how to act like a majority.
We have high rates of inflation, and growing rates of unemployment.
And it is reallv the most unique, complex, and difficult situation that
a republic like ours has ever faced, not only in terms of government,
but in terms of the economy.

I noted what you had to say about some of the laws that we passed
and their impact on employment. I am sure there are people today
who can draw unemployment compensation. They can get food
stamps, they can get a lot of things that are a disincentive to taking a
job, unless it is the one they really want. The job I really wanted, I
did not get, so I came back and took a second job. [General laughter.]

And I understand how people feel about not getting the job they
really want. But they can get over it. I wanted to get that on the
record.
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We need to develop a set of policies in the public sector that pro-
mote work and employment dramatically. When I see the amount of
money that we are spending on unemployment compensation and the
amount of money that we are putting into the social services, due to
unemployment, it sometimes bothers me that we are not coming up
with proposals to get this country back to work.

And I know the private sector ultimately will get back to work. I
have no doubt about that. But there is always more residual unem-
ployment after each recession we experience.

Mr. Burns, I would really appreciate any suggestions that you
and your professional staff and your Board members have as to how
we can change the conventional approach to get at this problem of
unemployment. I realize that as we attack it now with the conven-
tional methods we run serious dangers of propelling the inflation
again.

But we just cannot settle politically, morally, or economically for
leaving a large segment of our population unemployed, drawing bene-
fits that they really do not want. Most of these people do not want
these benefits. They want to go back to work.

I think you have been here long enough, but you are a great phi-
lo opher, and I thought I would give you a little of my country phi-
losophy before you left.

Mr. BURNS. Well, I am very grateful and also thankful to you for
the gracoswyi which you have conducted this hearing

Chairman HUMIPHREY. Thank you, sir. The committee stands re-
cessed.

[Whereupon, at 12:55 p.m., the committee recessed, to reconvene at
10 a.m., Wednesday, July 30, 1975.]
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OPENING STATEMENT OF CHAIRMAN HUMPHREY

Chairman HUMPHREY. It is a special pleasure to welcome you. I am
very appreciative of your presence here today.

I would like to make note of something that one of my aides said
as we were coming in the door. He said, well, you can tell that the
administration witnesses are not here. When the administration wit-
nesses are here, we have the press tables filled, the television and the
radio, and sometimes I feel that it is the blind leading those that are
losing their sight.

Today we possibly have a chance to see what is really going to
happen, or at least get some forecasts-and I say this with great
respect for those that have testified prior to this morning; because
we all have a high regard for gentlemen of the quality of Mr. Burns
or persons of the quality and ability of Mr. Greenspan, and members
of the Council of Economic Advisers. But I intend to keep saying
what I am about to say now. I feel that if the American people are
going to be properly informed about economic choices, then it is

imperative that they hear different points of view. And, regrettably,
that does not happen, beehuse the only means of public education we

have in this country on issues such as this is the media.
(163)
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We have had some of the most brilliant and competent spokesmen
on business, finance, economics, agriculture, labor, to appear before
this committee. Regrettably, these witnesses rarely receive press cov-
erage.

The Joint Economic Committee is continuing its review of the
economic situation today with a panel of respected economic fore-
casters. In the past week, we have received testimony from a number
of administration representatives. Yesterday, Mr. Arthur Burns, the
Chairman of the Federal Reserve Board, responding to a question
asked by the committee agreed that the Joint Economic Committee's
recommendation for an unemployment rate at or slightly below 7 per-
cent by the end of 1976 was a reasonable goal. He further stated that
the Federal Reserve policy was aimed at an approximate achievement
of that goal.

Mr. Burns assured us that monetary policy was under constant re-
view in order to help stimulate a consistent and sustained recovery,
and an early reduction of the extremely high unemployment that we
are now suffering. In spite of Mr. Burns' assurances, I am not con-
vinced that the current administration's policies, either fiscal or mone-
tary, are sufficiently stimulative to produce the real growth needed
to lower unemployment to 7 percent by the end of next year-and
might I add, I think that 7 percent is an unacceptably high goal.

The major sectors of the economy have as yet failed to show the
strength needed to sustain a healthy recovery. Housing, business in-
vestment, consumer durables-none of these sectors show the resur-
gence which was characteristic of previous economic recoveries. The
precarious nature of what appears to be a fragile recovery is height-
ened by the uncertainty that surrounds energy policy at present. In
the absence of substantial tax cuts to restore the purchasing power of
households, increases in the per barrel price of OPEC oil, coupled
with an immediate or short-phase decontrol of old domestic oil would
almost certainly have the same impact on economic recovery that
tight monetary policy did in 1958, and I might add in 1974.

in contrast to the aborted 1958 recovery, however, the sharp in-
crease in the price of energy would not only dampen real output and
thus employment, but also it would renew the inflation spiral, which
appears to have abated somewhat. Let me add here, if our witnesses
will be patient with me for a moment; yesterday, Mr. Burns made
some comment about food prices. I was out of the room at the time;
I had to go cast a vote.

I have a high regard for Mr. Burns, as I said, as an economist. But
I must take issue with his comment on the impact of wheat prices.
If the price of wheat goes up 50 cents a bushel, it will not affect the
price of bread at all. The amount of wheat that goes into a loaf of
bread is not going to skyrocket the price of bread. What is causing
the price of bread to go up is the paper that it is wrapped in, the
transportation that brings it to the marketplace, the processing and
the labor that goes into it, the advertising that is related to it, and a
host of other things.
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Even if the price of wheat goes up to $4 a bushel, it is not going to
affect the price of bread over half a cent a loaf-a penny at the
most. There seems to be a total lack of understanding of the relation-
ship of a basic raw material such as wheat to a loaf of bread or a box
of Wheaties. It is not wheat that makes Wheaties cost money, it is
the advertising and the package, and the vitamins that they say they
put in it. I think it is time that the people that advise this Govern-
ment on economic policy know what they are talking about.

Now, the important thing is the drought that is afflicting certain
parts of the Midwest and I am going to write Mr. Burns about this. I
want him to advise the President that a sensible agricultural policy
requires having sufficient food reserves so that our country is not vic-
timized by speculation in the marketplace or skyrocketing food prices.
I think it is much better to inform the President, rather than frighten
the public, as to what needs to be done to see that things do not get
out of hand.

This morning, we will hear from three economists who are repre-
senting their own forecasts on the economic outlook for the next 18
months-and that is some assignment, I might add, since the signs
of recovery at present are still fragmentary. I think it is especially
important that both Congress and the administration follow the de-
velopment of the economic situation closely, so that needed changes
can be made in fiscal and monetary policy if recovery does not develop
as we all hope will

You will be pleased to note, yesterday, the Senate of the United
States adopted a recommendation of the Joint Economic Committee.
It took several years to get it through, but it was adopted finally. It
is called countercyclical assistance to our local governments. It will
give special economic aid to local governments that are the victims
of recession and unemployment, which have suffered lowered tax
revenues, and have caused serious economic problems for our citizens.

This committee seeks to prepare, resign. and initiate proposals of
this nature. So, we welcome today Mr. Lawrence Klein, professor of
economics at the University of Pennsylvania. Mr. Klein is well known
for developing the Wharton economic model. to which we refer re-
peatedly. The committee finds this model extremely helpful.

Mr. Karchere is director of economic research at IBM. The IBM
forecast, while not widely distributed, is among the best-known mod-
els, and has an excellent track record.

Mr. Synnott is vice president and head of the economic analysis
department of the United States Trust Company of New York. We
look forward to hearing his views on the general outlook, as well as
on the outlook for financial markets.

Gentlemen, it is my pleasure to welcome you, and we are really
grateful for your willingness to come here and share your thoughts
with us.

I think we will start out with Mr. Karchere, and, if it is agreeable,
gentlemen, we will go right down the line. By that time, some of our
colleagues will have joined us, and then we will go to the questioning.
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STATEMENT OF A. J. KARCHERE, DIRECTOR, ECONOMIC RESEARCH,
IBM CORP.

Mr. KARCHERE. Senator Humphrey, thank you very much for asking
me to come to give a forecast for the next 18 months.

A forecast of any kind really depends upon the present state of
the economy and the momentum that has been built up and also on
economic policy. It would be presumptuous of me to make predictions
of economic policy in this place, which is so influential in the deter-
mination of economic policy. I think it may help, however, if I give
you forecasts which are dependent upon three of the main alternatives
in economic policy that are currently under debate.

The first forecast I am going to give you, is a middle, or base fore-
cast; it assumes that expenditure will be at the level of the congres-
sional budget limitation. It also assumes that the temporary tax cuts
of 1975 will be continued and that monetary policy will accommodate
the expansion. We expect a normal increase in interest rates for this
kind of expansion.

Chairman HUMPHREY. Do you have any indication as to how you
would measure the adequacy of that money supply?

Mr. KARCHERE. Yes, Senator. We have an econometric function
which measures the demand for money. If you specify the increase
in interest rates and the increase in the gross national product, the
result is the demand for money.

Consistent with the forecost, that I will describe, the demand for
money would be 81/2 percent.

Chairman HUMPHREY. That is on an annual basis?
Mr. KARCHERE. That is right.
Now, we are also assuming that OPEC will raise the price of

petroleum $1 a barrel in the late fall in the base case, in case I.
In case II, we are considering the consequences of an energy pro-

gram on case I. So what we are measuring directly is the effect in
1976 of an energy program. I will come back to that later.

In case III, we are going to assume that the tax cuts are not ex-
tended, that Federal expenditure is at the administration's May 30
budget level. Otherwise, it is the same as case I.

And in the final case, we are going to assume that we are going to
have an extra $20 billion of stimulus over and above what we have
in case I, and we are going to examine the consequences of that.

Chairman HUMPHREY. How do you relate those to the charts that
you have given us here?

Mr. KARCHERE. These charts will help you follow what I am saying.
Chairman HUMPHREY. OK.
Mr. KARCHERE. I am talking from my first chart, which says

"Assumptions."
[The chart follows:]
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ASSUMPTIONS

CASE I

* TAX CUTS EXTENDED

* FEDERAL EXPENDITURE AT CONGRESS LIMITATION

* MONETARY POLICY ACCOMMODATES EXPANSION

O OPEC PRICE RISE $1.00 PER BARREL

CASE II

* CASE I PLUS ENERGY PROGRAM

CASE III

* TAX CUTS NOT EXTENDED

* FEDERAL EXPENDITURE AT MAY 30 BUDGET LEVEL

O OTHERWISE SAME AS CASE I

CASE IV

* CASE I PLUS

* $15 BILLION TAX REDUCTION

' $5 BILLION ADDITIONAL EXPENDITURES
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Mr. KARCHERE. Now, let me talk a little bit about recent economic
developments. In the second quarter, we had a very small decline in
the gross national product. But for the first time in 2 years, final sales
increased. Final sales is a much better expression of underlying de-
mand than GNP itself. Final sales increased because the volume of
consumption spending increased. This is very significant, because this
recession fundamentally goes back to an inflation which caused-in
this country-prices to rise more rapidly than wages and real wages
to fall for a period of 2 years.

So the increase in consumption, along with an increase in the sav-
ing rate, I might add, is an indication that the tax cuts and rebates
are beginning to work. The increase in saving that we got in the sec-
ond quarter will help consumption in the third quarter.

In the second quarter, we also began to get some advance indica-
tions that plant equipment spending is going to increase, perhaps not
in the third quarter, but in the quarters beyond. We also got an
indication that residential construction spending is going to go up-
again, probably not a great influence on the third quarter.

But the dominant thingr in the second quarter was the monstrous
drop in inventories, at an $18 billion rate in real prices. Now, a de-
crease of that size in inventories will not happen again. We will get
a decrease in the third quarter, but that decrease will be substantially
less, and the swing in inventories will contribute to an expansion in
the third quarter and again in the fourth.

In conclusion, momentum has built up in the economy and it is
leading toward an expansion.

Now, let me turn, on the next chart, to fiscal policy. Any single
number measurement for fiscal policy is bound to be wrong in some
respects, but this is the one we use, and we do think it is simple and
indicative. The number we focus on is the change in Federal expendi-
tures, and it is always an increase. And we add to that the effect on
tax receipts of a change in tax rates.

[The chart follows:]
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FISCAL POLICY

(BILLIONS OF DOLLARS)

CHANGE IN FED-
ERAL EXPENDITURES

$7.7

14.7

16.4

24.4

19.4

34.9

58.4

37.7

CHANGE IN FED-
ERAL RECEIPTS DUE
TO TAX CHANGES

$11.4'

-8.6

-7.3

-3.2

8.0

3.2

-14.4

9.0

1975 CASE III

1976 CASE III

1975 CASE IV

1976 CASE IV

55.4

27.2

-14.4

18.2

58.4

42.8

-14.4

-6.0

69.8 4.8

9.0 0.6

72.8 5,0

48.8 2.9

1969

1q70

1971

1972

1973

1974

1975 CASE I

1976 CASE I

(1) -(2)

$ -3.7

23.3

23.7

27.6

11.4

31.7

72.8

28.7

(3 ) AS %
OF gNP

-. 4

2.4

2.2

2.4

.8

2.3

5.0

1.7



170

Mr. KARcH:RE. We expect in 1975, in case I, that the increase in
Federal expenditures will be $58 billion. And the net effect of the
tax rate changes in 1975 wil be about $14 billion for a total increase
of about $70 billion, which is 5 percent of the GNP. This is an ex-
tremely large figure.

But if you look at the similar figure for 1976, you find it is 1.7
percent of the GNP. And it begins to approach the very low figures
of 1969 and 1973, of years just prior to years of recession.

Now, if we go down to case III, the increase in Federal expendi-
tures in 1976 is smaller and there is no continuation of the tax cuts.

The fiscal stimulus is 0.6 percent of the GNP. This is the kind of
number we got in 1969 and 1973. It is the kind of a number that led
into the recession of 1970 and the recession of 1974.

Now, when we examine case IV, there is substantially more expendi-
ture and tax cuts than case I, $20 billion, more in 1976. The stimulus
as a percent of the GNP is 2.9 percent. This is only a little more than
the economy got in 1970, 1971, and 1972.

I am turning now to the next chart, Senator. When we put together
the momentum that has built up in the economy and the fiscal policy
that we have specified for case I and run them through our model, we
get the case I forecast. We show it for GNP and final sales in con-
stant prices, and the Consumer Price Index. We expect very substan-
tial increases in the GNP in the third quarter and fourth quarter of
this year, in excess of 7 percent.

[The chart follows:]
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CASE I FORECAST

(% CHANGE AT ANNUAL RATES)

GNP
CONSTANT
PRICES

1975 1 -11.9%

2 - 0.3

3 7.8

4 7.3

YEAR -3.7

1976 1 7.0

2 6.9

3 5.0

4 4.2

YEAR 6.4

FINAL SALES
CONSTANT
PRICES

-0.7%

3.2

2.1

3.3

-1.5

5.7

5.8

4$3

4.3

4.6

CONSUMER PRICE
INDEX

7.3%

6.3

6.5

6.6

8.9

5,3

5.7

6-0

6.2

6.1
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Mr. KARCHERE. But, if you examine the increases in final sales,
which are increases on the order of 2 or 3 percent, you can see that
the major thrust of the expansion in the third and the fourth quarter
is in inventories. It is the swing of the inventory cycle that I have
already referred to. Final sales will begin to pick up in the first and
second quarters of 1976, but by the end of 1976, both GNP and final
sales will begin to slow down. And this is the beginning of bad news
for 1977.

Now, our forecast for the Consumer Price Index, at about 6 percent
for 1976, is very high by historical standards. And it comes from
the fact that the economv has not fully absorbed the 1973, 1974 in-
flation. In particular, profit margins are low and they probably will
be rebuilt during this period of expansion.

In addition, the cost of machinery, and equipment, and plant, have
gone up and they are not fully reflected in product prices. So we do
expect a fairly substantial rate of inflation in 1976, by no means, I
might add, the kind of inflation that we had in 1973 and 1974.

Now, I might say a little bit about the inflation. By the second
quarter of this year, 1975, we had a substantial reduction in the rate
of inflation. The Consumer Price Index was at a 6.5 percent rate.
That is not very good, but it is substantially better than the 12 per-
cent of 1974. The industrial wholesale price rate in the second quarter
of 1975 was at 4.5 percent and this is very substantially better than
the 27 percent of 1974.

Chairman HUJMPHREY. Yesterday, Mr. Burns indicated that we
would see a very marked increase in the Wholesale Price Index for
the month of July.

Mr. KARCHERE. I think it is a mistake, Senator, to focus on month-
to-month movements on price series. We got a big increase in the June,
Consumer Price Index due to meat prices, due to the import duties
on petroleum, and a little bit coming out of mortgage rates. Now,
these are all peculiar factors that do not really have anything funda-
mental to say about the balance of demand and supply in the economy.

I think we will get a bump in the Wholesale Price Index in July,
but increases in wholesale prices are usual in a period of recovery
and our forecast of a 6 percent increase in the CPI is big enough to
accommodate substantial increases in the Wholesale Price Index.

Chairman HUMPHREY. Thank you.
Mr. KARCHERE. Now, let me focus on the next chart. We have put

out a lot of numbers. And let me talk about this a little bit because
I think people are mesmerized by the effect of the expansion that
came after the 1969-70 recovery.

[The chart follows:]



C ISON OF U.S. RECESSIONS

PEAK TO
TROUGH DE-
CLINE IN

RECESSION REAL GNP

1953-54
1957-58
1960-61
1969-70
1974-75

3.4%
3.9
1.5
1.4
7.8

GROW
REAL
TROU
6 QT

7.3
5.7
7.0
6.3

TH IN
GNP:

3H + 1,

6.7 i/

IN QUARTER OF REAL GNP TROUGH

UNEMPLOY.
RATE

6.0%
7.4
7.0
6.0
8.9

CAP. UTIL.
CAP. UTIL. MATERIALS
ALL MEG. INDUSTRIES

83.7%
74.3
74.2
74.2
66.5

77 .5%
69.9
72.7
85.5
70.2

- ANNUAL RATE -/ FORECAST

CONSUMER PRICE INDEX

(% C ANGE AT ANNUAL RATES)

RECESSION

1953-54
1957-58

1960-61
1969-70
1974-75

1/ FORECAST

DURING RECESSION

0.8%
2.8
1.5
5.7

10.6

DURING FIRST SIX
QUARTERS OF RECOVERY

0.0%

1.1

1.2
3.4
6.2 -/

I
In

To

0r

COMPA



174

Mr. KARCHERE. We are tending to fight that war, yet, again, not
recognizing that there is a massive difference between the recession
that has just finished and the recession of 1969 and 1970.

And let me be very specific about that. If you look at the GNP
movement from the peak to the trough of the recent recession, what
you find is that this current recession has gone down by 7.8 percent.
That is a huge number, compared with anything else that we have
had in prior recessions. It is particularly large when you compare
it with the 1969-70 recession.

If you look at the recovery that we have projected for case I, you
find that it is below the standard of the recovery following the
1953-54 recession. It would have been below the recovery after the
1957-58 recession except we had a steel strike in 1959. As a matter
of fact, the only recession where we had a recovery that is more
modest than the one we are forecasting is the 1969-70 recovery.

If you look at the unemployment rate, 8.9 percent at the low point
on a quarterly average basis, we have not had anything like that in
prior recessions, and particularly in the 1969-70 recession. If you
look at the utilization of capacity, either for all of manufacturing
or for the materials industries, you find that our present recession
has generated a monstrous amount of excess capacity.

Now, in these circumstances it is hard to imagine massive inflation
starting again. As a matter of fact, one could make a very substantial
argument that a recovery will help contain the inflation, rather than
increase it. And that is because, if we have recovery, we will begin
to get increases in productivity. Generally, the better the recovery,
the better the increases in productivity. The increases in productivity
will hold down unit labor costs. And when we hold down labor unit
costs, we hold down the inflation.

Now it is not unusual for the inflation to moderate during a period
of recovery. Generally, during recessions, the inflation is more severe
than it is in the first six quarters of recovery.
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And indeed, this is what we forecast. In those terms, the forecast of
a 6-percent increase in the CPI does not appear to be out of line.

Next, let me make a remark about deficits. We expect a Federal
deficit, on a national income basis, of $78 billion in 1975, and $67
billion in 1976. These are large numbers, by historical standards, even
as a percent of the GNP. But deficits in themselves do not produce
inflation. Deficits, in a period where the economy is underutilized,
where there is excess supply of plant and labor, tend to get the
economy to grow and do not add to the inflation. Deficits, when the
economy is fully employed, are another matter, and at that point,
they do add to the inflation.

So, finally, let me make a comparison of the three cases, and let
me just refresh your memory as to what they are. In the first case,
we have assumed the Federal expenditure at the congressional limita-
tion level along with a renewal of the 1975 tax cuts. Case III, we are
assuming the administration's May 30 budget expenditure and no
renewal of the tax cuts. And case IV, we have a $15 billion additional
stimulus in terms of tax cuts and $5 billion in additional stimulus in
terms of expenditures.

Chairman HumriaREY. When you say additional, do you mean over
and beyond the present tax?

Mr. KARCHERE. Over and beyond case I.
Chairman HUMPHREY. Case I is with the present tax cuts?
Mr. KARCHERE. Yes.
Now, as you can see from my next chart, if you look at the growth

rates through the course of 1976, that is, from the fourth quarter of
1975 to the fourth quarter of 1976, we get a very substantial differ-
ence in the growth of the GNP in, the three cases, ranging from case
III, which is the low one, at 4.3 percent to case IV, at 7 percent.

[The chart follows :]
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COMPARISON OF CASES I, III, IV
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Mr. KARCHERE. We also get a difference in the employment and a
good way of looking at that is where we are in the fourth quarter of
1976. You see that even in the best case, we are 7.4 percent in the
fourth quarter. Now, let me just say a word about that-I am prob-
ably talking too long.

Chairman HumPHREY. That is all right.
Mr. KARCHERE. Once you get an unemployment rate up, it is very

hard to get it down, and this is because of the fundamental dynamics.
Now, when we begin to get a recovery, we get about 31/2 percent in-
crease in productivity. We get at least a one-half percent increase in
the workweek. People stop working short time and begin to work
overtime, and we get upward of 1-percent increase in the labor force.
So we really have at least 5 percent or 51/2-percent increase in the
supply of labor. Therefore, to get any decrease in the unemployment
rate, we need a growth rate of at least 6 percent. So, in the early
stages of recovery, to get that unemployment rate down, you need a
growth rate of 6 percent or better. And to have the economy drag
down to a 4-percent growth in the last quarter of 1976 implies bad
news for the unemployment rate.

And finally, on this chart you can see that we get very little dif-
ference in the three cases on the inflation. We get offsetting effects.
We get increased demand in the higher GNP case, but we also get
decreased labor costs, which offset.

Chairman HUMPHREY. 7O YOU are saying that the administration's
growth rate is 4 percent?

Mr. KARCHERE. That would not touch the unemployment rate.
Chairman HUMPHREY. You would have to get up to about 6 percent

before you begin to cut into it?
Mr. KARCHERE. That is exactly right.
Chairman HUMPHREY. The problem is, how do you get a growth

rate of 6 or 7 percent without an increase on the inflationary pres-
sures?

Mr. KARCHERE. In my opinion, with the excess capacity that we
have in the economy, both in terms of labor and in terms of plant
capacity, we do not have a problem in 1976 of resumption of higher
inflation.

There is also another aspect of this which is relevant, the inflation
that we had in 1973-74 was a worldwide inflation. It happened be-
cause we had a synchronous expansion all over the world, and the
world developed excess demand for raw materials and primary prod-
ucts. There were also crop failures in that period of very high
demand.

We do not have anything like that now. Western Europe is de-
pressed, as is Japan, and in terms of recovery, they are behind us.
So we are not going to get this synchronous development of high
demand, certainly not in 1976.
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Thank you.
Chairman HumPHIREY. Thank you.
[The prepared statement of Mr. Karchere follows:]

PREPARED STATEMENT OF A. J. KABCHERE*

THE OUTLOOK FOB THE U.S. ECONOMY THROUGH 1976
Introduction

Signs of economic recovery are legion, but the strength of the recovery and
Its impact on inflation are in doubt. Economic policy can help or hinder the
recovery. I have used a moderate sized econometric madel of national income
and expenditure that has been in continuous forecasting use for some years
to make a base forecast and explore the effects of three alternate economic
policy mixes. Detailed results for each case are given in the Appendix.

One of the great advantages of an econometric model is that it requires the
forecaster to make the assumptions of his forecast explicit. The assumptions
of the four cases are given below in considerable detail. Case I is the Base Case.
It results from a credible set of assumptions covering a wide area, but excludes
changes in energy policy. Case II uses the Base Case assumptions, but adds to
them assumptions on energy policy that seemed plausible on July 24, 1975.
Case III calculates a forecast based on the May 30, 1975 Administration Budget,
and to make it comparable with Case I excludes changes in energy policy.
Case IV is based on policy assumptions that are more expansionary than Case I
and also treats energy policy as in Case I. The assumptions for each of the four
cases are given below in more detail.
Case I-Base Case Excluding Energy Policy Changes

1. The following tax cuts, scheduled to expire at year-end, are extended
through 1976: (a) $30 per person credit ($5.2 billion); (b) Higher standard
deductions ($2.6 billion) ; and (c) Cut on first $50,000 of corporate income
($1.4 billion).

2. A tax "reform" bill will be enacted by year-end 1975, but, aside from the
above extensions, will provide little change in aggregate personal or corporate
tax liability.

3. There will not be a resumption of the oil embargo. Recycling of oil reve-
nues will continue in an orderly fashion.

4. OPEC will raise crude oil prices $1 per barrel effective October 1, 1975.
5. Federal Expenditures (NIA basis), excluding energy policy changes, will be

$9.3 billion higher in FY 1976 than called for in the May 30 Administration
Budget. Assumed expenditures are very close to the Congressional ceiling.

(a) There will be no "cap" placed on Social Security and other transfer
payments geared to CPI changes and essentially no cap on Federal salaries.

(b) Little of the remainder of expenditure reductions proposed by the Presi-
dent in January will be adopted.

(c) An incremental public jobs program, costing about $2 billion and build-
ing to some 300,000 jobs, will be instituted in January 1976.

(d) A $1y2 billion program of recession-related assistance to cities will be
instituted in early 1976.

6. The combined Social Security tax rate will remain at 11.7% through 1976,
but the taxable income base will rise from $14,100 this year to $15,300 in 1976.

7. Monetary policy will essentially accommodate the Federal deficit and the
projected economic upturn. The rise in short-term interest rates will be normal
in relation to the size of the upturn.
Case II-Base Case Including Assumed Energy Policy Changes

Superimposed on Case 1:
1. The import fee on oil products is raised from $.60 to $2 per barrel, effective

September 1, 1975.
2. A program instituted on January 1, 1976 providing:
(a) Phased decontrol of "old" domestic crude over 36 months.
(b) A $2 per barrel excise imposed on uncontrolled crude.
(c) A $13.50 ceiling on all uncontrolled oil, except for stripped output (8.5%

of total consumption). Prices of "decontrolled" crude rise to $13.50 ceiling and
of stripper oil to $15, including the excise tax.

(d) "Windfall profits" tax, completely offset by plough-back allowances.

* The author Is Director of Economic Research of the IBM Corporation: however, the
analysis and opinions expressed here are his own and do not necessarily reflect the
views of the IBM Corporation.
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(e) Revenue increases from oil duties already in effect ($3.0 billion annual
rate by late 1975), from the assumed rise in the oil product duty ($1.2 billion),
and from the $2 excise on uncontrolled crude (averaging $3.9 billion next
year) are largely offset. The offsets include cuts in personal taxes ($4.0 bil-
lion) and corporate taxes ($0.8 billion), non-defense purchases ($0.4 billion),
and grants-in-aid to state and local governments ($0.8 billion).

3. Prices of natural gas and coal increase at about the same trate as oil.

Case III-May 30 Administration Budget Case Excluding Energy Policy Changes

1. Recently enacted temporary tax cuts scheduled to expire on December 31,
1975 are not extended.

2. Federal expenditures are in accordance with the May 30 Budget, excluding
new energy expenditures, as amplified by the conversions of the data to a
quarterly NIA basis in the June 1975 Survey of Current Business and supple-
mentary detail provided by OMB. This expenditure pattern incorporates the
caps and other cutbacks embodied in the President's proposed package of reduc-
tions for FY 76 and excludes some additional expenditures assumed in Case I.

3. Assumptions 3, 4, 6, and 7 of Case I are also assumed.

Case IV-More Stimulative Fiscal Policy Case Ezcluding Energy Policy Changes

Superimposed on Case I:
1. Personal taxes are lowered by $12 billion and corporate taxes by $3 billion

for calendar year 1976.
2. Effective January 1, 1976 Federal transfers to persons are raised by $3

billion and non-defense purchases by $2 billion (phased in gradually).

Recent Economic Developments
A forecast not only depends on economic policies in force during the period

of the forecast, but also on economic policies and conditions prior to the fore-
cast period. For that reason a brief review of recent economic developments
Aisin order _

Although there was a decline in the real GNP in the second quarter, economic
developments suggest that there will be a strong rise this quarter. It is sig-
ninfcant that real final sales rose appreciably in the second quarter. This is the
first increase since the third quarter of 1973 and is indicative of strengthening
underlying demand. The improvement in final sales stems primarily from rising
consumer expenditures which took place despite a large increase in the safing
rate. It is clear that the tax cuts and rebates affected both consumption and sav-
ings. The additional saving and continuing effects of the tax cuts will have
a favorable influence on consumer spending in the months ahead.

Inflation rates have moderated significantly during the first half of this
year, as the table below indicates:

INFLATION

IPercent change-annual rates]

4 quarters 4 quarters I quarter
1%73 to 4 1 74 to 1 197 to 2

quarters 1974 quarter 1975 quarters 1975

Industrial Wholesale Price Index - 27.1 6.5 4. 5
Consumer Price Index -12.1 7. 3 6.4

There was a large increase in the Consumer Price Index in June, but much
of it reflected transitory food supply conditions and the impact of the oil tariff.

The moderation of inflation is important because the fundamental underlying
cause of the recession was the long and sharp decline in real spendable earnings
caused by the inflation. Moreover, the improvement in consumer confidence
since the first of the year is not unrelated to the moderation of the inflation.

Since this recession originated in the consumer sector and was particularly
long and deep because of the weakness in consumer expenditures, the improve-
ment in consumer spending and debt position in the second quarter, along with
moderation of the inflation and strengthening of consumer attitudes, are par-
ticularly sigificant for recovery in this quarter.

However, the chief reason to expect a strong third quarter is inventory
investment. The decline in inventory investment last quarter was immense.
We will not have another one like it, although we do expect some inventory
reduction this quarter. This swing from a large decline in inventories to a
smaller one will exert a strong positive influence on production. Inventory
investment will continue as a force for expansion into 1976.
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The leading indicators of residential construction and plant and equipment
spending turned around in the second quarter. While this will not have much
impact on spending in this quarter, it is a favorable sign for the future.

The conclusion that follows from the observations thac have been made
so far is that momentum leading to expansion has built up.

FISCAL POLICY

[Billions of dollarsl

(1) (2) (3) (4)

Change in (3) as per-
Change in Federal cent of gross

Federal receipts due national
expenditures to tax changes (I)-(2) product

1969 -7. 7 11.4 -3.7 -0.4
1970 ----------------------------------------- - 14.7 -8 .6 23. 3 2.4
1971 -16.4 -7.3 23. 7 2. 21972 -24. 4 -3.2 27. 6 2.4
19743 - 19.4 8. 0 11.4 .8
1974 -34.9 3. 2 31.7 2.31975 ----------------------------------------------- 58.4 -14.4 72.8 5.0
1976 -37. 7 9.0 28 7 1.7

Case I-Base Case Excluding Energy Policy Changes
The Case I fiscal policy assumptions are summarized in the table below in a

form that gives an indication of their expansionary impact. The Case I assump-
tions result in an increase of Federal expenditures of $58.4 billion in 1975, and
a decrease in Federal receipts due to net tax rate reductions of $14.4 billion;
or a total stimulative effect of $72.8 billion, which is 5.0% of 1975 GNP. This
is twice as stimulative as fiscal policy was in any year since 1969. However,
there is a dramatic reverse in 1976. The increase in Federal expenditures is
considerably less and the effects of the 1974 tax rebates are lost. As a result,
fiscal stimulus falls to 1.7% of the 1976 GNP, lower than any year shown on
the table except 1969 and 1973, years when fiscal policy contributed to the
development of recession.

The Case I forecast that results from the present state of the U.S. economy
and the assumptions made earlier follows. Four principal subjects will be dis-
cussed: 1) the trend of economic activity; 2) unemployment: 3) the inflation;
and 4) the Federal deficit.

The forecast of economic activity is summarized in the table below:

CASE I FORECAST

[Percent change at annual rates]

cNP Final sales
constant constant

prices prices

1975:
1.-- - - - - - - - - - - - - - - - - -- - - - - - - - - - - - - - - - - - -11.9 -0.7
2-------------------------------------- -. 3 3.2
3- 7.8 2.14 ------------------------------------------------------------------------- 7.3 3 .3

Year -- 3. 7 -1.5
1978:

I 7. 0 5 7
2- 6.9 5.8
3-------------------------------------- 5.0 4.9
4 --------------------------------------------------------- ----- ----------- 4. 2 4 .3

Year- 6. 4 4. 6

There is an initial surge in real GNP in the third and fourth quarter of 1975
that results mainly from the favorable turn in the inventory cycle. The growth
rate of real final sales in those quarters remains quite low despite the improve-
ment in consumer spending. The effect of the tax rebates and cuts and the
decline in interest rates on the growth rate of final sales reaches a maximum
in the first half of 1976 and thereafter diminishes. In the second half of 1976
inventory investment makes no contribution to the growth rate of GNP and
the growth rate of final sales declines. The falloff in the rate of growth evident
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in the last half of the year is primarily a consequence of fiscal policy assumed
for 1976. This slow down in the momentum of economic activity in the last
half of 1976 will influence the prospects for 19i7.

The unemployment rate is likely to rise during the next several months, partly
for technical reasons and partly because unemployment is a lagging indicator.
However, some improvement is expected during the remainder of the forecast
period, although unemployment will still be relatively high (7.7%) at the
end of 1976. As the table below shows, this occurs primarily because increases
in productivity and the average workweek will account for much of the increased
production, and because some increase in the labor force is expected.

UNEMPLOYMENT AND OUTPUT

[Percent change]

1973 1974 1975 1976

Gross national product (1958 dollars) -5.9 -2.1 -3.7 6.4
Productivity I -2.6 -2.7 -. 2 3.3
Average workweek I -0 -1.0 -1.0 .6
Civilian labor force -2.5 2.7 1.5 1.1
Unemployment rate (percent) -4.9 5.6 8.7 8.0

1 Private sector only.

This slow response of the unemployment rate to the economic recovery fol-
lows the normal cyclical recovery pattern. During early stages of recovery
increases in productivity are very large and, therefore, increases in employment
are normally very small. The productivity rise occurs because employment is
not reduced proportionately to output during the recession. Furthermore, some
of-the-overtime-work that-is-ct i dowturn restored during-recovery,
further reducing the need for new hires.

Since early 1973, productivity has exhibited a significant downward pattern
as reductions in employment lagged declines in output (between the first quarter
of 1973 and the first quarter of 19T5, output per man-hour fell nearly 5%).
Productivity showed virtually no change during the first half of 1975 but will
increase strongly in the third and fourth quarters, and will rise by 3.3%
for 1976 as a whole.

The consumer price index will increase at an annual rate of 6.2% over
the next year and a half, even with the expected economic recovery. While this
is high relative to the long-run inflation rate for the U.S., it is about half the
rate experienced during 1974, and is low enough to permit some reversal of the
recent pattern of declining purchasing power.

The maior factors which will hold down the inflation rate during this
period are as follows:

(1) There is enormous excess supply of labor and plant capacity at present,
so excess demand is unlikely for several years. The table below compares the
recession which just ended With prior recessions in the postwar period. As can
be seen, the expected recovery under Case I is slower than the recoveries fol-
lowing the 1953/54 and 1960/61 recession periods; it would also have been
slower than the recovery from the 1957/58 recession had it not been for the

COMPARISON OF U.S. RECESSIONS

[In percentl

In quarter of real gross national product
Peak to Growth in trough
trough real gross

decline in national Capacity Capacity
real gross product: utilization utilization

national trough plus Unemploy- all manu- materials
Recession product 6 quarters I ment rate facturing industries

1953-54 ---------------- 3.4 7.3 6.0 83.7 77.5
1957-58- 3.9 5.7 7.4 74.3 69.9
1960461 ---------------- 1.5 7.0 7.0 74.2 72.7
1969-70 - 1.4 6.3 6.0 74.2 85.5
1974-75 -7.8 2 6.7 8.9 66.5 70.2

X Annual rate.
2 Forecast.
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steel strike in mid-1959. Of most significance, however, is that the expected
relatively slow recovery comes after a recession which has been far worse than
the others as measured by the drop in real GNP. The unemployment rate and
unused capacity in manufacturing have reached higher levels during this reces-
sion than any prior one.

(2) The large increases anticipated for grain production will keep grain
prices well below the levels of late 1973 and early 1974, assuming exports do
not substantially exceed current expectations. This will show up in relatively
moderate retail food price increases during the next year.

(3) The U.S. dollar is rising strongly and is likely to continue to exhibit
strength during the forecast period. This will prevent a repeat of the large
impact that the sharply declining U.S. dollar had on our inflation in 1973 and
1974.

(4) The OPEC oil price increase included in Case I ($1 per barrel) will in-
crease the consumer price index by only about .2% by the end of 1976. This is
only a small fraction of the rise caused by the quadrupling of oil prices in
1973 and 1974.

(5) High unemployment is likely to continue to constrain wage increases
during the forecast period.

(6) Until labor cost, which combines the effects of compensation rates and
productivity, will rise at an annual rate of only 4% over the next six quarters,
compared with an 11% rate of increase between the first quarter of 1973 and
the first quarter of 1975. This will substantially reduce cost-push pressures on
prices. Most of this improvement will occur because of the cyclical behavior
of productivity.

The table below, which compares the consumer price index for recession and
recovery periods, shows that the pattern expected for this recovery is not un-
usual. In each of the prior recoveries the rate of inflation was less than during
the preceding recession.

CONSUMER PRICE INDEX

[Percent change at annual rates]

During Ist 6
During quarters of

Recession recession recovery

1953-54 -0.8 0
1957-58 -2.8 1.1
1960-61 - 1.5 1.2
1969-70 -5.7 3. 4
1974-75 -10.6 6. 2

X Forecast

The Federal deficits in calendar years 1975 and 1976 will be $78 billion and
$67 billion, respectively, on a national income basis. They will be the largest
since World War II, both on an absolute basis and relative to GNP. However,
most of these deficits are the result of the recession, which is reducing tax
collections and causing sharply rising expenditures for unemployment benefits
and other social welfare programs. The deficit in calendar year 1975 would
have been over $50 billion even without any new spending programs or any
tax reductions. Because of the excess slack in labor markets and plant capacity,
these deficits will not produce any substantial pressures on inflation during
this period. A continuation of deficits of this magnitude when the economy
gets closer to full employment would, of course, have serious consequences.

Fear has been expressed that the deficits and the expected rising credit
demands during the recovery will push interest rates up sharply causing
"crowding out" of private borrowers. The Federal Reserve System can easily
prevent this. Our calculations indicate that the Case I recovery can be financed
with about an 8.5% rise in the basic money supply with only modest increases
in interest rates.
Case II-Base Case Including Assumed Energy Policy Changes

Superimposed on Case I are the previously described assumptions regarding
energy policy changes which at the deadline we set for our computational work
seemed a plausible compromise package. The table on the next page shows the
estimated price and cost effects of the OPEC price rise assumed in Case I, the
additional actions specified in Case II which produce price changes, as well
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as the impact of immediate decontrol which would raise domestic crude to the
present decontrolled price of about $12.75.

The effect on the economy of the changes imposed in this case are summar-
ized in the key indicators below:

COMPARISON OF CASES I AND 11

1976-4-quarter level

Case I Case II

Gross national product (billions of 1958 dollars) -857.0 856.4
Unemployment rate (percent) -7.7 7.7
Consumer Price lndex(1967=100) -174.5 175.8

ENERGY PROGRAM-PRICE AND COST IMPACTS

Estimated
Effect on total

average oil Effect on effect on
Effect on product annual Consumer
.average prices cost to Price
price per (cents per customers Index I

barrel gallon) (billion) (percent)

Already Assumed in Case I

1. OPEC price rise of $1 per barrel Oct. 1,1975, with no impact on
domestic decontrolled -$0. 34 0.81 $2.0 0.15

Additional Assumptions for Case II

2. Rise in oil product importfee-from 60cents per barrelto$2 per
barrueleffective SeptL 1975 ----- .2--.. .. 09-

3. Phased 36-month decontrol of old crude, with presently and
newly decontrolled price rising to $13.50 ceiling, effective

Jan. 1, 1976 (yearend 1976 effect) -1. 29 3.07 7.6 .60
4. Effect of rise in stripper oil from $13.50 to $15 per barrel,

effective Oct. 1, 1975 -. 13 .30 .8 .06

2-4 total, yearend 1976 -1. 62 3.85 9.6 .75

Alternative Possibility

5. Immediate decontrol of crude-price rises to $12.75 -3.00 7.14 18.0 1. 4

Includes directand indirecteffects of oil price rises and assumed proportionate price increasesfor natural gas and coal.

NOTES

1. Assumed present prices: Old crude $5.25 per barrel, "new" crude $12.75 per barrel,duty-paid imports $14 per barrel.
2. Presentproportionsof U.S. consumption:

Percent
Imports-total.

Crude --------------------------------------------------- 19. 5
Refined ------------------------------------------- 14. 5

Domestic-total -66

Old -40
New -26

(Stripper) - - - -8. 5

The policy program embodied in Case II raises consumer prices by three
quarters of one percent by the end of next year. However, in terms of real
GNP, unemployment and the Federal deficit, it produces little net impact. In
part, this stems from the specifics of our assumptions. The existing oil tariff
increases and the assumed OPEC nrice rise, with their dampening effect on the
economy, are already embodied in Case I. The Case II tax cuts and spending
increases are greater than the incremental tax rises to partly offset Treasury
receipts from the present tariff. On the other hand, the moderately higher
CPI in Case II does serve to inhibit the growth in real output.

Obviously, the effects on economic activity of an energy program depend
largely on the degree towhich stimulative offsets are provided. The less the
offsets and the later instituted, the greater will be the drag. Larger than as-
sumed increases in OPEC prices if not counterbalanced by expansionary fiscal
or monetary policies will also retard economic growth.
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Needless to say, as time goes on, the effects of phased decontrol will continue
to produce higher prices, and this inflationary impact is of a different nature
than that which could be produced by excess demand. Under the Case II
assumptions, these price advances yield increases in oil company profits in 1977
and 1978, as only $2 of the $8.25 increase that customers pay for newly decon-
trolled oil is subject to an excise, and plough-back provisions completely offset
the "windfall" profits tax. In 1976 this effect is essentially offset by the roll-
back of the much larger amount of presently uncontrolled crude to an effective
ceiling of $11.50 ($13.50 less the $2.00 excise) from $12.75, with the price rise
for stripper oil moderately increasing oil industry profits.

Cases III and IV-May 30 Admtinistration Budget Case and More Stimulative
Fiscal Poliey Case, Both Excluding Energy Policy Changes

Alternative cases (Cases III and IV) were prepared to illustrate the impact
of public policy on economic conditions. A comparison of the fiscal policy meas-
ure used earlier is given below:

FISCAL POLICY-CASES 1, 111, IV

(1) (2) (3) (4)

Change in
Federal (3) as percent

Change in receipts of gros
Federal due to tax national

expenditures changes (1)-(2) product

1975
Cases:

I-------------------------------------------- -.58.4 - 14.4 72.8 5. 0
III - 55.4 -14.4 69.8 4. 8
IV -58.4 -14.4 72.8 5. 0

1976
Cases:

I---------------------------------- ---------- 37.7 9.0 28.7 1.7
III ---- 27.2 18.2 9.0 .6
IV -42.8 -6.0 48.8 2.9

As can be seen, this fiscal policy indicator is substantially different in 1976.
Case III is $19.7 billion less stimulative than Case I, and Case IV $20.1 billion
more stimulative. About half of the difference between Case I and Case III is
due to tax rate differences and about half is due to the expenditure cutbacks
incorporated in the Administration Budget (some of which begin in mid-
1975).

In Case III this measure of fiscal stimulus as a percent of the GNP is similar
to comparable numbers in 1969 and 1973, years that were followed by recession.

A comparison of key economic indicators for the three cases is provided below.

COMPARISON OF CASES 1, 111, IV

1976. 4
1976.4 -1975.4

1975.4
-1975. 2

Percent annoal compoond growth rate
Gross national product (billions of 1958 dollars)

Cases:
I- $857.0 5.9 7.6
III -------------- ------------------------------------------ 46841.6 4. 3 7.0
IV -865.9 7.0 7.6

Consumer Price Index (1967=100)
Cases:

I- 174.5 5.9 6.6
III I- 174.7 6.0 6.6
IV -174.4 5.8 6.6

Unemployment rate (percent)
Anerage-during period

Cases:
I- 7.7 8.0 8.9
III -8.6 8. 6 8.9
IV -7.4 7.8 8.9
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Compared with Case I, the assumptions embodied in Case III produce a
significantly lower rate of growth of economic activity during the course of
1976 (1.6% less in real GNP) as well as a smaller rise for the remainder of
this year. The lower growth produces higher unemployment (8.6% unemploy-
ment rate in the fourth quarter of 1976 versus a 7.7% rate for the base
case). The full consequences of the differences in economic policy do not
emerge in 1976. There are substantial lags in the response of consumption and
investment to changes in economic policy, and in employment to output
changes. The relatively low growth rate of Case III for the period from the
fourth quarter 1975 to the fourth quarter 1976 suggests additional weakness in
1977.

In the more stimulative Case IV, the growth rate of the real GNP is 1.1%
greater than Case I during 1976 and by the last quarter of 1976 the unemploy-
ment rate is .3% less. Again, the lags are such that somewhat greater differences
will emerge in 1977.

At the high rate of unemployment in all cases, the differences in economic
activity produces little effect on the consumer price index. The increase in
demand associated with higher activity is offset by lower costs associated
with greater productivity.

The table below compares the Federal deficit on a national income basis:

FEDERAL BUDGET DEFICIT-CASES 1, Ill, IV

[National income basis, billionsl

1975 1976

Federal Receipts
Cases:

I-$ .279.8 $328.2

V- 279.8 316. 0

Federal Expenditures
Cases:

I------------- 357. 5 395. 2
IIl------------------------------------- 354. 5 381.7
IV -357. 5 400. 3

Federal Surplus and Deficit
Cases:

-77. 7 -67.0
Ill-~~~~~~~~~~~~~~~~~~~~~~-75. 2 -49.1

IV -- -77. 7 -84.3

Compared with Case I, the Administration Budget case (Case III) shows
a $2.5 billion lower deficit in calendar year 1975, reflecting $3 billion less in
spending and $0.5 billion less in receipts stemming from slightly weaker eco-
nomic activity. The main thrust of the program is felt, however, in 1976. Fed-
eral receipts are up over the base case by $4.4 billion-with the effect of let-
ting the temporary tax cuts expire outweighing the smaller impact on tax col-
lections from less economic growth. Meanwhile, budgetary reductions and con-
straints trim Federal expenditures $13.5 billion below the base case with the
difference particularly large in grants-in-aid to state and local governments.
The net result is a decline in the Federal deficit to $49.1 billion, some $18
below the base case.

The stimulative case (Case IV) contains $5.1 billion higher Federal expendi-
tures in 1976 than in the base case, and Federal receipts are $12.2 billion lower.
As a result, the Federal deficit reaches $84.3 billion, or $17.3 billion above the
base.

The weaker level (if economic activity and smaller Federal deficit in Case III
imply lower credit demands and therefore requires about a 7.5% rise in the
money supply, less than in the base case. Interest rates will also be somewhat
lower.

For Case IV, a 9.5% rise in the money supply is necessary to support the
additional credit demands. This growth in the money supply will not be suffi-
cient, however, to prevent some additional rise in short-term rates above the
base case.



APPENDIX

CASE 1.-BASE CASE EXCLUDING ENERGY POLICY CHANGES

75.1 75.2 75.3 75.4 76.1 76.2 76.3 76.4

Gross national product, current - $1, 416.6 $1, 433.4 $1,481.7 $1, 530.4 $1, 577.5 $1,626.4 $1,670.7 $1, 716.3

Personal consumption expenditures -------------------- 913. 2 938.1 964.0 987. 3 1,009.1 1,032.4 1,055.8 1,081.6
Durable gos.---------------------------------- 124.9 130.0 135. 4 136.8 142.2 147. 7 152. 5 158. 0
Nondurable goods 398.8 408.5 418. 2 427.1 433.7 440.1 447.9 456.8
Services.389. 5 399. 6 410. 5 423. 3 433.2 444.6 455.4 466.8

Gross private domestic investment 163. 0 147.3 166.5 186.4 203.5 221.4 233.5 242.9

Fixed investment . 182.2 181. 1 179.9 186.2 198.7 212.1 223. 6 233.0

Nonresidential.--------------------------------- 147.0 144.6 141.3 141.9 148.2 156. 3 164.3 171.6
Structures.--------------------- ------------ 52.8 50.2 48. 3 47.6 49.5 52.6 55.6 58.3
Producer, durable equipment - -;-j --------------------- 94.2 94.4 93.0 94. 3 98. 7 103.7 108.8 113.3

Residential structures ------- 35.2 36. 5 38.6 44.2 50. 5 55.9 59.3 61.4
Nonfarm.34.8 35.7 37.8 43.4 49.7 55.0 58.-4 60.6

Change in business inventories -19.2 -33.8 -13.4 .2 4.9 9.2 9.9 9. 9

Net exports of goods and services .. .8. 8 9. 2 6.4 3.3 4.2 4.5 4.5 3.8
Exports.-- - ---- -- ---- - -- - ----- --- -- ---- ----- -- 142.2 130.9 130.0 130.0 134.0 140. 5 147.5 153.6
Imports.-- ------ ----------------------------- 133.4 121.7 123.6 126.7 129.8 136. 0 143.0 149.8

Government purchases of goods and services 331.6 338. 8 344.8 353.5 360.7 368.2 376.8 388.0

Federal.126.-- - - -t----------------------------------- 126 5 128.6 130.6 135.7 138.0 140.2 143.0 148.1
National defense.-------------------------------- 84. 7 85.4 86. 2 89.4 90.6 91. 8 93.2 96.7
Other. e e41.8 43.2 44.4 46.3 47.4 48.4 49.8 51.4

State and local. 25.1 210.2 214.2 217.8 222.7 228.0 233.9 239.9

Gross national product, 1958 prices 780. 0 779.4 794.6 809.2 823.3 837.6 848.1 857.0

Personal consumption expenditures.531. 5 539.6 547. 1 552. 3 557.9 563.8 568. 9 574.5
Durable gnods.----------------------------------- 95.2 97.5 100. 5 99.6 102. 3 104.8 106.6 108.7
Nondurable goods 222. 5 225.9 228.2 231.1 232. 5 233.7 235.2 236.7
Services.213.7 216.2 218.4 221.6 223.-1 225.-3 227. 1 229.-1

Gross private domestic investment 89. 3 79.6 88.3 98.0 105.6 113.3 17.8 120.7



Fixed investment- - 101.0 98.5 96.1 97.9 102.8 108.1 112.4 115.4

Nonresidential --------------------------------- 83. 8 81.0 77.8 77. 3 79.7 82.9 86.0 88. 5
Structures- - 25.2 23.7 22.5 21.8 22.3 23. 3 24.3 25.0
Producing durable equipment -58.6 57.2 55.4 55.5 57.4 59.6 61.7 63.5

Residential structurs -17. 2 17. 5 18.2 20. 6 23.2 25. 2 26.4 26.9
Nonfarm---------------------------------- 17. 0 17. 1 17.8 20. 2 22. 8 24.8 26.0 26. 5

Changein business inventories -- 11.7 -18.8 -7.7 .1 2.7 5.1 5.4 5.3

Net expnrts of goods und services----------------------------- 11. 6 11. 0 9.6 9.2 9.6 9.9 10.0 9. 8
Exports- -66.5 61.7 60.6 59. 8 60.7 62.5 64. 4 65.8
Imports -.- ------------------------- 54.9 50.7 51.0 50.6 51.0 52.6 54.4 56.0

Government purchases of gonds and services- 147.6 149.4 149.6 149.7 150.2 150.6 151. 152.0
Federal--------------------------------------- 57.4 58. 5 58.5 58.7 58.8 58. 8 59.0 59. 1
State and local -90.2 90.9 91. 1 91.0 91.4 91.8 92.4 92.9

Gross national product price deflator (1958=100) -181.6 183.9 186.5 189.1 191.6 194.2 197.0 200.3
Industrial wholesale prices (1967 =100) -------------------------- 168.3 170.2 172.1 174.1 176. 2 178. 3 180.7 182.9
Consumer price index (1967=100) 157.0 159.5 162.1 164. 8 167.0 169.3 171.9 174.5
Gross national product - 1, 416. 6 ,433.4 1, 481. 7 1, 530. 4 1, 577. 5 1, 626.4 1,670.7 1,716.3
Less:

Depreciation (CCA)---------------------------------- 125.2 127.4 129.8 132.0 134. 3 136. 8 139.6 142.5
Indirect business taxes -- 1- 132.2 135.2 140.8 145.1 150.4 153.8 158.4 1622 .2
Business transfers ---------------------------------- 5.4 5. 5 5. 5 5.6 5.7 5. 8 5. 8 5. 9 -
Statistical discrepancy - 1.6 1.6 5. 0 5.0 5. 0 5. 0 5.0 5.0

Plus subsidies less surplus - -1. 6 -1. 9 -1. 9 -1. 7 -2. 0 -2. 0 -1. 7 -1. 3

Equals national income -1, 150.7 1, 161.7 1, 198.7 1, 241.0 1, 280. 2 1, 323.0 1, 360.2 1, 399. 4

Less:
Corporate profits and IVA ------------------------------ 94.2 91.2 105. 8 119.7 129. 5 139.2 143.7 146.4
Contribution for social security -104.6 105.4 106. 8 108. 5 112.6 114.7 116.9 119.0

Plus:
Government transfers -------------------------------- 158.7 171.2 175. 5 177. 8 181.6 184. 1 191. 3 195. 3
Interest paid- -43.7 45.0 47.0 48.8 50.2 51.1 52. 0 52. 9
Dividends ----------------------------------- 33. 8 33.9 33.9 34.2 34.7 35.3 35.9 36.5
Business transfers- 5.4 5. 5 5. 5 5. 6 5. 7 5. 8 5.8 5.9

Equals personal income -1,193.4 t4220.8 1,247.9 1,279.1 1, 310.2 1, 345.3 1,234.7 1,424.5
Less personal income taxes ------------------------------- 178.0 142.0 177.0 182. 8 189. 6 197.4 207.6 215. 1
Equals disposable personal income-1- 015. 5 1 078.8 1, 071. 0 1, 096. 3 1, 120. 6 1,147. 9 1, 177. 0 1, 209. 4

Savings ratio (percent of disposal income)-7.6 10.7 7.6 7.6 7.6 7.7 9 80 8.2
Consumption ratio (percent) ------------------------------- 89. 9 87. 0 90. 0 90. 1 90.0 89. 9 89.7 89.4



CASE 1.-BASE CASE EXCLUDING ENERGY POLICY CHANGES-Continued

75.1 75.2 75.3 75.4 76.1 76.2 76.3 76.4

Private:
Annual earnings (thousands of dollars) -$9.21 $9.33 $9.50 $9.67 $9. 85 $10.02 $10.20 $10.38
Hourly earnings (dollars) ---- -4. 92 4. 98 5.06 5. 14 5.22 5.30 5.39 5. 50
Output per man-hour (5 0150.6 151. 3 153.2 154. 9 156. 3 157. 4 158. 0 158.6
Unit labor cost (1958 =100) -176.1 177. 9 178.1 179. 2 180. 8 182.7 185.6 188.8

Civilian:
LUabor force (millions)-91.8 92.5 92.7 92.8 93.0 93.2 93.6 94.0
Employment (millions) -84. 1 84.3 84. 4 84.7 85. 1 85. 7 86.2 86.8

Unemployment rate (percent of labor force) -8.4 8.9 9.0 8.8 8.4 8.1 7.8 7.7

National income- 1, 150.7 1,161. 7 1,198.7 1, 241.0 1, 280.2 1, 323.0 1, 360. 2 1, 399. 4

Compensation of employees -875.6 885.5 903.9 927.5 952.1 977.2 1,003.3 1,032.1

Wages and salaries -765.1 773.1 788.7 809. 3 829. 5 851. 3 873. 9 899. 2
Private------------------------------------- 597.4 602.2 615.4 631.0 648.4 667. 1 686.2 705.2
Military -- 22.0 21. 9 21. 9 23.4 23.6 23. 7 23. 9 25.3
Civilian government 145. 7 149.2 151.3 154.9 157.6 160.5 163.8 168.7

Supplemetst o- 110.5 112. 4 115. 2 118. 2 122. 5 125. 9 129.4 132.9 00
00

Rent, interest, properietors income - 180.8 185.0 189.0 193.7 198.6 206.5 213.2 220.9

Corporate profits plus IVA -94. 2 91.2 105.8 119.7 129.5 139.2 143.7 146.4

Profits beforetax -101.2 99.1 113.1 127.4 139.0 149.3 155.7 158.4

Profits tax liability-------------------------------- 39.0 38. 2 43.7 49. 2 53. 5 57. 5 59. 9 61. 0
Profits after tax -62. 2 60. 9 69. 5 78. 2 85. 5 91.8 95. 7 97. 4

Dividends --------------------------------- 33. 8 33. 9 33.9 34. 2 34. 7 35. 3 35.9 36. 5
Undistributed profits -28. 4 27. 0 35. 5 44. 0 50. 8 56. 5 59.8 60. 9

Inventory valuation adjustment- -7. 0 -7. 9 -7. 3 -7. 6 -9. 4 -10. 0 -12. 0 -12. 0

Memo: New orders, machinery, and equipment -118.3 122.9 124.2 132.3 139.6 145.7 151.1 156.1

Federal Government:
Receipts- -3284.1 247.7 288.6 298.9 311.2 322.2 335.6 343.6
Expenditures ------------------------------------ 338. 5 355.3 363. 6 372. 7 381. 2 388.2 400. 2 411. 2

Surplus or deficit -- 54. 4 -107. 6 -75. 1 -73. 8 -70.0 -65. 9 -64.6 -67.5

State and local governments:
Receipts ------------------------------------------- 219.8 225. 233. 7 242.3 252.9 261. 269.0 276.8
Expenditures-221.5 227.6 233. 2 238.4 244.2 250.0 256.2 262.5

Surplus or deficit-1.6 -2.2 0.5 3.9 8.7 11.4 12.9 14.3
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CASE 1.-BASE CASE EXCLUDING ENERGY POLICY CHANGES-Continued

Percent growth (annual rates) 72.0 73.0 74.0 75.0 76.0

Gross national product:
Current dollars -$9.8 $11.8 $7.9 $4.9 $12.4
1958 prices -6.2 5.9 -2. 1 -3.7 6.4
Price deflator- 3.4 5.6 10. 3 8.8 5. 7

Industrial Wholesale Prices ------------ -- --- -- 3.4 6. 8 22.2 11.3 4.9
Consumer Price Index -3.3 6.2 11.0 8.9 6.1

Private:
Hourly earnings -5.3 6.5 8.4 7.8 6.6
Annual earnings -5.8 6.5 7.4 6.7 7. 3
Workweek --------------------------------------- .5 0 -1. 0 -1.0 .6

Productivity- ------------------------------------------ . 6 -2.7 -.2 3. 3
Unit labor cost -3. 1 6. 3 11.9 7.7 3. 7
Civilian:

Laborforce- 2.8 2.5 2. 7 1.5 1.1
Employment- 3.2 3.4 1.9 -1.8 1.9
Unemployment (percentof labor force)- 5.6 4.9 5.6 8.7 8.0

New orders, machinery ard equipment -16.0 21.6 11.7 -10.0 19.0
Corporate profits before taxes -18.6 23.7 14.7 -21. 7 36.
Business fixed investment -11.7 17. 1 9. 1 -3.7 11. 4

Nonresidential structures- 8.4 14.3 10.7 -4. 5 8. 5
Producers durable equipment -13.6 18.6 8.2 -3.2 12.9

Inventory investment (billions of dollars) -8.6 15.3 14.3 -16. 5 8. 5

Residential construction 26.0 6.2 -19.7 -15. 9 47.0
Disposable personal income-7.5 12.6 8.4 8.7 .9
Consumption- 9. 3 10.5 8.9 8.4 9. 2

Durable gsods -14.0 10.0 -2.1 3.3 13.9
Nondurabl bgoods -7.6 12.8 12. 5 8.7 7. 6
Services -9.2 8.4 9. 5 10.0 10. 9

Savings ratio (percent of disposable income) -6.6 8.3 7.9 8.3 7. 9
Net exports (billions of dollars) -- 6.0 4.0 2.1 6.9 4.2

Federal Government -7.4 1.6 9.7 9.8 7'7
Defense spending-5.1 -5 5.8 9.1 8 7.

State and local government -10.4 12.6 13.3 10.1 9.1

65-201 0 - 76 - 13



CASE 11.-BASE CASE INCLUDING ASSUMED ENERGY POLICY CHANGES

75.1 75.2 75.3 75.4 76.1 76.2 76.3 76.4

Gross national product, current - $1,416.6 $1, 433.4 $1, 481. 7 $1, 530.3 $1, 583.2 $1, 634.9 $1, 681. 4 $1, 729.5

Personal consumption expenditures -913.2 938.1 964.1 987. 3 1,012.4 1, 037. 1, 062.7 1, 090. 3
Durable gsods -124.9 130.0 135.4 136.8 143.1 148.8 153.7 159. 4
Nondura bin goods---------------------------------- 398. 8 408. 5 418. 2 427. 1 435. 2 442.9 452.0 462.0
Services- -389. 5 399. 6 410. 5 423. 4 434.1 445. 9 457.0 468.9

Gross private domestic investment -163.0 147.3 166.5 186.2 204.0 222.9 235.4 245.6

Fixed investment -182.2 181.1 179.9 186.1 199.0 213.0 225.1 235.1

Nonresidential ---------------------------------------- 147.0 144.6 141.3 141.9 148.4 157.0 165.6 173. 5
Structures-52.8 50. 2 48.33 47.6 49.5 52.8 55.9 58.9
Producer durable equipment-94. 2 94.4 93.0 94. 3 98.9 104.2 109. 7 114.7

Residential structures- 35.2 36.5 38.36 44.2 50.6 56.0 59.5 61. 6
Nonfarm-34.8 35.7 37.8 43.4 49.7 55. 2 58.6 60.7

Change in business inventories- -19. 2 -33. 8 -13.4 .1 5.0 9.9 10.3 10.4

Net exports of goods and services 2-8. 8 9. 2 6.4 3. 3 4. 2 4. 3 4. 4 3. 76
Exports -------------------------------------- 142.2 130.9 130.0 130.0 134.0 140. 5 147. 5 153.6
Imports -------------------------------------------- 133.4 121. 7 123.6 126.7 129. 8 136. 2 143. 1 149.9

Government purchases of goods and services -331.6 338.8 344.8 353.5 362.7 370.2 378.8 389. 9

Federal ----------------------------------------------- 126.5 128.6 130.6 135. 7 13912 141 4 144.2 149.
Notional defense -------------------------------- 84.7 85. 4 86. 2 89.4 91. 4 92. 6 94. 0 97. 4
Other- -defens 41. 8 43. 2 44. 4 46.3 47.8 48.8 50.2 51. 8

State and local -205.1 210.2 214.2 217.8 223.5 228.8 234.7 240.7

Gross national product, 1958 prices -780.0 779.4 794.5 808.9 824.7 838.8 848.4 856.4

Personal consumption expenditures ---------------------------- 531.5 539.6 547. 1 552. 1 558. 6 564.3 569.0 574. 1
Durable goods ----------------------------------- 95. 2 97. 5 100.5 99. 6 102.7 105.1 106. 7 108.15
Nondurable goods -------------------------------------- 222. 5 225. 9 228. 2 231.0 232.7 233.8 235.2 236.6
Services -213.7 216. 2 218. 4 221.5 223.3 225.4 227.1 228. 0

Gross private domestic investment -89.3 79.6 88.3 97.9 105.7 113. 7 118.2 121. 2

Fixed investment -101.0 98. 5 96. 1 97.8 102.9 108.3 112.5 115.6

Nonresidential -83.8 '81.0 77.8 77.2 79.7 83.0 86.2 88. 7



Structures --------------------------------- 25.2 23. 7 22. 5 21. 8 22. 3 23. 4 24. 3 25. 1
Producing durable equipment -------------------------------------------- 58.6 57.2 55.4 55.4 57.4 59.7 61.9 63.6

Residential structures . 17.2 17.5 18.2 20.6 23.2 25.2 26.4 26.9
Nonfarm .- - - ---------------- 17.0 17.1 17.8 20.2 22.8 24.8 26.0 26.5

Change in business inventories . -11. 7 18.8 -7. 7 0 2.8 5.5 5.6 5. 6

Net exports of goods and services 11.6 11.0 9.6 9.2 9. 5 9.7 9.7 9.4
Exports.-------------------------------------------------------------------------- 66.5 61.7 60. 6 59.1 60.6 62.4 64.1 65.3
Imports.54.9 50.7 51.0 50.6 51.1 52.6 54.4 56.0

Government purchases of gooads and services.--------------------------------------------- 147.6 49.4 149.6 149.1 150.9 151.1 151.6 151.7
Federal.---------------------0-7-------------------------------------------------- 57.4 58.5 58.5 58.6 59.2 59.1 59.2 59.1
State and local.90.2 90.9 91.1 91.0 91.7 92.0 92.3 92.6

Gross national produdect price deflator (1958=100) -----------------------------------------. 181.6 83.9 186.5 189.2 192.0 194.9 198.2 202.0
Industrial Wholesale prices (19675 100). -------------------------------------------------- 168.3 70.2 172.2 114.4 176.9 179.4 182.2 185.1
Consumer Price Index (1967=100).157.0 59.5 162.1 164.8 167.2 169.9 172.8 175.8

Gross national product . 1,416.6 1, 133.4 1,481.7 1, 530. 3 1,583.2 1,634.9 1, 681.4 1,729.5

Less:
Depreciation (CCA) 125.2 27.4 129.8 132.0 134.3 136.8 139.7 142.6
Indirect business taxes 132.2 35.2 140.8 146.1 154.9 158.7 164.7 169.0
Business transfers.5.4 5.5 5.5 5.6 5.7 5.8 5.8 5.9
Statistical discrepancy 1. 6 1. 6 5.0 5.0 5.0 5. 0 5. 0 5-.0

Plus subsidies less surplus .. -1. 6 1.9 -1.9 -1.7 -2.0 -2.0 -1.7 -1.3

Equals national income - 1,150.7 1, 161.7 1,198. 7 1, 239.9 1, 281.3 1, 326.6 1,364.5 1, 405. 7

Less:
Corporation profits and IVA.----------------------------- 94.2 91.2 105. 8 118.8 130.1 141.5 146.2 150.4
Contributions for social security .. 104.6 105.4 106.8 108.5 112.7 114.8 117.0 119.2

Plus:
Government transfers .-- 158.7 171.2 175.5 177. 8 181. 6 184.1 191.3 195.
Interest paid.-- - - - - - - - - - - - - - - - -- - - - - - - - - - - - - - - - - - 43.7 45.0 47.0 48.8 50.2 51. 1 52.1 52.9
Dividends 33.8 33.9 33.9 34.2 34.7 35.4 36.1 36.9

Business transfers -- ------------------------------------ .. 9

Equals personal income 1,193.4 1,220.8 1,247.9 1,278.9 18 1,3 1,203 2 210, 6
Less personal income taxes -- . 4---------- 2.0 177.0 182.8 185. 2 193.0 183.4 1,216.5
Equals disposable personal income.1,015.5 1, 78.8 1,071.0 1, 096. 1 1,125.6 1,153.7 1,1

Savings ratio (percent of disposable income) .7------------------ .76 10.7 7.6 7.6 7.7 7.7 7.9 8. 1
Consumption ratio (percent).89.9 87.0 90.0 90.1 89.9 89.9 89.8 89.6

Private annual earnings (thousands of dollars) . 9.21 9.33 9.50 9.67 9.85 10.03 10.21 10.4
Private hourly earnings (dollars).4.92 4.98 5.06 5.14 5.22 5.31 5.40 5.50



CASE 11.-BASE CASE INCIUDING ASSUMED ENERGY POLICY CHANGES-CONTINUED

75.1 75.2 75.3 75.4 76.1 76.2 76.3 76.4

Private output per man-hour (1958=100)-- -- 150.6 151.3 153.2 154.9 156.4 157.6 158.0 158. 51
Unit labor cost (1958= 100) -- 176.1 177.9 178.2 179.2 180.5 182.6 185.7 189. 3
Civilian labor force (millions) -- 91.8 92.5 92.7 92.8 93.0 93.2 93.6 94. 0
Civilian employment (millions) -- 84.1 84. 3 84.4 84.7 85. 2 85.7 86.3 86. 8
Unemployment rate (percent of labor force) - - 8.4 8.9 9.0 8.8 8.4 8.1 7. 8 7. 7
National income 1,150. 7 1,161. 7 1,198. 7 1, 239.9 1, 281. 3 1, 326. 6 1, 364. 5 1, 405. 7

Compensation of employees.- 875.6 885.5 903.9 927. 5 952.5 978.1 1, 004.6 1, 033. 7

Wages and salaries 765.1 773.1 788.7 809.3 829.9 852.1 875.1 900.7
Private -- 597.4 602.0 615.4 631.0 648.8 667.9 687.4 706.6
Military------------------------------------- 22. 0 21. 9 21. 9 23. 4 23. 6 23. 7 23. 9 25. 3
Civilian government- ------------------------------------ 145. 7 149. 2 151. 3 154. 9 157. 6 160. 5 163. 8 168.7

Supplements -- 110. 5 112.4 115.2 118.2 122.6 126.0 129.5 133.0

Rent, interest, proprietors income --- 180. 8 185.0 189. 0 193.6 198.8 207.0 213.8 221.6

Corporate profits plus IVA -94.2 91. 2 105. 8 118.8 130. 1 141. 5 146. 2 150. 4 CO

Profits before tax -101.2 99.1 113.2 127.1 140.9 152.6 159.5 164. 2

Profits tax liability --- 39.0 38. 2 43. 7 49.0 53. 1 57. 5 60. 1 61. 9
Profits after tax- - - 62.2 60.9 69.5 78.0 87.8 95. 1 99.4 102. 3

Dividends -33. 8 33.9 33. 9 34. 2 34.7 35. 4 36. 1 36.9
Undistributed profits -28.4 27.0 35.6 43.8 53.0 59.7 63.2 65.5

Inventory valuation adjustment -- ---- ----- -7. 0 -7. 9 -7. 4 -8. 2 -10. 8 -11. 1 -13. 3 -13. 8

Memo: New orders, machinery, and equipment -- 118.3 122.9 124.3 132.2 140.5 147.2 152.9 158.6

Federal Government:
Receipts -284.1 247.7 288.6 299.7 310.5 322.0 336.7 345. 5
Expenditures -338.5 355.3 363.6 372.7 383.2 390.2 402.3 413.2

Surplus or deficit -- 54. 4 -107. 6 -75.1 -73. 0 -72. 7 -68.1 -65. 6 -67. 7

State and local governments:
Receipts -219.8 225.4 233.7 242.3 254.2 263.0 271.0 -- 279.1
Expenditures -221. 5 227. 6 233. 2 238. 4 245. 0 250. 8 257. 0 263. 3

Surplus or deficit -- 1.6 -2.2 .5 3.9 9. 2 12. 3 14. 0 15. 8
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CASE 11.-BASE CASE INCLUDING ASSUMED ENERGY POLICY CHANGES-Continued

Percent growth (annual rates) 72. 0 73. 0 74. 0 75.0 76.0

Gross national product:
Current dollars- 9. 8
1958 prices- 6 2
Price deflator.- 3.4

Industrial wholesale prices 3. 4
Consumer price Index 3.3

Private:
Hourly earnings .. 5. 3
Annual earnings . . .5. 8
Workweek ..- 5

Productivity ... 3. 5
Unit labor cost . .. 3.1
Civilian:

Labor force ... 2. 8
Employment ... 3. 2
Unemployment (percent of labor force) . .5. 6

New orders, machinery, and equipment . .16. 0
Corporate profits before taxes -- 18. 6
Business fixed investment ---- - 11.7

Nonresidential structures -- 8.4
Producers durable equipment -- - - - - - - 13.6

Inventory investment (billions of dollars). 8.6

Residential construction -. .26. 0
Disposable personal income . .- - - 7.5
Consumption 9.3

Durable goods -- 14. 0
Nondurable goods ---- -------- ------- 7. 6
Services -- 9.2

Savings ratio (percent of disposable income) 6.6
Net expcrts (billions of dollars). -6. 0

Federal Government ---- 7. 4
Defense spending .5.1

State and local government 10.4

11. 8 7. 9 4. 9
5. 9 -2. 1 -3. 7
5.6 10.3 8.8
6.8 22.2 11.3
6.2 11.0 8.9

13.1
6.5
6.2
5.6
6. 6

6.5 8.4 7.8 6.7
6.5 7.4 6.7 7.4
0 -1.0 -1.0 .6
2.6 -2.7 -.2 3.4
6.3 10.9 7.7 3.8

2.5 2.7 1.5 1. 1
3.4 1.9 -1.8 1.9
4.9 5.6 7.8 8.0

21.6 11.7 -10.0
23.7 24.7 -21.7
17.1 9.1 -3.7
14.3 10.7 -4.5
18.6 8.2 -3.2
15.3 14.3 -16. 6

20.4
40.1
12.1
9.1

13.7
8.9

6.2 -19.7 -16.0 47.4
12.6 8.4 8.7 9.8
10.5 8.9 8.4 10.5
10.0 -2.1 3.3 14.8
12.8 12.5 8.7 8.4
8.4 9.5 10.0 11.3
8.3 7.9 8.3 7.8
4.0 2.1 6.9 4.2

1.6 9.7 11.5 10.1
-. 5 5.8 9.8 8.6
12.6 13.3 10.1 9.5



CASE 111.-MAY 30 ADMINISTRATION BUDGET CASE EXCLUDING ENERGY POLICY CHANGES

75.1 75.2 75.3 75.4 76.1 76.2 76.3 76.4

Gross national product, current -- $1, 416.6 $1,433.4 $1, 480.4 $1, 523.2 $1, 559.4 $1, 599.9 $1, 640.9 $1,685.9

Personal consumption expenditures . 913.22 938.1 983.2 986.1 1,001.7 1,022.3 1,044. 0 1,068. 0
Dorable goods.------------------------------- 124.9 130. 0 135. 3 137. 2 138.9 143.2 147. 0 152. 0
Nondura ble goods. , 398.8 408.5 417.8 426.3 431.2 436.6 443.8 451.8
Sorvic.es -389.5 399.6 410.1 422.6 431.6 442.5 453.2 464.2

Gross private comestic investment 163.0 147.3 166.2 185.3 200.1 214.8 225.3 234.2

Fixed investment . 182.2 181.1 179.8 185.8 197.3 209.3 219.3 227.6

Nonresidential 147.0 144.6 141.3 141.7 141.1 154.0 160.7 166.7
Structures.---- ------------ ---- -- -- ---- - -- - 52.8 50.2 48. 3 47.6 49.4 52.3 55.0 57. 3
Producer corabi equipment.94. 2 99.4 93.0 94.1 97.7 101.7 105.7 109.4

Residential structures --------------------------------- 35.2 36.5 38.5 44.1 50.1 55.3 58.6 60.9
Nonf arm -.-.-.-.-.-.-.-.-.-.-.-.----- -34.8 35.7 37.7 43.3 49.-3 54.4 57.7 60.0

C.0

Change in business inventories . -19. 2 -33. 8 -13. 6 -. 5 2.8 5.5 6. 0 6.6 11

Net exports of goods and services .3--- 3. 8 9.2 6.4 3. 5 4. 8 5. 7 6.1 4 6.1
Exports 142.2 130. 130. 0 130. 134. 140. 5 147.5 153.6
Imports.133.4 121.7 123.6 126.5 129.2 134.8 141.-1 147.

Government purchases of goods and services.- 331.6 338.8 344.6 348.3 352.8 357.1 365.3 377.5

Federal 126.5 128.6 130.7 133.9 135.9 137.2 140.0 146. 9
National defense ---- ---- -- .- -- -- --- 84.7 85. 4 86.7 89.3 90.0 90.9 92.3 97. 1
Other.41.8 43.2 44.0 44.6 4S.9 46.3 47.7 49.8

State and local 205.1 210.2 213.9 214.4 216.9 219.9 225.3 230.6

Gross national product, 1958 prices .780.0 779.4 793.9 806.6 814.4 824.4 833.4 841.6

Personal consumption expenditures 531.5 539.6 546.6 551.7 553.3 557.6 561.8 566.7
Durable goods. 95. 2 97. 5 100. 5 99.9 100. 0 101. 6 102.9 104. 7
Nondurable goods.222. 5 229-223---------------------------------- 222. 225.9 227.9 230.6 2311 238 2329 23
Services.213.7 216.2 218.2 221.2 222.2 224.2 226.0 227.9

Gross private domestic investment 89.3 79.6 88.2 97.4 103.7 109.7 113.4 116.3

Fixed investment . 101.0 98. 5 96.0 97.6 102.1 106.6 110.1 112.8



Nonresidential - 83. 8
Structures-25.2
Producing durable equipment-58.6

Residential structures -17.2
Nonfarm -17. 0

Change in business inventories -- 11.7 -

Net exports of goods and services -11. 6
Exports - 66. 5
Imports-54.9

Government purchases of goods and services -147.6
Federal-57.4
State and local -90.2

Gross national product price deflator (1958=100) -181.6
Industrial Wholesale Prices (1967=100) -168.3
Consumer Price Index (1967= bOO)-157.0

Gross national product -1, 416.6 1,

Less:
De preciation (CCA) - 125.2
Indirect business taxes -132.2
Business transfers - 5. 4
Statistical discrepancy -1. 6

Plus subsidies less surplus -- 1. 6

Equals national income - 1,150.7

Less:
Corporate profits and IVA -94.2
Contribution for social security -104.6

81.0 77.8 77.1 79.1 81.6 84.0 86.0
23.7 22.5 21.8 22.3 23.2 24.0 24.6
57.2 55.3 55.3 56.8 58.4 60.0 61.4

17.5 18.2 20.5 23.0 25.0 26.1 26.7
17.1 17.8 20.1 22.6 24.6 25.7 26.3

18.8 -7.8 -.3 1.6 3.1 3.3 3.6

11. 0 9. 6 9.3 9. 9 10.4 10. 8 10. 8
61L7 60.6 59.8 60.7 62.6 64.5 65.9
50.7 51.0 50.5 50.8 52.1 53.7 55.1

49. 4 149.5 148.3 147.6 146.7 147.4 147.7
58.5 58.5 58.7 58.6 58.3 58.5 58.6
90.9 91.0 89.6 89.0 88.4 88.8 89.1

83.9 186. 5 188. 8 191. 5 194.1 196.9 200.3
70. 2 172. 1 174.2 176.2 178.3 180.4 182.5
59. 5 162.1 164.8 167. 1 169.5 172.0 174. 7

433.4 1,480.4 1,523.2 1,559.4 1,599.9 1,640.9 1,685.9

127. 4 129.8 132.0 134.2 136.7 139.5 142.3 A
.35.2 140.6 145.0 149.3 152.3 156.6 160.2

5.5 5. 5 5.6 5.7 5.8 5.8 5.9
1. 6 5. 0 5.0 5. 0 5.0 S.0 5. 0

-1t 9 -1. 9 -1. 7 -2. 0 -2. 0 -1. 7 -1. 3

161.7 1, 197.5 1, 233. 9 1,263.2 1,298.0 1,332.3 1, 371. 2

91.2 105.0 116.1 120.4 126.5 131.3 135.0
105.4 106.8 108.4 112.2 114.0 115.9 117.7

Plus: 11 8.5 12
Government transfers - 158.7 171. 2 172.3 174.0 118. 1811 18995 192.0

Interest psid-~~~~~~~~~~~~~~~~~~~~~-- 43.7 45. 0 47. 0 48. 7 50. 0 50. 6 51. 2 51. 6
Interest paid -33.-339-3.--4.--344-3-------------------------------------- 338 33.9 33.9 34.1 34.4 34.8 35.2 35.7
D ividends -- -- -- -- -- -- -- -- - -- -- -- -- -- -- -- - -- -- -- -- -- -- -- - 5. 8 5.9

Business transfers-5 4 s* 5 5. 6 5.7 5. 8

Equals personal income1, 193. 4 1 220.8 1, 244. 4 1, 271.9 1, 299. 6 1, 329. 1, 366. 8 1, 463. 7

Less personal income lanes--.----------------------------- 178. 0 142.0 176.9 182. 2 196. 1 204. 5 214. 3 21.
Equals disposable personal ine t em 1,015.5 1 078. 8 1, 067. 5 1, 089. 6 1, 103. 5 1,125. 4 1,152. 6 1,182. 0

Savings ratio (percent of disposable income)-7.6 10.7 7.4 7.81 6. 8 6.8 7.0 7.3

Consumption ratio (percent)-89.9 87.0 90.2 90.5 90.8 90.8 90.6 90.4



CASE 111.-MAY 30 ADMINISTRATION BUDGET CASE EXCLUDING ENERGY POLICY CHANGES-Continued

75.1 75.2 75.3 75.4 76.1 76.2 76.3 76.4

Private annual earnings (thousands of dollars) - - -9.21 9.33 9.50 9.67 9.84 10.01 10.18 10.35
Private hourly earnings (dollars) 4.92 4.98 5.06 5.14 5.23 5.30 5.39 5. 48
Private output per man-hour (1958=100) - - - ---- 150.6 151.3 153. 2 154.6 155.3 156.0 156.6 157. 4
Unit labor cost (1958= 100) - - -176. 1 177.9 178.3 179.5 182.1 184.4 186.9 189.8
Civilian labor force (millions) --- - -91. 8 92. 5 92. 7 92. 8 93. 0 93. 2 93. 6 94. 0
Civilian employment (millions) --- 84. 1 84. 3 84. 4 84. 6 84. 9 85. 2 85. 6 86. 0
Unemployment rate (percent of labor force) - - -8.4 8.9 9.0 8.8 8.7 8.6 8.5 8. 6

National income -- 1, 150. 7 1,161. 7 1,197. 5 1, 233. 9 1, 263. 2 1, 298.0 1, 332. 3 1, 371. 2

Compensation of employees -- 875.6 885. 5 903. 7 924. 9 946. 4 968. 1 991. 0 1, 018. 6

Wages and salaries -765. 1 773.1 788.5 806.8 824.2 842.8 862. 5 886. 9
Private -597.4 602.0 615.3 630.3 645.6 661.7 678.3 694. 9
Military -22.0 21.9 21.9 22.6 22.8 22.9 23. 1 25. 3
Civilian government -145.7 149.2 151.3 153. 9 155.9 158.2 161. 1 166. 7

Supplements --------------------------------------- 110.5 112.4 115.2 118.2 122.2 125.3 128.5 131.6

Rent, interest, proprietors income -180.8 185.0 188.8 192.8 196.5 203.5 210.0 217.6 co

Corporate profits plus VA - - -94.2 91.2 105.0 116.1 120.4 126.5 131.3 135. 0

Profits beforetax -101.2 99.1 112.3 123.8 129.9 136.2 142.8 146.5

Profits taxI iability -39.0 38. 2 43. 4 47. 8 51. 8 54. 3 57. 0 58. 5
Profits after tax -62.2 60.9 69. 0 76. 0 78. 1 81.9 85. 8 88. 0

Dividends -33.8 33.9 33.9 34.1 34.4 34.8 35.2 35. 7
Undistributed profits 28.4 27.0 35.1 41.8 43.7 47.1 50.6 52. 3

Inventory valuation adjustment --- 7. 0 -7. 9 -7. 3 -7. 6 -9. 5 -9. 7 -11. 5 -11. 5

Memo: New orders, machinery, and equipment -- 118.3 122.9 124.0 131.4 136.4 141.0 145.9 150. 5

Federal Government:
Receipts -284.1 247.7 288.2 297.1 316.4 326.6 339.6 347. 8
Expenditures -338.5 355.3 360.3 363.8 370.5 373.7 386.2 396. 4

Surplus or deficit - -54. 4 -107. 6 -72. 0 -66. 6 -54.1 -47.1 -46. 6 -48. 6

State and local governments:
Receipts -219.8 225.4 233.2 238.5 245.2 250.6 257.3 264. 1
Expenditures - 221. 5 227. 6 232. 9 235. 0 238. 4 241.9 247. 6 253. 2

Surplus or deficit -- 1. 6 -2. 2 .3 3. 5 6. 8 8. 7 9. 8 10. 9



197

CASE 111.-MAY 30 ADMINISTRATION BUDGET CASE EXCLUDING ENERGY POLICY CHANGES-Continued

Percent growth (annual rates) -72.0 73.0 74.0 75.0 76.0

Gross national product:
Current dollars -9.8 11.8 7.9 4.7 10.8
1958 prices -6.2 5.9 -2.1 -3. 8 4.9
Price deflator -3.4 5. 6 10. 3 8. 8 5. 7

Industrial wholesale prices - - -3.4 6.8 22.2 11.3 4. 8
Consumer price index - - -3.3 6.2 11.0 8.9 6.2

Private:
Hourly earnings -5.3 6.5 8.4 7.8 6. 5
Annual earmnngs -5.8 6. 5 7.4 6. 7 7.1
Workweek ------------------------------- .5 0 -1.0 -1.0 .5

Productivity - - -3. 5 2.6 -2. 7 -. 3 2. 5
Unit labor cost - - -3. 1 6.3 10. 9 7. 8 4. 4
Civilian:

Labor force -2.8 2.5 2.7 1.5 1.1
Employment -3.2 3.4 1.9 -1. 9 1. 2
Unemployment (percent of labor force) -5. 6 4.9 5.6 8. 8 8. 6

New orders, machinery, and equipment - - -16.0 21.6 11.7 -10. 2 15. 5
Corporate profits before taxes - - -18. 6 23.7 14.7 -22. 5 27. 3
Business fixed investment - - -11.7 17.1 9.1 -3. 7 9. 4

Nonresidential structures - - -8.4 14. 3 10. 7 -4. 5 7. 6
Producers durable equipment- 13.6 18. 6 8. 2 -3. 3 10. 4

I nventory investment (billions of dollars) - - -8.6 15.3 14.3 -16. 8 5. 2

Residential construction - - -26.0 6. 2 -19. 7 -16. 0 45. 7
Disposable personal income - - -7.5 12.6 8.4 8.5 7. 3
Consumption - - -9.3 10. 5 8.9 8.4 8. 8

Durable goods . - - --- 14.0 10. 0 -2. 1 3. 4 10. 2
Nondurable goods - - -7. 6 12. 8 12. 5 8. 6 6. 8
Services - - - - - - - - - - - - - - - - - - - - - - - - - - -- 9. 2 B.4 9. 5 9.9 10. 5

Savings ratio (percent of disposable income)- -- 6.6 8.3 7. 9 8.2 170
Net exports (billions of dollars) - - -- 6. 0 4. 0 2.1 7.0 5. 8

-FedwalGove.i.me . .4-7 1.-97 ~ fl.2 7. 8
Defense spending -5. 1 -.5 5.8 9.9 7. 0

State and local government -10. 4 12.6 13.3 9. 7 5. 8



CASE IV.-MORE STIMULATIVE FISCAL POLICY CASE EXCLUDING ENERGY POLICY CHANGES

75.1 75.2 75.3 75.4 76.1 76.2 76.3 76. 4

Gross national product, current --------- ------- ,-- ------ $1, 416.6 $1, 433.4 $1, 481.7 $1, 530.4 $1, 585.4 $1, 637.8 $1, 685.5 $1, 732. 6
Personal consomption espenditores ---------------------------- 913. 2 938. 1 964. 0 987. 3 1, 014. 4 1, 038. 8 1, 064. 0 1, 091. 0Dorable goods ------------ _---------------------- 124. 9 130. 0 135.4 136. 8 144. 4 150. 3 155. 8 161. 8Nondorable goodo .-- 398. 8 408. 5 418.2 427. 1 435. 3 442.2 450.7 460.1Services-------------------------------------------------------------------------- 389. 5 399. 6 410. 5 423. 3 434. 7 446. 3 457. 5 469. 2
Gross private domestic investment -163.0 147. 3 166.5 186.4 205.2 225.1 238.5 248. 5

Fixed investment -182.2 181. 1 179.9 186.2 199.4 213.9 226.4 236. 3
Nonresidential --------------------------------- 147. 0 144. 6 141. 3 141. 9 148. 7 157. 7 166. 8 174. 9Structures -52.8 50. 2 48. 3 47. 6 49. 4 52.6 55.8 58. 7Producer durable equipment -94.2 94.4 93.0 94.3 99. 2 105. 0 111. 0 116. 2
Residential structures - ------------------------------------- 35.2 36.5 38.6 44.2 50.7 56. 3 59.36 61.4Nonfarm -34.8 35.7 37.8 43.4 49.9 55. 4 58. 8 60.5 5

Change in business inventories -- 19. 2 -33. 8 -13. 4 .2 5.8 11.2 12.1 12. 2
Net exports of goods and services -8. 8 9. 2 6. 4 3. 3 4. 0 3. 9 3. 6 2. 5Exports -------------------------------------- 142. 2 138. 9 130. 0 130. 0 134. 0 140. 5 147. 5 153.6Imports- - 133. 4 121. 7 123. 6 126. 7 130.0 136. 6 143.9 151. 1
Government purchases of goods and services -331.6 338.8 344.8 353.5 361.9 370.0 379.3 390.5

Federal -126.5 128.6 130.6 135.7 139.2 142.0 145.5 150.6National defense - ------------------------------------------------- 84.7 85.4 86.2 89.4 90.6 91. 8 93.2 96.7Other--------------------------------------------------------41.8 43.2 44.4 46.3 48.6 50.2 52.3 53.9
State and local -205.1 210.2 214.2 217.8 222.7 228.0 233.9 239.9
See footnotes at end of table.

Gross national product, 1958 prices 780.0 779.4 794.6 809.2 828.0 844.2 856.4 865.9
Personal consumption expenditures -531.5 539.6 547.1 552.3 561.2 567.8 573.8 579.9Dsrable goads ----------------------------------- 95.2 97.5 180.5 99.6 103.9 106.7 108.9 111.3Nondurable goods -222.5 225.9 228.2 231.1 233.4 234.8 236.7 238.4Services - 213.7 216.2 218.4 221.6 223.9 226.2 228.2 230.2
Gross private domestic investment -89.3 79.6 88.3 98.0 106.5 115.3 120.5 123.7



Fixed investment -101.0 98. 5 96. 1 97:9 103. 3 109.1 113. 9 117.1

Nonresidential 83. 8 81. 0 77.8 77. 3 80.0 83. 7 87.4
Structures -25.2 23. 7 22. 5 21. 8 22. 3 23.4 24. 4
Producer durable equipment -58.6 57.2 55.4 55.5 57.7 60.4 63.0

Residential structures 17.2 17. 5 18.2 20.6 23.3 25.4 26.5
Nonfarm - 17.0 17. 1 17.8 20.2 22.9 25.0 26. 1

Change in business inventories -11.7 18 8 -7. 7 .1 3.3 6. 2 6. 6
Net exports of goods and services -11.6 11.0 9. 6 9.2 9. 5 9.7 9.7

Exports -66.5 61.7 60.6 59.8 60.7 62. 5 64.4
Imports - 54.9 50.7 51.0 50.6 51. 1 52.8 54.7

90. 3
25. 1
65. 1

26. 9
26. 5

6. 6

9. 3
65. 7
56. 4

Government purchases of goods and services 147. 6 149.4 149.6 149.7 150.8 151.4 152.5 153.0Federal - 57. 4 58. 5 58. 5 58. 7 59. 4 59.6 60. 1 60. 1
State and local 90. 2 90.9 91. 1 91.0 91. 4 91.8 92. 4 92.9

Gross national product price deflator (1958=100)----- ---------------------------------- 181.6 183.9 186.5 189.1 191.5 194.0 196.8 200.1
Industrial wholesale prices (1967=100) -168.3 170. 2 172. 1 174. 1 176.1 178.3 180.7 183.0
Consumer price index (1967=100) -157.0 159.5 162. 1 164.8 166.9 169.2 171. 7 174. 4
Gross national product -1 . , 416.6 1, 433.4 1, 481.7 1, 530.4 1, 585.4 1, 637. 8 1, 685. 5 1, 732. 6

Less:
Depreciation (CCA) .. 125. 2
Indirect business taxes -132. 2
Business transfers- 5. 4
Statistical discrepancy -1. 6

Plus subsidies less surplus -1. 6

Equals national income -1,150. 7

Less:
Corporate profits and ]VA -94. 2
Contributions for social security - 104. 6

Plus:
Government transfers -158. 7
Interest paid -43.7
Dividends - 33. 8
Business transfers -5. 4

Equals personal income -1,193.4
Less personal income taxes -178. 0
Equals disposable personal income - 1, 015.5

Savings ratio (percent of disposable income) -7.6
Consumption ratio (percent) - 89. 9

127.4 129.8 132.0 134.3 136.8 139.7 142.6
135.2 140.8 145. 1 141.1 154.8 159.6 163.7

5.5 5.5 5.6 5.7 5.8 5.8 5.9
1.6 5.0 5.0 5.0 5.0 5.0 5.0

-1.9 -1.9 -1.7 -2.0 -2.0 -1.7 -1.3

161.7 1,198.7 1,241.0 1,287.3 1,333.4 1,373.7 1,414.1

91.2 105.8 119.7 134.5 145.7 151.3 153.6
105.4 106.8 108.5 112.7 114.9 117.3 119.5

171.2 175.5 177.8 183.7 186.6 194.3 198.1
45.0 47.0 48.8 50.3 51.6 52.8 53.9
33.9 33.9 34.2 34.8 35.6 36.4 37.2
5.5 5.5 5.6 5.7 5.8 5.8 5.9

220.8 1,247.9 1, 279.2 1, 314.6 1,352.2 1, 394.5 1,436.0
142.0 177.0 182.8 178.7 186.5 195.6 203.0
078.8 1,071.0 1,096.3 1,135.9 1,165.7 1,198.8 1,233.0

10.7 7.6 7.6 8. 4 8.6 8.9 9.2
87.0 90.0 90. 1 89.3 89.1 88.8 88.5
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75.1 75.2 75.3 75.4 .76.1 76.2 76.3 76.4

Private:
Annual earnings (thousands of dollars) ------------------------ 9. 21 9. 33 9.50 9.67 9. 85 10. 02 10. 21 10.39Hourly earnings (dollars)------------------------------- 4.92 4.98 5.06 5.14 5.21 5.30 5.40 5.50
Output per man-hour (1958=100)- - 150.6 151.3 153.2 154.9 156.8 158.2 158. 9 159.4Unit labor cost (1958=100) -176.1 177.9 178.1 179.2 180.0 181.8 184.6 188.0Civilian:
Labor force (millions) -9. 18 92.5 92.7 92.8 93.0 93.2 93.6 94.0Employment (millions) 84.1 84.3 84.4 84.7 85.2 85.8 86.5 87.1Unemployment rate (percent of labor force) 8.4 8. 9 9.0 8. 8 8.4 7. 9 7.6 7.4National income 1,150. 7 1,161. 7 1,198. 7 1, 241. 0 1, 287. 3 1,333.4 1,373.7 1, 414. 1

Compensation of employees 875.6 885.5 903.9 927.5 953.3 979.9 1,007.7 1, 038. 0
Wages and salaries .765.1 773.1 788.7 809.3 830.7 853.8 877.9 904.7Private_.----------------------------------- 507.4 602.0 615.4 631.0 649.5 668.6 690.2 710.6

Military -- 22. 0 21. 9 21.9 23.4 23. 6 23.7 23.9 25. 3Civilian government ---.--- ----- 14n. 7 149. 2 151. 3 154. 9 157. 6 160. 5 163. 8 168. 7Supplements --- ----- 110.5 112.4 115.2 118.2 122.6 126. 2 129.8 133.4
Rent, interest, proprietors income 180.8 185.0 189.0 193.7 199.5 207.7 214.8 222.5
Corporate profits plus IVA 94.2 91.2 105.8 119.7 134.5 145.7 151.3 153.6

Profits before tax. 101.2 99.1 113.1 127.4 143.7 156.0 163.4 165.8
Profits tax liability 39. 0 38. 2 43. 7 49. 2 52. 4 56.9 59. 7 60. 5Prohits after tan - ------------- ---------------- 62.2 60.9 69.5 78.2 91. 2 99.0 103.8 105.3Dividends.-- -- --------- --- ----- --- - --- --- -- 33.8 33.9 33.9 34.2 34.8 35.6 36.4 37.2

Undistributed profits.28.4 27.0 35.5 44.0 56.4 63.4 67.4 68.1
Inventory valuation adjustment - -7.0 -7.9 -7.3 -7.6 -9.2 -10.2 -12.2 -12.2

Memo: New orders, machinery, and equipment ----.-- --- 118.3 122.9 124.2 132.3 142.0 149.0 155.2 160.5
Federal Government:

Receipts..---- --- -- ------ -- --- - ---- ---------- -- 284.1 247.7 288.6 208.9 299.1 310.6 323.2 331. 1
Expenditures.. ---------------------------------- 338.5 355.3 363.6 372.7 384.6 392.8 406.3 417.4Surplus or deficit..------------------------------- -54. 4 -107. 6 -75. 1 -73. 8 -85. 4 -82. 2 -81.2 -86. 3

State and local government:
Receipts --------------------------------------------------------------- 219.8 225.4 233.7 242.3 253.9 262.7 270.7 278.8Expenditures . 221.5 227.6 233.2 238.4 244.2 250.0 256.2 262.5Surplus or deficit. -1. 6 -2. 2 .5 3.9 9. 6 12.7 14. 6 16. 2
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CASE IV.-MORE STIMULATIVE FISCAL POLICY CASE EXCLUDING ENERGY POLICY CHANGES-Continued

Percent growth (annual rates) 72.0 73.0 74.0 75.0 76.0

Gross national product:
Current dollars--------------------------9.8 11.8 7.9 4.9 13.3
1958 pricens - --- 6.2 5. 9 -2. 1 -3. 7 7. 3
Price deflator --------------------------- 3.4 5. 6 10. 3 8.8 5. 6

Industrial wholesale prices- 3.4 6.8 22 2 11. 3 4 9
Consumer price index -3.3 6.2 11.0 8.9 6.0

Private:
Hourly earnings -5.3 6. 5 8.4 7. 8 6. 6
Annual earnings -5.8 6. 5 7. 4 6. 7 7. 3
Workweek- 5 0 -1.0 -1. 7

Productivity -3.5 2.6 -2. 7 -. 2 3. 8
Unit labor cost ------------. 3.1 6.3 10.9 7.7 3. 2
Civilian: Labor force -2.8 2.5 2.7 1.5 1.1

Employment -3.2 3.4 1.9 -1.8 2. 1
Unemployment (percent of labor force) -5.6 4.9 5.6 8.7 7 8

New orders, machinery, and equipment -16.0 21.6 11.7 -10. 0 21. 9
Corporate profits before taxes -18. 6 23.7 14.7 -21. 7 42. 7
Business hxed investment -11.7 17.1 9.1 -3. 7 12. 7

Nonresidential structures- 8. 4 14.3 10. 7 -4. 5 8. 9
Producers durable equipment -13.6 18.6 8.2 -3. 2 14. 8

Inventory investment (billions of dollars)- 8.6 15.3 14.3 -16.5 10.3
Residential construction 26.0 6.2 -19. 7 -15. 9 47. 6
Disposable personal income- 7. 5 12.6 8. 4 8. 7 11.1
Consumption -9. 3 10.5 8.9 8.4 10. 7

Durable gods -14. 0 10.0 -2. 1 3. 3 16. 2
Nondura le goods -7. 6 12.8 12. 5 8.7 8.2
Services -9.2 8.4 9.5 10.0 11.4

Savings ratio (percent of disposable income) -6.6 8.3 7.9 8.3 8. 8
Net exports (oillions of dollars) -- 6. 0 4.0 2.1 6.9 3. 5

Federal-Govermen-- .------------------------------------- 1.6 97 11.5 1D.7
Defense spending -5. 1 -. 5 5.8 9.8 7. 7

State and local governments -10.4 12.6 13.3 10. 1 9. 1

Chairman HuIMPHREY. We will listen now to Mr. Klein, of the
Wharton School of Finance, and I believe, Mr. Klein, that we asked
you to give us some picture of the outlook for the world economy, as
well as the domestic economy. I know that you follow the world econ-
omy very closely, and you are the leading developer of the link model,
which attempts to link together forecasts for the major countries, so
we will pick up on the note that Mr. Karchere just left, and we will
come to you.

STATEMENT OF LAWRENCE R. KLEIN, BENJAMIN FRANKLIN
PROFESSOR OF ECONOMICS, UNIVERSITY OF PENNSYLVANIA

Mr. KLEIN. Thank you, Senator Humphrey.
As you indicated, I am going to concentrate on the international

aspects, both from the point of view of the world economy and its
impact on the United States. I would say that I think I can agree
quite heartily with what Mr. Karchere has given in his analysis of
the domestic picture. The Wharton forecast might disagree on little
points here and there, shaving one index point or one growth rate
point here and there, but by and large, I find his analysis quite com-
patible with ours.

The Wharton econometric model forecast for the American econ-
omy in the months ahead estimates a steady, moderate path of recov-
ery. The rate of expansion should, by the end of the year, be well
above the long-term normal growth rate of this economy. But it will
not be vigorous enough to bring down the unemployment rate to
acceptable levels. And certainly I would be thinking in terms of
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getting back in the near term to figures that we would call 4 or 5
percent for unemployment. Nor will it be vigorous enough to correct
the strong deficit position of the Federal Government for some years
to come.

This recovery pattern, following administration policies and tar-
gets, should take place in an environment in which there is greatly
reduced inflationary pressure, in comparison with the immediate past,
and a great deal of industrial slack.

The Wharton index of industrial capacity utilization presently
stands at about 77 percent, and the rate of inflation accompanying
it at about 5 to 6 percent does not appear likely to accelerate greatly
until the recovery begins to put pressure once more on available
capacity. According to my calculations, this should not occur before
late 1977 or 1978, and I would say that there is comfortable room for
expansion.

One reason why the recovery appears to be proceeding at a moder-
ate pace is that many customary sources of strength in such cyclical
phases are held in restraint today, for a wide variety of reasons.
These areas are residential construction, automotive production, and
business fixed capital formation. These areas will not necessarily be
under restraint at all times, but they will be at least for the short run.

I would like to address my remaining remarks today to another
area where some of the dynamism of recovery might lie. This is in
the area of external economic relations in the United States. It is well
known that we are in the grip of worldwide recession not limited to
the United States, and that, while the domestic economy has undoubt-
edly just changed course, we cannot find such definite signs vet in the
world economy. This country, and our main trading partners, have
been and are in, the first synchronized world recession since 1957-58,
and this synchronization contributed to the worsening of the situa-
tion. By the same token, synchronized recovery would do much for
the whole Western world and Japan.

Just to give a brief sketch of the world economic situation as it
exists and the likely prospects for each main bloc, let me subdivide
the nations of the world into groupings of countries as follows: First,
Western Europe, North America, and Japan. They are generally
bothered with inflation, low growth, falling real output, rising unem-
ployment, tight credit, and poor trade performance.

Second: socialist countries in eastern Europe, U.S.S.R., and China.
They are having quite favorable economic prospects, except, of course,
for possible bad harvests in the U.S.S.R. The Soviet Union and
eastern European economies are growing at a rate believed to be in
excess of 6 percent per annum, and are not bothered by inflation to
the extent that the Western nations are.

The strong earnings of the Soviet Union from favorable markets
in oil, gas, armaments, gold and other basic commodities has enabled
them to keep imports at a high level and, oddly enough, to provide a
nice cushion for Western export sales in a sagging world market.

Third: developing countries with oil resources. Although oil pro-
duction has fallen in 1975, as a consequence of the world recession
and high oil prices, this group of developing countries is naturally
doing very well in terms of purchasing power of foreign earnings.
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The more diversified of these nations are also growing strongly in
many lines. As in the case of the Soviet Union, they provide substan-
tial export support for the industrial nations.

Fourth: the final grouping covers developing countries without oil
resources. These nations face the worst situation of all. Their export
markets are weak because of the world slump. Their fuel imports are
very expensive. Their purchases from the industrial nations reflect
the inflation of recent years. The prices of basic commodities other
than oil which are concentrated among the exports of these countries
have fallen sharply in the last 12 months. They are squeezed on both
sides.

In this economic environment, the outlook for our external trading
and exchange position is mixed. On the favorable side-and that
means favorable in terms of exports, from our viewpoint-there are
strong markets in socialist and OPEC countries. If our harvest re-
sults turn out to be as good as expected and the Soviet Union con-
tinues to order grain, it would boost a segment of our export trade
that has been sagging. This export sale would be considerably more
favorable than in 1972.

By that, I mean we have certainly learned a few lessons since that
experience. And, presumably, we can get some advantage from these
sales, in terms of a moderate gain in exports, without depleting our
stocks, as long as we are monitoring the situation, to the point where

it-sends-a-rea-spirahng-price--nerease-rnthe-gorai imarkets.
Chairman HUMPHREY. I just want to caution, at the moment that

is the point of sensitivity. It is the question of careful monitoring.
Mr. KLEIN. It needs a balance. I think it is a great opportunity.

There are two things at play. One is our export position, and the
other is our domestic inflation position. I think we should not look
at one to the disregard of the other, which is essentially what hap-
pened in 1972.

The net export position of the United States held firm in the past
quarter, but only because imports were cut back severely during the
recession. Both exports and imports fell sharply from the first to the
second quarter, with somewhat stronger price declines on the import
than on the export side.

The net export position of the United States may improve some
more during this year, but ought to begin deteriorating next year for
three important reasons. First, there is a strong possibility that we
shall experience another turn of the screw in oil prices. Our fuel
imports are now running at an annual rate of $25.6 billion. For every
10 percent OPEC price increase, we can expect to spend more than
an additional $2 billion in fuel imports. Unless this is offset in the
domestic economy through policy action, it might cost us another 100
to 200 basis points in the inflation rate.

While Mr. Karchere was talking about a sort of $1 a barrel in-
crease, the main calculation that we are now making in the Wharton
group is based on a $1.50 increase. And. of course, it could go up to
$2. This is something that we simply have to watch and cannot pin-
point with great accuracy.

Second: Apart from an increase in the country's import bill, as a
consequence of higher fuel prices, there tends to be a natural expan-
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sion associated with reviving activity at home. As we pull out of the
recession, imports should start to rise faster than exports.

Third: Exports to our main trading partners, apart from those to
socialist and OPEC countries, are experiencing resistance because of
the world recession.

Since I wrote this, I have been thinking about another reason that
I wanted to refer to later, and that is the upward drift in deprecia-
tion of the dollar. In many respects, that might look as though it is
quite welcome. The dollar is strong in the currency markets, but as
the dollar depreciates, our goods are going to become somewhat more
expensive. I think this is going to work to hold back our export
position a little bit. I do not think we should try to defeat this move-
ment, but it is something that we have to watch.

Chairman HUMrPHREY. Do you not think the dollar has been under-
priced?

Mr. KLEIN. Yes, it has been. The latest thinking in the Wharton
group in making up our new forecast is that the dollar could appre-
ciate another 5 to 10 percent.

Chairman HUMPHREY. We have actually been subsidizing exports
with the depreciated dollar?

Mr. KLEIN. Right. I agree. It will reflect back on our own position
if we can show great leadership in bringing the industrial nations
out of the slump. They are looking to us for a solid recovery.

The industrial nations showed great resiliency and stability in
coming through the oil embargo and OPEC pricing as well as they
have, but the other industrial nations, besides the United States, do
not appear to be as far along on their recovery path as we are. We
have much at stake in fostering the stability of the system, as well as
aiding our export customers. Therefore, it is imperative that we
exhibit a strong economy to the rest of the world immediately.

Two pivotal countries in the nonsocialist world economy are Ger-
many and Japan. Economic analysts following trends within those
two economies have marked down their prospects month by month,
much as we did in this country as the recession unfolded in 1974. By
now, they both show very close to zero growth in prospect for 1975,
with much better outlooks for 1976. There is every indication that we
shall be leaders, followed closely by Germany, Japan, Canada,
France, Australia and other countries in Western Europe.

Italy and the United Kingdom continue to tread a more uncertain
path, although Italy appears to have come through the crisis in far
better condition than was expected last year, it resulted in import
restrictions and rising unemployment. The growth prospects for Italy
do not appear to be as good as those for other countries in Western
Europe.

As for the United Kingdom, they must come through a deceleration
of inflation that has already taken place in most of the other indus-
trial countries, but not yet in Britain. Growth prospects there are
dull.

Chairman HuIP[FIREY. I would like to interrupt just a minute there.
No one has taken the time to explain to me or to any other Member
of the Congress that I know of just what the impact would be of a
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further decline in Britain of the pound, in terms of its currency, but

also of its production, and its general economy. We have been so

closelv tied with Britain over a long period of time.
Do deeper troubles for the United Kingdom have any direct bear-

ing upon us of any appreciable degree, and do they have any direct

bearing upon the Common Market countries?
Mr. KLEIN. Yes; they certainly do. Britain is a very big market

for the United States on both sides of the transaction, both as an

importer and as an exporter. And they play an important role in the

Western European economy.
I do not think that Britain is the key country now, but it would

certainly mean a lot to the whole OECD world and the whole West-

ern industrial world if Britain has further trouble. I think the only

thing that really has to come, as I have said in the statement, is that

Britain must come around on the price level and get in step with all

the other leading industrial countries. There has been a remarkable

decrease in the rate of inflation throughout the world, but the British
inflation just continues to go on and on.

Chairman HUMPHREY. It is 25 percent right now, is it not?
Mr. KLEIN. At least 25 percent. It may be very much a case of the

high rate of wage increases. Some kind of understanding between the

Government and trade union movements is going to have to be

reached, because the British exports cannot continue to survive in the

world-when-their-prices-are-going-ui atthatrate.
Chairman HUMPHREY. We will come back to that in a little while.
Mr. KLEIN. While, we cannot yet cite statistics of recovery in Ger-

many, Japan and other industrial countries we find evidence of mone-

tary and fiscal policies designed to stimulate the economy that ought

to have the same effect with short delay that such policies have had

in the United States.
Just as Mr. Karchere indicated that our massive fiscal input from

early this year is beginning to show up in our consumer statistics of

the second quarter, and hopefully, continuing, I think the same kinds

of stimuli in Germany and Japan and France and the other Western
countries will take hold according to the same line of analysis.

The rest of the world, however, is also looking to a strong economic
performance by the United States. We cannot rely on our export
position to give an added boost, although it is holding up well; so the

obvious alternative is to seek somewhat more powerful domestic

stimuli. In all this trade analysis, what are the prospects for our
capital position and the dollar exchange rate? The petrol deficit,

while formidable, is not proving to be overwhelming. This is partly
due to high imports in the OPEC countries, curtailed demand for oil
and reinvestment of oil revenues in our assets. Under these circum-
stances, the dollar should continue to gain strength in world markets.

Our problem will be to demonstrate leadership in real growth. It

means growth of real operations in the economy. The dollar should
benefit by this during the next year or two. If we can make some real
headway in expanding our own energy supplies, the strength of the

dollar should continue even beyond that brief horizon.

65-201 0 - 76 - 14
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Since you mentioned in the introduction, the international link
project, I will just comment that in the last 2 weeks, we have just
completed a new round of preliminary calculations, with that world
system. The indications are that the real volume of world trade,
which is one of the essential things that we monitor, is going to show
an extraordinarily low performance for 1975, just a little bit better
than zero growth, maybe between 1 or 2 percent growth. And that is
a statistic that in good years has been growing at 10 percent and even
more in some cases.

However, the general forecast for all of the major industrial coun-
tries and socialist countries, too, put together with our own, indicates
that there ought to be a substantial improvement in 1976 and even
carrying on into 1977.

It is not likely that world trade will start expanding above 10
percent again, in volume terms, but certainly it should get above 5
percent, between 5 and 10 percent.

Chairman HuMPHREY. In 1976?
Mr. KLEIN. It should improve in 1976 and improve again in 1977.
Chairman HUMPHREY. What would you attribute that to?
Mr. KLEIN. It is the general recovery that we are expecting in the

industrial nations. When the industrial nations went down their
whole trading pattern went down, and of course, some of the indus-
trial nations are fighting desperately hard for export markets in this
situation and that is holding things up. And as I stated earlier in my
presentation, there is a big cushion coming from the socialist coun-
tries and the OPEC countries which is a stimulus or at least a sup-
port to the export position.

Chairman HUMPHREY. In other words, the demands of those coun-
tries on the western countries is going to have a stimulating impact.
That is something that it would be well to have the American people
understand. I have a very simple rule about trade with the eastern
countries-I am willing to sell them anything they cannot shoot back.
I think that we have simply got to have some better understanding
of all of this. The amount of prejudice of our sales of anything to
the eastern European countries, particularly the Soviet Union, is
incredible.

I think it is important for people to understand that increasing
our sales to eastern European countries is one way we can help stim-
ulate our recovery.

I have always felt that if we could get their money to stimulate
our economy, it was better than using our money in deficit financing
to stimulate our economy.

I was at a question and answer session in one of the cities in my
State with top business and finance people. I am surprised at the
number of questions that were hostile to any kind of economic deal-
ings with eastern European countries.

Now, Mr. Synnott, I wanted to get you into the mood of this dis-
cussion and we welcome you here. As vice president and senior econ-
omist of the United States Trust Co. of New York City, you are very
familiar with that city's problems. Do you have anything to tell us
about New York City ? We would welcome that too.
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STATEMENT OF T. W. SYNNOTT III, VICE PRESIDENT AND SENIOR

ECONOMIST, UNITED STATES TRUST CO., NEW YORK, N.Y.

Mr. SYNNO'r. Senator Humphrey, I am most grateful to have the
opportunity to present our forecast.

After so much has been said this morning already on the shape of
the economic outlook, I would like to concentrate on perhaps a some-
what different perspective.

We are a large investment institution focusing on long-term capi-
tal markets, primarily. So I find myself, whenever discussions of
capacity come up, trying to say that there is another dimension of
capacity aside from labor and plant and materials; and that is the
capacity to provide long-term finance, which is something that is not
created by the Federal Reserve, but does stem from the flow of sav-
ings of individuals and the willingness of those individuals to assume
risks.

And one of the basic points in our outlook is that this capacity to
generate long-term finance has been severely damaged in the last few
years.

I am trying to address the important question that you posed of
how strong and sustained can this recovery be. And so, I am going to
try to look a little bit beyond 1976 on some critical points.

We do believe that this particular slump that now appears to be
-endin-,is-kfferentrom-previo-st-wr reeessins w-nst
mention some of the reasons for that, and in the time for questions,
we can discuss that in more detail. First of all, there has been a
dramatic and unprecedented change in the relative prices of many
basic commodities-oil prices and food prices are at the top of the
list. But the point extends to many other commodities as well.

This is also true with respect to prices for many consumer goods
and services, like electricity, especially relative to wages; and it is
unreasonable to think, with such changes in relative prices, that
things will go on in the same pattern that they have in the past.

Second, as I mentioned before, we have lost many of the usual
reserves of liquidity, of long-term financial capacity in the economy,
in the business sector and the banking sector and State and local
governments. There is enough news in the headlines to make us aware
of that every day. But even in the consumer sector, there has been a
loss of liquidity, a loss of ability to assume risk. This has set in
motion a strong, broad-based drive to rebuild liquidity, which we
think will dilute the momentum that Al Karchere referred to earlier
on the expansion side, or the real side. of the economy.

Larry Klein began to get into the important changes in the inter-
national sphere. I will lust say that we think there are some develop-
ments here, particularly with respect to the United Kingdom, that
pose substantial risks for the U.S. recovery itself, ncxt year in par-

ticular. And finally, I mentioned earlier the way in which high but
differing expectations on the part of business, labor, consumers,
foreign investors, and so on, increased the riskiness of long-term
investments in the minds of both the borrowers and lenders.
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Again, we have reduced our ability to finance the long-term capital
investment that really is required to build and sustain economic ex-
pansion. We would like to assume that some bold, new policies would
come forth, but we have had so much experience with bold policies
in the last 5 years that, as prudent bankers, we are not assuming, at
least in the short run, anything more than an extension of the kind
of, let us say, sensible groping toward solutions that has been going
on so far during the last year or so. This is consistent with the set of
policy assumptions that Mr. Karchere was referring to. There are some
additional specific ones I might just mention.

We are assuming no significant new Federal Government spending
programs in 1975-that is to say, that would really have an impact
on 1976, either. We expect the Federal budget deficit on a national
income accounts basis to be about $85 billion this calendar year, and
somewhere between $65 billion and $75 billion in calendar year 1976.

We are assuming, in our base forecast, a continuation of the present
$12 billion annual rate of reduction in income tax withholdings,
which includes the temporary tax reduction as far as the withholding
schedules are concerned, but not the tax rebate-the present schedules
contain a speed-up in the withholding reduction because of the desire
to reduce the taxes over an 8-month period, where the legislation was
for a 12-month reduction; that is kind of a technical point, but it
means a $1 or $2 billion reduction.

We believe that State and local governments will be pressed to
hold down spending this year, and that this pressure will continue
into 1976. As far as monetary policy is concerned, we are estimating
that Ml will increase about 8 percent during calendar year 1975, and
7 to 8 percent during calendar year 1976. The broadly defined money
supply, including large bank CD's, is likely to increase about 7 per-
cent in 1975, and 9 to 10 percent in 1976.

Chairman HUMPHREY. You apparently have not talked with Mr.
Burns lately.

Mr. SYNNOTT. Well, it is hard to gage the difference between 71/2
and 8 percent and so on. But we would definitely be looking at the
upper end of the range that he has been talking about.

Chairman HumPHREY. Yesterday, he said they would level off.
Mr. SYNN-oTT. Well, perhaps we should come to the implications

of that as we look at that scenario. But we are assuming continuing
caution on the part of the consumer, and believe that the savings rate
will average 9 percent over the second half of 1975, and almost at that
level in 1976.

As far as key commodity prices go, it would seem to have quite an
impact on consumers' expectations of inflation; and I think this is
where grain price movements enter more importantly than in actual
impact on food prices. We are assuming gradually decontrolled old
oil prices, and about a dollar a barrel increase in OPEC prices over
the average price level in the second quarter of 1975, there are various
price shadings that have gone on since.
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We are estimating not too much inflationary impact from these
oil price increases. We do expect farm product prices to go back down
to approximately the level and average that they were in mid-June.

Chairman HuMrPHREy. We are just talking about farm products?
Mr. SYNN-oTT. Yes. The figure that we are using specifically, Sen-

ator Humphrey, is the Bureau of Labor Statistics index of nine spot
commodity farm prices.

Chairman HUMPHREY. Well, keep an eye on that, because if in 10
days there is no rain in Iowa, southern Minnesota, and Indiana and
Illinois, that might change. I am not worried too much about wheat,
but we could have a major disaster in the corn crop unless we get
substantial moisture in the next 10 days.

Mr. SYNNOrr. This would have a significant impact.
Chairman HUMPHREY. You know, corn is the base feed for poultry,

hogs and cattle; and soybeans. We could have a very major disaster
unless something happens. This is what I keep arguing with Secre-
tary Butz about. He does not keep in touch with the weatherman.
This morning there is evidence of the cyclical weather patterns, par-
ticularly in the corn belt, that runs from 3 to 5 years every hundred
years, of substantially reduced rain. We are in one of those periods,
just like we were in the thirties.

I have been saying this to the Senate Committee on Agriculture
and Forestry. We do not get the impact in the winter wheat, because
_itis the July weathepr henomena.lliis is the same thing that hits
the Soviet Union. Much of the Ukraine, has the same kind of climatic
condition that we have in certain parts of the midwest.

I hope people will keep an eye on that. I hope and pray I am dead
wrong. But corn is key because everything in agriculture is related to
feed, what we call the corn-hog ratio. That is the central, pivotal
point of agricultural economics, which is seldom talked about in these
hallowed halls. We have a system a government where they talk agri-
culture over at the Department of Agriculture and do not tell any-
body else about it until it is all over.

Mr. SYNNorr. I am very glad you have made that point. We have
found it essential in our analysis of the economy, and what is going
on even in the stock market, to follow such prices on a weekly basis.
And we have been doing that now for the past 2 or 3 years. Hope-
fully, eventually we will be back in on environment in which prices
stop fluctuating to the extent that you do not have to do that.

Chairman HumnPHREy. As long as you are in a short supply situa-
tion and the reserve is low with weather variants you are going to
have high fluctuations in agricultural prices, and fluctuations in agri-
cultural prices always add up to higher consumer prices. Because
once they rise, they never decline. To the degree that the downswing
takes place, it is just automatic appreciation of the prices.

Mr. rNsNrorr. I think the Doint vou have made illustrates the diffi-
culty almost, one might say the presumptuousness, of single point
forecasts. I am going to present you some single point forecasts but
primarily so that we can sketch out a fairly full picture of how we
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see the economic pattern developing and you will have to recognize
that by the time you have made all these assumptions the world could
be quite different.

We have come up with a slightly different reaction to the second
quarter GNP numbers from some of the forecasters. There was a
huge addition to real disposable income in the second quarter coming
from the tax rebates, and coming from the special $50 payment to
pensioners. Welcome as that was, it is temporary and we think it will
be a mistake to assume that the second quarter income levels are the
base from which we now go on.

And we are, therefore, assuming a decline in personal disposable
income in the third quarter; not a great magnitude, but a decline. We
also believe the present level of interest rates, when you adjust for the
significant slowdown in inflation which has occurred, are quite high
in real terms and both theoretically and historically this is having an
impact on long-term capital investment. Now if you turn to table 1
of my prepared statement. which sketches some quarterly patterns, I
think it is clear that we are looking at a much more gradual and slug-
gish recovery than most forecasters.

Again, I hope we are wrong but it seems, given reasonable assump-
tions about wage gains, about the growth in employment from here
on, about the disappearance of the tax rebates and so forth, continu-
ing caution on the part of consumers that you cannot really look for
consumer spending in the second half to be higher in real terms than
it was in this second quarter. So, we think that some of the expecta-
tions that the whole business is now on a firm uptrend will be called
into question as the quarter goes on.

Now, we have already seen quite a downward revision in people's
expectations for housing starts following this fairly pronounced
runup in interest rates that has occurred in the last 6 weeks. And it
would not be surprising to see more downward revisions, particularly
as 1976 is concerned and it is difficult to see a very strong recovery or
a very sustained one without some turnaround in housing. And where
we are looking for a significant improvement-

Chairman HUMPHREY. Let me just interrupt you there. Secretary
Carla Hills testified and her statement was, I believe I quote it cor-
rectly, "That housing will follow the recovery." It was my judgment,
and I said it to her at the time, that I felt that housing would have
to be a significant element in the recovery. That is, there had to be
some sharp forward, upward movement in housing and other con-
struction to stimulate recovery. Is that you view?

Mr. SYNNorr. It has been traditionally and I think you can have a
recovery without that occurring, Senator, but it will not be as strong.
And I think we are in effect saying that without strong recovery in
those areas

Chairman HUMPHREY. I see what you mean. I follow that.
Mr. SYNNOTT. In some areas of construction, office buildings and

shopping centers. there seems to be enough of a glut, that just on the
demand side, it is very hard to see much of a pickup there. In fact,
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there could even be further declines in real terms and this contributes
to our belief that this recovery will be really quite sluggish. The
favorable element in all of this is that we do see inflation falling to
a lower level than most forecasters.

And I think that creates the opportunity for some of the kinds of
traditional long-term investment programs in both the public and
private sector which enable the economy to respond to the kinds of
sharp, relative price changes that we have had in the last 3 or 4 years.
Energy prices are the obvious, huge change. Energy is no longer
cheap and that should require significant investments to economize
on energy and use either more labor or more capital to do the job.
Lower inflation rates, and presumably, ultimately lower interest rates
would encourage that kind of thing to occur.

There are so many specific numbers that I think I prefer to leave
those until we come to a specific question. I would like to call your
attention to chart 1 of my prepared statement, which shows a long-
term upward trend, not only in long-term interest rates but also'in
the Treasury bill rate. And if it turns out that the low point was
reached in early June, then in effect, we will have confirmed another
link in this pattern of progressive rise in the level of short-term
interest rates. Now, this has occurred in other countries in the last 10
or 15 years, but it is perhaps only now becoming embodied in the
expectations of investors who are basically now saying that in each'
successive 3- or 4-year period the level of all interest rates will be

Thigher than it is atlhe present and, therefore, anyone who buys bonds
is asking for trouble.

Now, with that kind of expectation, it is going to be awfully hard
to get some of these basic industry investments or basic construction
investments financed at any kind of reasonable interest rate structure.

That is a direct consequence of the acceleration of inflation over
the last 10 or 15 years, 10 years in particular. Larry Klein brought
out very well the shift in expectations which has occurred abroad,
which has perhaps lagged developments in the United States by some
6 months. I thought it was interesting in comparing the OECD's
forecast for different countries that whereas they forecast a one-half
percent increase in real GNP for OECD countries in 1975-last Jan-
uary; they revised that downward to a decline of 1 1/2 percent in
mid-July. In their most recent forecast in July, moreover for the
specific case of Germany that change has been from +2.5 percent to
-2.0 percent.

That is a major change. We are not used to thinking about real
GNP in terms of its customary changes, but a 2 percent change in
real GNP is probably more important than a 20 percent change in
the price of wheat in terms of the usual volatilities. And I would go
further and say that in the United Kingdom, it seems quite clear that
bringing inflation under control will bring about a fairly severe
slump which will have an impact on the rest of the industrial world,
how much of an impact is impossible to guess at this point.



212

But it is an element in our thinking that we are not going to have
the very strong export position next year that we have had this year.

My last chart, chart 2 in my prepared statement, does show the
extraordinary change that has occurred in the last month in the
trade-weighted value of the dollar, and I think that is worth looking
at because it is the kind of change that one usually associates with
commodity prices and not currencies, and that would be an element
in my thinking, again, that some part of the United States relatively
better performance in foreign trade accounts this year has been due
to other economies lagging behind us and that this part of the process
will be reversed as we go into 1976.

I did want to make a final point about investment needs. An invest-
ment tax credit was introduced to help business investment, and
some other measures are being discussed, and I think this is an impor-
tant thing. It has to be given a high social priority to improve the
investment consumption balance. Our forecasts show basically flat
aftertax corporate profits over this whole 3- or 4-year period and flat
capital spending in current dollars, which means a significant decline
in real terms.

And so it is quite clear that the corporate sector will have difficulty
generating the real volume of investment necessary to respond to the
changed economic conditions. It may be necessary in some basic indus-
tries where capital requirements are very large to consider what I
believe was a successful program in the mid-1950's; namely, the certifi-
cate of necessity, under which new plant construction could be writ-
ten off it, I think, a very short period of 5 years or so for a specific
project, whether it be a large utility or a basic metals plant or what-
ever it may be that is deemed important in the national interest.

We would also like to go beyond the business investment sector
and suggest that the time has come perhaps to encourage some con-
sumer investment, and our reasoning there is that with so many
uncertainties in the minds of business and where financial markets
are such an important consideration, one way to stimulate some direct
investment in energy-saving techniques of one kind or another would
be through investment tax credits for consumers. Something of this
sort, I believe, is being discussed as far as installation of storm win-
dows, solar heating, and so on.

But one could go beyond that, thinking in terms of the optional
replacement of excessive energy-consuming equipment of one kind or
another that might be replaced by more efficient stuff, as well as-
and I think this might be an important thing for the housing indus-
try-the rehabilitation of existing inner-city housing, where it is
perhaps best dealt with on an individual consumer-oriented level.

Well, Senator, I am not sure I presented you as organized a picture
as I might have wished, but that is our forecast of the next 18 months.

Chairman HUmPHREY. Your remarks and your statement are very
helpful for us. Of course, your entire prepared statement with all of
the charts and statistical data will be printed as part of the record.

[The prepared statement of Mr. Synnott follows:]
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PREPARED STATEMENT OF T. W. SYNNOTT III

THE ECONOMIC OUTLOOK AT MID-YEAR
Introduction

The U.S. economy has bottomed out. Where it goes from here is now the key
question. To be really useful, the answer must look beyond the next 12 to 18
months. We believe that to do this requires a more-than-economic judgment
about the nature of the recent slump.

Our view of the economic outlook is based on our belief that the recent slump
in business activity is different in character from previous post-war recessions.
The most important reasons for this judgment are as follows:

1. The dramatic and, in some instances, unprecedented changes during 1973
and 1974 in relative prices of basic commodities and in many consumer prices
relative to wages.

2. The exhaustion of many of the usual reserves of liquidity in business, in
the banking sector, in state and local governments and even in the consumer
sector. This has set in motion a strong, broad-based drive to rebuild liquidity.

3. Changed international monetary and economic relations which have loaded
a major part of the oil deficit onto the weaker credit risks in the international
economy. As this unsustainable process ends there will be additional deflation-
ary forces at the international level.

4. The way in which high but differing expectations of inflation increase the
riskiness of long-term investments in the minds of both borrowers and lenders.

Despite strong Federal Government support of the private sector through
tax cuts an increased transfer payments necessitating unprecedented deficits, we
believe that the combination of low business and consumer confidence, financial
constraints and genuine uncertainties about the future price of energy, will keep
the recovery slow, at least in its early stages. While it is difficult to be precise
about timing, we anticipate an acceleration in the recovery in early 1976. This
raises the threat, unless various economic and financial bottlenecks can be
eliminated in the meantime, of another round of excess demand, and very high
inflation and interest rates developing in late 1977 or early 1978. There are, of
course, many risks to this forecast which I will discuss briefly later.

Assumptions
Present economic conditions appear to call for bold policies which can recon-

cile conflicting political objectives, improve the consumption/investment balance,
reduce inflation and unemployment, and so on. But after the experience with
wage/price controls and floating exchange rates, theoretical economists and
practical politicians are rightly skeptical about bold policies. In developing our
economic projections we have, therefore, assumed no new policy initiatives on
the part of Government but rather a continuation of the process of groping
toward solutions. On the other hand we have not assumed that any economic
earthquakes will occur such as war or drastic political change in an important
trading partner.

Our specific assumptions are set forth below:
Consumer Attitudes.-We assume continued caution on the part of consumers

and believe the savings rate will average 9% in the second half of 1975, and
nearly that level in 1976.

Fiscal Policy.-We assume no significant new Federal Government spending
programs in 1975. We expect the budget deficit on a national income account-
basis to be about $75 billion in calendar 1975 and $65-$75 billion in calendar
1976. We assume a continuation of the $12 billion annual rate of reduction now
embodied in the present income tax withholding schedule. Financial pressures
are likely to hold the growth in state and local government spending to about
10% in 1975 and about 8%o in 1976, well below recent rates of increase. In
addition, some state and local governments will be forced to raise taxes and
this will offset some of the stimulus coming to the economy from the Federal
Government.

Alonetary Policy.-We assume that the Federal Reserve will continue to hold
to its monetary targets and that Ml will increase about 8% during calendar
1975 and 7%-8% during calendar 1976. Corresponding figures for the broadly-
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defined money supply, including large CDs, would be 7% for 1975 and 9%-10%
for 1976.

Key Commodity Prices.-We assume gradual decontrol of old oil prices and
action by OPEC increasing import prices by $1 per barrel over the 1975 second
quarter average, during the fourth quarter of 1975. We estimate that the infla-
tionary impact of these oil price increases will be about .5% to 1% in 1976. We
expect farm product prices as a whole, after the harvest materializes, to retrace
the recent runup and end the year approximately at the mid-June level. We
expect the consumer index for food at home to fluctuate around present levels
during the second half of 1975.
Economic Projections

Table 1 shows our tentative projections for the next six quarters. It follows
the essential pattern of our May Quarterly Outlook, while incorporating recently
released GNP data for the second quarter of 1975. As will be obvious from a
lok at our forecasts, we believe in a sluggish recovery pattern through at least
the next two quarters. The two most important reasons for this view are: 1)
that we anticipate a decline in personal disposable income in the third quarter
now that the effect of the tax rebates and special payments is past and, 2) that
we believe the present level of real interest rates, adjusted for current rates of
inflation, is a significant negative force for both inventory accumulation and
long-term capital investment. Putting all this together, it looks as though the
recovery in consumer spending will be diluted by continued sluggishness in
housing and by wve knrs hi ca'lital srendinig in the second hblr of 19 5. Further-
more, instead of bottoming out in the fourth quarter of 1975, capital spending
in real terms could well decline somewhat further in the first half of 1976.

TABLE 1.-QUARTERLY PATTERNS

1975 1976

IA lip IIIE IVE IE lIE IIE IVE

Real gross national product:
Billions of 1958 (dollars) - 780.0 779.4 784.0 790.0 799.0 809.0 821.0 833.0
Percentchange -- 11.4 -.3 2.5 3.1 4.6 5.0 5.9 6. 0

Inflation-annual rate (percent):
Gross national product deliator -8.5 5.1 6.0 5.5 5.0 4.0 5.0 5.0
Consumer Price Index -8.0 6.0 5.5 5.0 4.5 4.0 4.5 5.0

Unemployment rate -8.4 8.9 9.2 9.4 9.4 9.3 9.2 9.0
Broadly defined money: Supply (percent

change) -8.2 7.0 7.1 7.7 8.0 8.5 9.0 9.5
Current gross national product: Billions of

dollars -1,417 1,433 1,464 1,495 1,531 1,565 1,609 1,656
Aftertax Corp. profits: Billions of dollars - 62.3 60.OE 62.0 66.0 69.0 71.0 73.0 75.0
Personal Disposable Income:

Billions of dollars -1,016 1,079 1,070 1,082 1,102 1,124 1,152 1,180
Annual rate of change (percent) -2.7 27.4 -3.3 4. 5 7. 4 8.0 10.0 9.7

Housing starts: Millions of units -1.00 1.06 1.20 1.35 1.45 1.60 1.70 1.80
Plant and equipment:

Expenditures.
Billions of dollars -114.6 113.4E 110.0 110.0 110.0 111.0 114.0 118.0

NOTES

These figures do not assume a repition of the 1975 tax rebate, although they do assume a continuation of the $12 billion
annual rate of reduction embodied in the present income tax withholding schedule.

Tentative projections based on preliminary 2d quarter 1975 gross national product data.

Table 2 shows our key economic projections on the customary annual basis,
and it is useful to contrast these year-average figures with the quarterly pro-
jections shown in Table 1. Perhaps the most striking point is the differing
patterns in incomes, real output and inflation. While incomes and prices have
continued to grow during the slump, although at a reduced pace, the fall-off in
real output, production and employment was much sharper than in previous
post-war recessions. The consequence of this, in our view, is to give the real side
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of the economy something close to an L-shaped pattern in 1975 and a steady,
although historically slow, advance in 1976.

The Second Quarter Data.-These figures raise as many questions as they
answer. Until we have revised data in late August for such key variables as
real consumer spending, the projections in the table above must be regarded as
somewhat tentative. We do not think that the strong final demand figures in
the second quarter should be taken as the base for economic expansion from
here on. First, while real consumer spending increased at a 6% rate, this was
clearly in response to the extraordinary stimulus provided by special payments
to pensioners and to tax rebates, which added to disposable income at a $40
billion annual rate. The record-high savings rate and recent consumer sentiment
surveys continue to suggest a cautious consumer attitude. Once consumer in-
comes return to their normal trend line, we are likely to see a much slower
rate of growth in spending in real terms. The very high rate of inventory

TABLE 2.-HIGHLIGHTSl

Percent change

1973 1974 1975E 1976E 1974-73 1975-74E 1976-75E

Gross national product -1,294. U 1, 397.4 1,452.0 1, 590.0 7.9 3.9 9.5
Personal consumption expenditures - 805.2 876.7 939.0 1,007.0 8.9 7.1 7.3
FRB index of industrial products

(1967=100) -125.6 124.3 111.2 117.5 -1.0 -10.5 5.6
Corporate profits after taxes -72. 9 85.0 62. 6 72.0 16. 6 -26.4 15.0
Housing starts (millions of units) - 2.1 1.34 1.15 1.64 -36.2 -14.2 42.6
Personai income 1, 055. 0 1,150. 5 1, 228.0 1,325.0 9. i 6. 8 7.9
Realgross national product- 839.2 821.2 783.5 815.8 -2.1 -4.6 4.1
Producers' durable equipment -89.8 97.1 94.3 96.6 8.1 -2.9 2.4
Money supply 2 (billions of dollars) - 609.0 676.0 731. 3 792.0 11. 0 8. 2 8. 3
Unemploymentjate (percent) -4.9 5.6 9.0 9.2

-Gross national product piodfac
(1958 =100) ----------------- 154.3 170.2 185.3 195.0 10.3 8.9 5.2

Consumer price index (1967=100) - 133.1 147.7 160.5 168.3 11.0 8.7 4.9
Wholesale price index (1967=100) - 134.7 160.1 173.3 180.6 18.9 8.2 4.2
Plant and equipment expenditures - 99.74 112.4 112.0 113.3 12.7 - - 1.1

I Billions of dollars unless otherwise noted.
2 Includes currency in circulation, demand and time deposits, and large CD's.
Note.-Tentative projections based on preliminary 2nd quarter 1975 Gross national product data.

liquidation has been cited by some observers as suggesting that inventory
accumulation is just around the corner. We disagree and continue to believe that
whatever revised data for this volatile series show, inventory liquidation has
somewhat further to go. Finally, when the 9.6% rate of consumer price inflation
in June is incorporated into the revised GNP accounts we may well see-some
downward revision of the real consumer spending figures.

Financial Factors.-In the first half of 1975, the Treasury raised approxi-
mately $38 billion in cash to finance the deficit. Contrary to earlier fears, a
significant proportion, near 50%, of the newly issued Government securities
were purchased by non-commercial bank holders. This enabled the Federal Re-
serve, throughout nearly all of the first half, to support the Treasury's financ-
ings and at the same time contain monetary growth within its targets. During
the second half of the year, it is likely that the commercial banking system,
including the Federal Reserve Banks, will have to absorb a greater proportion
of an equally large cash deficit. This presents the Federal Reserve with some-
thing of a dilemma, which will most likely be resolved by maintaining a high-
enough short and intermediate-term interest rate structure to induce non-bank
financial intermediaries, including foreigners, to continue acquiring a substan-
tial portion of new government issues. In all likelihood, the monetary authorities
will also try to make yields in the one-to-three year maturity range attractive
enough to induce the commercial banks to make significant purchases of these
securities which are less liquid than Treasury Bills.
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During the last 10 or 15 years, there has been a pronounced upward trend in
both short-term and long-term interest rates. It is particularly pronounced for
short-term rates, with the cyclical low points moving progressively higher over
time. For example, the Treasury Bill rate during the 1960-1961 recession reached
a low point of 2.3%. In 1969-1970, the low point was 3.3%, and it appears that
the low point during the present cycle was 5%. (See Chart 1). Thus, the acceler-
ation of inflation over this period has been reflected in short rates as well as
long-term rates incorporating a rising inflation premium. As might be expected,
there has been a steady reduction in the willingness of investors to buy long-
term bonds at the same time as there has been an increased desire on the part
of borrowers for long-term credit. As a result, long-term bond yields have
become increasingly sticky in the downward direction and increasingly vulner-
able to upward moves in tune with the fluctuations in short-term rates and
with Federal Reserve policy.
The Risks in the Forecast

During the last few weeks new uncertainties have come into the economic
outlook. First the sharp run-up in grain prices, associated with Russian wheat
purchases, calls into question the improvement in food price inflation upon
which we, and many other forecasters, have relied for a continued reduction in
inflation in 1976. There is also significant uncertainty about oil prices. Perhaps
most important is the growing recognition that economic recovery abroad will
lag behind that in the United States. This is in sharp contrast to expectations
at the beginning of this year, when the OECD estimated that total OECD real
growth would be .5% in 1975. The organization now forecasts a decline of 1.5%.
In the case of a specific country, Germany, the change is even more startling-
from +2.5% to -2%. When one considers that, in the United Kingdom, prices
are rising at unprecedented rates and the monetary authorities have recently
tightened credit, it must be admitted that there is a significant chance of strong
deflationary forces being generated abroad. In appraising the U.S~ economic
outlook, one must constantly bear in mind that domestic inflation and output
are not entirely determined in the United States.
Implications of the Forecasts

A look at Table 2 reveals two striking trends-flat aftertax corporate profits,
1973 through 1976, and flat capital spending, 1974 through 1975. Considering the
rapid rate of inflation which has occurred, and is still continuing, in capital
goods prices (15% over a year ago and 71/2% rate for the last quarter) it is
clear that the corporate sector will have difficulty generating the real volume
of investment necessary to respond to changed economic circumstances and
move the economy as a whole into a sustainable long-term expansion. Further-
more, recent developments in the financial markets threaten the profitability and
increase the uncertainty of long-term investments in basic industries. Given the
relatively strong performance of consumer spending during the last two quar-
ters, specific attention should be given to high priority investment spending. A
device useful in the past has been accelerated depreciation under a certificate of
necesity program for specific investment projects in the overall economic inter-
est, such as in railroads, energy production and key industrial materials.

A dramatic change is occurring in the relative prices of consumer goods and
services. Conditions are ripe, therefore, for consumer investments in equipment
and facilities that will reduce, for example, the use of scarce and expensive
energy resources. Consumer investment tax credits for solar heating systems,
insulation and storm windows have already been proposed in Congress. This
would seem a most effective way to stimulate the manufacturing sector of the
economy and speed up the necessary shift in the composition of economic output
which must occur. Consideration shold ge given to extending the idea to the
early replacement of high energy-using appliances, automobiles and heating
systems, as well as to home food production and the rehabilitation of inner-
city housing.
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Chairman HUMPHREY. As I understand it, Mr. Synnott, you are a
little bearish on the rate of recovery, or sustained recovery in the
third and fourth quarters of 1975?

Mr. SYNNorr. Yes.
Chairman HuMPHREY. The reason being that you figured there was

an unusual bounce, so to speak, in the second quarter, due to the tax
rebates, the withholding, the reduction in taxes-primarily, though,
the fiscal stimuli?

Mr. SYNNOrr. On an annual rate, there was approximately $40 bil-
lion added to personal disposable incomes, which will not be there in
the third and fourth quarters.

Chairman HumPHREY. Now, do you feel that because of your pro-
jections that there ought to be considerations for an extension of the
tax reduction into 1976?

Mr. SYNNOTr. I think in some form-and perhaps I would slant it
toward this investment tax credit notion.

Chairman HuMPHREY. What about the withholding tax?
Mr. SYNNOTr. In our forecast, we have assumed those basic reduc-

tions would continue, yes.
Chairman HuMPHREY. Mr. Klein, do you agree with Mr. Synnott

that the third and fourth quarters of 1975 are not going to experience
as strong a recovery as has been indicated in other circles?

Mr. KLEIN. Well, I would rather talk in terms of numbers. I would
aexpect-the-grow-thrate-to-be-abovewhat we would consider-a long

run norm, which is 4 percent, not very terribly high, but at least in
the neighborhood of 5 or 6 percent, and as Al Karchere indicated
earlier, that is not going to be enough unless it is sustained to bring
down the unemployment rate, so it is not a terribly strong economy
but I suppose if you were to attach adjectives to it, it is not quite as
pessimistic as Tom Svnnott's, but it is on the low side.

Chairman HuMPi-hREY. How do you feel about the continuation of
the tax reduction?

Mr. KLEIN. There is not any doubt that I would be strongly in
favor of all of the temporary tax changes being extended as if they
were being made permanent. I was against the temporary nature of
the tax legislation in the first place because that always dilutes the
effect.

Chairman HumMPT1EEY. That is how I feel. How do you feel about
the investment tax credit for business enterprises? Do you feel that
it ought to be on a longer than 1-year basis?

Mr. KLEIN. I think the investment tax credit is a special tax. It is
associated with longrun decisions, longrun planning. It should not
be used for cyclical analysis, but should be used for longrun expan-
sion possibilities, and I would agree with Tom Synnott that the
energy field gives us an opportunity in this country to do something
that is really going to help us solve some other problems and at the
same time come on stream when we have got so much slack in the
economy; it would do double duty.

Chairman HUMPHREY. The administration's witnesses who have
come before us really are opposed at this time to any further exten-
sion of the tax reduction and withholding. That would mean a tax
increase at the end of the year.
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Yesterday, Mr. Burns was much more optimistic about the upward
swing of the economy in the balance of 1975, I believe I am not
exaggerating when I say that Mr. Greenspan, Chairman of the Coun-
cil of Economic Advisers, felt the same way, but I have been of the
mind that the rate of recovery is not so rapid-its momentum is not
forceful enough to be able to keep going without stimulation.

How do you feel about this, Mr. Karchere?
Mr. KARCHERE. I think the fundamentals really have to do with

the residue of the inflation that we are still faced with. We are
expecting the Consumer Price Index to rise at a 6-percent rate, and
wage rates to rise around 71/2 percent, so this really gives very little
in the way of a margin of increase for real wages and, as a conse-
quence, real income does not grow very rapidly; and in addition we
come off the platform, as Mr. Synnott said, of these temporary tax
cuts where-their influence begins to wear down.

In our forecast we have disposable income from here on out, rising
at a rate that is substantially under the rates that we have had in
previous recoveries, so we are left in terms of growth with, in my
view, with a very substantial problem, and I think this is reflected
in the forecast that I have talked about.

Chairman HUMPHREY. Do you all agree with Mr. Karchere's eval-
uation that the amount of disposable income is substantially lower
than in other recovery periods?

Mr. KARCHERE. The rate of growth.
Chairman HUMPHREY. Give me that again.
Mr. KARCHERE. The rate of growth of disposable income from here

on out will be substantially lower than it has been in previous recov-
eries.

Chairman HUMPHREY. How about that? How do you feel about
that, Mr. Klein?

Mr. KLEIN. That is right.
Chairman HUMPHREY. Do you agree, Mr. Synnott?
Mr. SYNNOTr. In real terms?
Chairman HUMPHREY. In real terms, that is all that counts. Now,

do I understand that that factor alone will lead a rather sluggish
response in terms of economic recovery? Is that your view, Mr.
Karchere?

Mr. KARCHERE. That is.
Chairman HUMPHREY. Mr. Klein.
Mr. KLEIN. That is.
Chairman HUMPHREY. Mr. Synnott.
Mr. SYNNOTT. Yes.
Chairman HmIPHREY. Do I find that all three of you agree that

there ought to be at a minimum a continuation of the withholding
tax reductions? I am not talking about rebates now, but the tem-
porary tax reduction of this year. Do I understand a tax reduction
ought to be continued?

Mr. Karchere.
Mr. KARCHERE. Even though the tax reductions are continued, we

wind up in a latter part of 1976 with a substantial slowdown of the
rate of growth of the economy.

Chairman HUMPHREY. And a very high level of unemployment.
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Mr. KARCHERE. That is exactly right.
It is very clear to me that we need a growth rate in excess of 6

percent to decrease the unemployment rate, and we are not going to
get it, in my judgment, even if we do maintain the temporary tax cut.

Chairman HUMPHREY. All right, what do you think, Mr. Klein?
Mr. KLEIN. I think that there is no question that the temporary

cuts should be extended, or made permanent for an indefinite time
until there is the turnaround in the economic situation, and that we
should be looking at other stimuli, particularly with energy impact,
to bring the economy along even better.

Chairman HutmIIREY. Such as tax credits or energy and, of course,
also new construction in the energy field for alternate sources of fuel?

Mr. KLEIN. And I must say that it is not all tax, tax policy is but
one side of it.

Chairman HUMPHREY. I understand.
Mr. KLEIN. There are just a number of things on the expenditure

side, or on the side of R. & D. that are needed to push along the
energy program.

Chairman HUMPHREY. Exactly, now one of the problems that we
have been confronting in this committee with our witnesses is long-
term finance. I believe, Mr. Synnott, what you had to say was that
investors in long-term bonds are getting more scarce, right ?

Mr. SYNNOTr. Yes.
Chairman HUMPHREY. That there is a much greater desire for long-

term financing.F
Mr. SYNNOTr. Yes, sir.
Chairman HUMPHREY. And your rationale for these conclusions is

that there seems to be a general appreciation or increase in interest
rates and, therefore, the investor in the long-term bond looks upon
that investment as not being a very productive one.

Mr. SYNNOrr. That is exactly right. I might also mention that
there has been increased volatility in interest rates, particularly in
short term interest rates, which has quite significantly tempered at
least, the willingness of people to buy mortgages, so that it is the
volatility, as well as the upward trend, that is having its effect on
people's willingness to move out into the longer term end of the
market.

Chairman HUMPHREY. Yet, savings are offered at a very high rate,
are they not, in thrift institutions and in bank accounts?

Mr. SYNNOTr. Yes, but the way the thrift institutions would argue
is that if, in 1 month, for example, the rate on intermediate term
governments can jump 100 basis points or a full percent, then why
should not they expect that sort of thing to continue in the future?
How can they be sure that consumers who put money in when govern-
ment securities were yielding 6 1/2 percent will leave the money
there if government securities are yielding 71/2 or 8, and they can, of
course, buy governiiieit securities themselves.

So I think you have substantial increase in uncertainty, in the
minds of the investors, just in the last 6 weeks. I think at the begin-
ning of June, or certainly in the middle of May, there was quite an
expectation that interest rates would trend downward, and the first
glimmerings of a revival of peoples willingness to go out to the longer
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term end of the market. That would largely disappear now. These
markets are volatile and investors feelings change frequently. At
least, that is the -way it is at the moment.

Chairman HuMiPHREY. I have felt that what is needed more than
anything else, regarding tax rates or the growth of the money supply,
is some continuity, some certainty. I believe that all of you indicated
that it is the impreciseness of policy that has had an adverse effect,
particularly when it comes to investment.

Is that the way y ou look at it, Mr. Karchere ?
Mr. KARCHERE. I think the Chairman of the Federal Reserve Board

has been very clear about his concern about the effect of the tax cut
on the money supply and the need to give a psychological signal that
the Federal Reserve Board was not going to allow an excessive rate
of growth in the money supply.

Chairman HUmrPIThEy. That is what he said vesterdav.
Mr. KARCi-iERE. One can argue about that. I guess from my point

of view, I would argue that the reaction of the Fed over the short
period need not have been quite as aggressive as it apparently has
been.

Chairman HuMiTPHr-EY. Well, that is my view. Again, it seems to
me that that was a destabilizing decision. When the Federal Reserve
started to sell Treasury bills, sopping up credit, so to speak; and this
was a form of tightening just as the time that things started to look
like they were beginning to move in the economy.

Now, of course, the Fed says the reason they did this was that they
say some indications of the economy heating up again. But that seems
to be an overly cautious response.

Mr. Karchere, in your prepared statement, you used the change in
Federal spending, plus the chance in receipts of the tax law changes
taken as a percentage of the GNP, as a measure of the economic
stimulus being provided by the budget.

Now, one of the alternatives which you analyzed is one in which
the spending recommendations made by the President are observed
and the tax cuts are not extended. You point out that if this were
done, the fiscal stimulus in 1976 would be equal to only about 0.6 of
1 percent of the GNP, and you say that this would be comparable to
1969 and 1973, both years that were followed by a recession.

Am I stating you accurately ?
Air. KARCHERE. You are. Very accurately.
Chairman HuMPPHREY. Therefore, if they were to follow the admin-

istration's budget recommendations-which, by the way, were reiter-
ated just the day before yesterday by Simon and Lynn-the recession
twins, would we be flirting with the danger of a new recession in
1977?

Mr. KARCHERE. In my judgment, the answer is yes.
Chairman HUMIPHREY. The thing that amazes me, gentlemen. and

I say this with great sincerity and concern. is that almost without
exception, no matter where we go to bring in witnesses, without ever
asking them their political persuasion, their economic philosophy.
we find pretty much the sam'e conclusions or observations. I begin to
think that either you people dio not have any contact with the folks
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that are making public policy or they have cut you out of their social
circle, because it is just incredible that there is so little agreement.
The media exacerbates the situation by only carrying administration
witnesses. Do you gentlemen see any way that we can open the lines
of communication with the administration?

Mr. ICARCHERE. Senator, I think the answer is in a genuine
difference of opinion. I think what these gentlemen are concerned
about-and they say so-is a resumption of the inflation. I think that
what they are referring to is the experience after the 1969-70 reces-
sion, and they fail to see it in historical perspective. I think this is
basically what the issue is.

Chairman Hu-mPmIBEy. I do not impugn their motives; do not mis-
understand me. I do not feel that they sit up nights figuring out how
they can get the country in trouble. I think it comes very naturally to
them. [General laughter.]

WhThat bothers me is that we have got volumes of testimony from
the best minds in this country and with very few exceptions they are
all pretty much on the same wavelength. Now, they may disagree, for
example, Mr. Synnott, with your estimates on the third and fourth
quarter, because of inventory and liquidation and a number of other
things that have taken place. but most everybody comes down to the
same line that has been brought to our attention here.

Gentlemen, I have a serious choice to make, as to whether I want
ny picture in the Senate Pictorial Directory or whether I want to

learn from you. It is gettin own to a point where I am affraid vou
are going to have to fade out of the picture. [General laughter.]

There are questions which I have here; you answered most of them.
I know. Mr. Klein, you feel very strongly that it is necessary for us
to lead in the world community, and that you feel that an expansive
policy is necessary in the coming year, at least. Is that correct?

I think it is reassuring that our recovery rate has been appreciably
better than others. But it is very disturbing to see the new OECD
reports. That, to me, is maybe one of the most disturbing intbsrna-
tional developments that we have had. And the projected growth of
GNP is down to what?

Mr. SYNNoirr. Minus 1.5.
Chairman HUMPHREY. That is not encouraging.
Would you gentlemen be willing, if I should send you a modest

amount of questions to answer them in writing? I know that is an
imposition on your time, but we will not ask too much. There are a
couple of points that I would like to refine for the record.

I thank you very, very much for your willingness to come here and
share this information with us. It is brought, may I say, to the atten-
tion of the Congress. We put this information out in a Joint Economic
Committee newsletter. It is submitted to the mayors of all the major
cities, the Governors, the legislative leaders, the finance writers all
across the Nation. 'We are atltempLipng to use your testimonv as a
means of public information and education on these economic matters.
And we thank you very, very much for your cooperation.

At this point, I will place in the hearing record a study by Profes-
sor Martin Schnitzer entitled, "Coping With Inflation: test German
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Economic Policy, 1969-1974." The purpose of this study is to examine
economic stabilization policies used in West Germany during the
period 1969-1974.

[The study follows:]

COPING WITH INFLATION: WEST GERMAN EcoNoMIc PoLIcY, 1969-1974

(By Martin Schnitzer) l

INTRODUCTION

The purpose of this study is to examine economic stabilization policies used
in West Germany during the period 1969-1974. The year 1969 can be used as
sort of a benchmark year in that the current inflation in West Germany gained
impetus in that year, in part as a result of expansionary monetary and fiscal
policies initiated during the 1967 recession and continued over into 1968. More-
over, the period 1969-1974 reflects the break in economic policy that occurred
during 1967-a break from a policy of free markets in which priority was given
to the interplay of market forces and from a rather conservative budget policy
in which deficits were generally avoided, to an acceptance of Keynesian eco-
nomic measures and more direct government intervention to stimulate the
economy.

The remarkable performance of West Germany's economy since the 1948 Cur-
rency Reform and extending up to 1967 is well known. In terms of growth
without inflation, the country's record was one of the best in the non-Communist
world. During the postwar period the German economy relied on market forces
instead of controls to accomplish recovery from the war's devastation. Anti-
inflationary and sound currency policies were pursued by the government. To
channel profits into investment and saving, income tax rates were modified to
favor savers and investors. A policy of free markets was adopted, but was by
no means applied uniformly to all sections of the economy. Its guiding concept
was Soziale Marktwirtschaft, or social market economy, which was originally
formulated by a group of scholars at the University of Freiburg during the
war. The leader of the group, Walter Euchen, set forth the principles upon
which the social market economy was based.

To some extent there is a mystique surrounding Germany-both East and
West. Much reference has been made to the "economic miracle" that occurred
in West Germany during the immediate postwar period, when the country liter-
ally "rose from the ashes" to become a world industrial power. The same thing
also occurred in East Germany, only it took a longer period of time. Given
their vaunted discipline, the Germans are supposed to be able to do things
right. It is said that East Germany is the most successful Communist country,
for only the Germans could make Communism work. By the same token, the
West Germans also have the reputation of making things work. However, the
German reputation for discipline and efficiency may be overrated.

This study will adhere to the following organizational framework: Chapter 1
considers the basic institutional arrangements of the West German economy.
These arrangements affect the use of fiscal and monetary policies. The per-
formance of the West German economy, particularly with respect to inflation,
will be evaluated. Some attention also will be given to the subject of unem-
ployment. Chapters 2 and 3 will examine West German economic policies, with
Chapter 2 concentrating on fiscal policy and Chapter 3 focusing on monetary
policy. Although monetary and fiscal policy are thus discussed separately a
continuous effort is made to present each in the context of the other, since
obviously they have been interrelated. Chapter 4 will present the important
conclusions that the study makes with respect to West German economic policies.

Particular emphasis will be placed on the use of a wide variety of special
stabilization instruments. created by the Stabilization Law of 1967, which have
been used to counter undesirable.cyclical movements in certain segments of the
West German economy. These instruments provide an element of flexibility
in the use of general fiscal and monetary policy measures. For example, the
German government can, by means of ordinances and with the agreement of the
Bundesrat, vary personal and corporate income taxes by 10 percent above or

' Martin Schnitzer is a professor In the Department of Business Administration, Vir-
ginia Polytechnic Institute and State University.
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below their existing rates. It can also introduce special depreciation allowances
for a limited period, and similarly restrict allowances if need be. In time of
recession the possible incentives that may be granted are enormous, namely, an
investment premium of up to 7.5 percent over and above 100 percent deprecia-
tion. But these measures, by themselves, do not indicate the range and direction
the government can take in order to ensure economic growth and stability in
the West German economy.

On balance the performance of the West German economy with respect to
controlling inflation has been better than other major industrial countries in-
cluding the United States. The Stabilization Law provided a number of instru-
ments designed to change fiscal policy at a short notice in an anticyclical sense.
It is difficult to say to what extent the relative success of the Germans in
holding the rate of inflation to around 7 percent a year can be attributed to the
judicious use of these policy instruments coupled with the use of monetary
policy by the Bundesbank. There is an interplay of fiscal and monetary measures,
which makes it difficult to isolate the effects of any one measure. It is possible,
however, to examine the use of fiscal and monetary policies during the infla-
tionary period of the 1970Ts, and this basically is the objective of the paper.

CHAPTER 1-THE WEST GERMAN ECONOMY

INTRODUCTION

During the depression of the 1930's, unemployment was the paramount eco-
nomic problem in Western society. This shift of emphasis in economics and eco-
nomic policy was one reaction to the collapse of the capitalist laissez-faire
market economy as it then functioned. Ecoonmic theory and public policy
changed from an emphasis on expanding supply to concentration on expanding
demand. Previously, clasical economics had assumed that human wants were
insatiable and that the job of a market economy was to supply goods and
services to meet as many of those wants as possible. The traumatic experience
of the depression changed the major emphasis to assuring job availability-
the goal of full employment. This historic shift, along with emphasis on gov-
ernment responsibility to assure full employment, has typified economic think-
ing since the end of the Second World War.

However, in recent years the economies of the United States, France, the
United Kingdom, and other Western countries have been involved with another
economic problem for which no satisfactory solution has been found. The prob-
lem is one of inflation, which has created both economic and social costs. To
some extent, this inflation can be attributed to the very high priority govern-
ments have placed on the maintenance of full employment. Public attitudes
have over the years been conditioned to achieving national employment objec-
tives. But inflation can also be attributable to other factors which have nothing
to do with government economic policies aimed at the creation of full employ-
ment. Emphasis now has to be placed on the development of economic policies
that will curb inflation, but not cause mass unemployment.

West Germany, like other major industrial countries, has suffered from
price inflation. This phenomenon is not new to the Germans; the inflation of
1922-1923 was one of the most disastrous of all times. Memories of that inflation
and the concomitant social unrest are indelibly stamped on the German mind,
and have contributed to current efforts to keep price changes within manage-
able limits. In comparison to other countries, West Germany has been at least
moderately successful in its fight to control inflation. The Stabilization Law of
1967 provided the country with some interesting fiscal policy devices which
could have some application in the United States.

INSTITUTIONAL ARRANGEMENTS

The West German eeonnmv is a mixed system in which there is both nrivate
and public ownership of the agents of production. A large nationalized sector
exists with a market economy. The bulk of German industry is in private hands,
and pricing decisions are determined in the marketplace. Nevertheless, there is
a traditional reliance on state intervention in economic affairs that goes back
wel into the nineteenth century. The role of the public sector, which includes
the federal, state, and local governments can be emphasized by the fact that
government expenditures, government consumption of goods and services and
transfer payments amount to one-third of the gross national product.
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West Germany is a federal republic, with political powers assigned either
specificaly to the federal government or concurrent between the federal and
state governments. The Vest German economic and political system is somewhat
similar to that of the United States. Both West Germany and the United States
have a tripartite tax structure, meaning that legislative authority over tax
matters is divided between federal, state, and local governments, and certain
taxes are regarded as the prerogative of each. Politically, the national govern-
ments of each country have a bicameral legislative body. The West German
Parliament consists of a lower house (Bundestag) and an upper house
(Bundesrat). The Bundestag, which is elected by popular vote, passes the laws
and exercises supervision over the executive branch of the government. The
Bundesrat, members of which are appointed by the ten state governments, has
the right of veto over legislation involving state taxes and territory.

FISCAL SYSTEM

It is impossible to comprehend West German fiscal and monetary policies
without first having some familiarity with the fiscal and monetary system. The
West German tax system is characterized by a multiplicity of taxes. Altogether
some 50 different types of taxes, mose of which are excises, are used in West
Germany. The bulk of tax revenues, however, is derived from a half-dozen
major taxes, the most important of which are the value-added and income
taxes. Direct taxes, indirect taxes, and social security contributions are evenly
balanced with respect to their overall contribution to total public sector reve-
nues. In 1973, direct taxes amounted to DM126.5 billion, of which DM102.7
billion came from taxes on individuals and DM23.8 billion came from taxes on
businesses. Indirect taxes, most of which are broad-based taxes on consumption,
amounted to DM128.3 billion, and social security contributions amounted to
DM136.6 billion.'

The two main German taxes are the value-added tax and the personal income
tax. The value-added tax is levied at a general rate of 11 percent of value added
at each stage of the production process. Since the value-added tax is fully
passed on to the consumer, it is not an element of cost to the manufacturer or
trader. The German personal income tax is progressive, with rates ranging from
19 percent to 53 percent of taxable income.' Family relief is partly given through
income-splitting which implies that, for a married couple the total tax is cal-
culated as twice the tax on half of the combined income. The income tax on
wages and salaries (Lohnsteuer) is withheld at the source and is subject to
adjustment at a final assessment based on declarations. For personal income
not withheld at the source, there is a system of prepayments. Either way, there
is a lag between the earning income and the final tax. This lag opens up a
possibility for contracyclical fiscal policy which has been exploited by the gov-
ernment. Moreover, with consent of the Bundestag and Bundesrat, the federal
government can order by decree a 10 percent increase or decrease in personal
income tax.3

The tripartite arrangement of the German tax system presents some prob-
lems in terms of fiscal policy. There are three distinct levels of taxes and ex-
penditures, with federal, state, and local governments given certain preroga-
tives. Certain taxes are shared by the federal and state governments. For ex-
ample. the value-added tax is a shared tax. Moreover, income taxes are also
shared between the federal and state governments. with the states serving as
the collection agency. Starting in 1970, the federal share of the personal income
tax has been progressively increased to the point where it's share is now in
excess of 50 percent. One reason for the increase is to give the federal govern-
ment more leverage in the use of fiscal policy.

Under the provisions of the German Constitution, the budgets of the federal
and state governments are supposed to the autonomous and independent of each
other. To some extent. this independence has circumvented the effective use of
fiscal policy, even though the Constitution also provides that the fiscal man-

I Dentsches Blndesbnnk, Monatsberichte der Deutschen Bundesbank, (Frankfurt am
Main. March 1974) p. 22.

2There is a special 8 percent surcharge on taxable Incomes in excess of DMI16,020
for single persons to DM82.040 for married persons. The regular rate ranges from 19
percent on taxable income of DM18,009 or less (single), DM16,018 or less (married) to
f3 nperePnt on taxable income in excess of DM1110,039 (single) and DM220,078 or more
(merried) .

aThe consent needs only a simple vote.
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agement of federal and state budgets must take into consideration the require-
ments of overall economic stabilization. General government expenditures on
goods and services are about evenly divided between federal, state, and local
governments, thus complicating the problem of central management of expendi-
tures. Moreover, public investment expenditures are also divided among the
three levels of government, with investments on the part of local governments
constituting the most important share. On the tax side, taxes on consumer
spending are fragmented. In fact, they are split up into more than a dozen
separate taxes on commodities and services and are collected primarily at the
level of production.

The importance of the federal government cannot be minimized. Control over
the social security system is vested in the federal government as well as the
tax revenues of the states and localities. In order to maintain uniform economic
conditions and to permit fiscal, monetary, and social policy on a national scale,
the Constitution permits federal legislation even in the areas of those taxes
whose proceeds are assigned to the states or to the localities. Within the field
of concurrent tax jurisdiction, the exercise of legislative power by the federal
government displaces the exercise of this power by the states. Expressed dif-
ferently, the power of the states to regulate a certain tax comes to an end
once the federal government has preempted the field.

BANKING SYSTEM

In West Germany government control over the institutions of money and
credit is considerable. In pursuit of specific policy objectives, the government
has deliberately intervened in economic affairs to further its aims. Money and
credit are particularly important areas, for they provide the nexus through
which transactions are carried on. The instruments of money and credit provide,
in a number of ways, a contrast to those of public finance. The federal budget
is a single, once-a-year operation, and the measures are clear. The picture of
moneye-dcreditpolicy-is-meh more-.confused,--however-Control is normally
divided between the central bank and the federal government. There is direct
government intervention in the flow of credit from the financial institutions to
the various sectors of the economy through the provision of savings out of
budgetary surpluses that are made available out of capital formation.

West German banks can be differentiated with respect to their scope of
operations. The Deutsche Bundesbank yerforms functions similar to central
banks in other countries. There are commercial banks of three types: nation-
wide banks; state, regional, and local banks; and private banks. Savings banks
and central giro institutions represent a third category of banks. There are
banks that act as pure financial intermediaries without power to create money.
The mortgage bank is the prime example. Other banking groups include the
agricultural and industrial credit cooperatives. These institutions provide credit
for farmers and small businesses; they do this primarily through direct credits.
Finally, there are the specialized credit institutions, including government
agencies and the postal savings banks.

THE DEUTSCHE BUNDESBANK

The central banking system of West Germany consists of the Deutsche
Bundesbank and ten central banks of the states (Landeszentralbanken). The
Bundesbank, unlike central banks in most countries, operates with a consider-
able degree of autonomy with respect to open market operations and credit
policy. It is, however, obliged to advise the government on all matters of im-
portance in the area of monetary policy and to support general economic policies
of the government, particularly in the area of currency stability. However, it is
independent of the federal government with respect to its statutory power.

The Bundesbank exercises control over monetary policy through various
instruments that it can use to regulate the availability of credit and the
liquidity of the banking system.

1. It has control over the rediscount rate and the rate it charges for advances
on commercial paper. Commercial banks are also allowed to borrow on the basis
of bonds as security, for a period of three months. They receive liquid funds
at a rate of interest that is usually set at 1 percent above the prevailing redis-
count rate. The quantity of commercial paper the Bundesbank stands ready to
discount is subject to limits, which are normally three times the liable capital
plus the reserves of any given institution.
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The extent of recourse to rediscounting by banks is limited through the use
of rediscount quotas. The Bundesbank uses standard quotas based on the banks'
capital structure and reserves and differentiated according to categories of
financial institutions. The rediscount quotas are fixed by the boards of manage-
ment of the Landeszentralbanken for the banks located in their area. The quota
arrangement also applies to the rediscounting of bills abroad. The use of the
rediscount quota is a common instrument of West German monetary policy.

2. Through open market operations the Bundesbank can expand or contract
the supply of liquid funds in the banking system. The Bundesbank purchases
and sells in the open market for its own account and at the rates fixed by it
the Treasury bills and discountable Treasury bonds issued through it and the
medium-term notes of the federal and state governments. Also included in the
open market arrangement are medium-term notes of the federal railways, the
federal Post Office, prime bankers' acceptances, and bonds submitted to the
official stock exchange.

3. It can encourage or discourage the placement of banking funds abroad by
making it less or more expensive for commercial banks to make covered invest-
ments in the foreign-exchange market, thereby increasing or decreasing the
supply of funds available in the domestic market.

4. It has control over minimum legal reserve requirements for commercial
banks and other credit institutions. This control is considered a very effective
tool in that it directly affects banks' ability to extend credit because they are
expected to maintain a certain amount of deposits in legal reserves at the
Bundesbank. Legal reserve requirements depend on the size of the bank and
the type of deposit. The marimum reserve limits are 30 percent for sight deposits
and call money, 20 percent for time deposits, and 10 percent for savings accounts.
Any credit institution that fails to meet reserve requirements is subject to a
penalty surcharge that is usually set at 3 percent of the rate charged by the
Bundesbank on advances.

5. After more than 40 years of regulation, interest rates were freed from
official government control on April 1, 1967. The freeing of interest rates had a
mixed reception from bankers, who argued that it would severely complicate
monetary policy. Under the old system, there was a largely automatic link
between interest rates and the Bundesbank's discount rate. After 1967, however,
the Bundesbank has had to rely to a greater degree on other instruments of
monetary policy, such as reserve requirements, discount quotas for individual
banks, and open market operations. It has also had to use what is called a
"swap" policy as a means of influencing bank liquidity. This policy has increased
in importance during the 1968-71 period. It is suited for West Germany as a
country that imports and exports large amounts of capital in highly liquid form.

Since the German mark is fully convertible into foreign currencies, the gov-
ernment has no means at its disposal to control the impact of foreign curren-
cies on the German money market. In other words, freely entering foreign cur-
rencies have served to inflate the money supply in Germany, which in turn, has
resulted in higher prices as availability of money induces consumers to buy and
Industries to invest. Both factors combined generate an inflationary effect that
is difficult to control. The flow of foreign funds will accelerate because the
booming German economy offers high returns. The end result is that the equili-
brium of the national economy is distributed by an inflow of funds that are not
based on any trade flow. In the absence of regulatory tools, such as no interest
rates on foreign investments or limited currency convertibility, the Bundesbank
uses a "swap" policy.

Basically, a swap is a means of insurance against exchange risks. The cost of
this type of hedging is expressed as an interest rate per annum and is generally
offered in swap points in relation to the respective exchange rate. Hence, swap-
ping may produce a discount or a premium on an exchange rate. By manipulat-
ing the swap points, the Bundesbank attempts to induce banks to export or
import funds. Raising the costs of such operations tends to diminish capital
outflows, of course, while lowering the costs encourages inflows. A swap policy,
however, cannot significantly influence the flow of foreign currencies, as events
during the 1968-71 period have indicated.

6. Another monetary policy instrument involves the use of the Lombard rate,
a unique means of refinancing for banks that allows them to attain liquid funds
from the Bundesbank by assignment of bonds. On this basis, funds are made
available up to a maximum period of three months at a cost usually 1 percent
above the discount rate. Lombard is usually the last resort for a bank in obtain-
ing liquid funds to bridge a temporary shortage of cash. Banks refrain from
using this device if possible, as the high cost of refinancing absorbs their profits.



229

The primary input of the Bundesbank's instruments of monetary policy is on
the liquidity position of the banks and on the costs they incur when obtaining
central-bank funds, but their ultimate aim is to influence overall conditions on
domestic credit markets. Looking beyond the Bundesbank and commercial bank
relationships, it is easy to recognize the actual workings of the system. Credits
extended by banks are usually taken up, to a very great degree at least, by
various industries, primarily for investment purposes. It is common knowledge
that investment spending, in contrast to consumer spending, stimulates an
economy by an amount far greater than the amount originally injected by the
individual investment. Hence, Bundesbank policies that acect the liquidity of
the banking system also affect investment spending on the part of industry.
Changes in bank liquidity also cause changes in the overall level of interest
rates, which forms an important control lever in the transmission system of
monetary policy.

PERFORMANCE OF THE ECONOMY

The performance of the German economy can be divided into two time periods.
The first period extends from the end of World War II to 1967; the second
period extends from 1967 to the present. The first period included a recovery
from war-time devastation to a major economic power. At first, priority was
given to reconstruction. The restoration of free exchange, which was accom-
panied by the monetary reform of 1948, and the subsequent removal of price
controls were stimuli that contributed to a rapid increase in the rate of eco-
nomic growth. The gross national product of West Germany increased from
DM 70.2 billion in 1948 to DM 136.6 billion in 1952.4 The period 1952-1960
marked a return to normality. The time of reconstruction was over, and the
refugees from other areas were assimilated into the population. The annual real
rate of growth was around 8 percent, the highest for the Western European
countries Gross national product increased from DM 136.6 billion in 1952 to
DM 279.8 billion by 1960.5 From 1960-1967, the rate of economic growth, al-
though solid, became erratic, prices rose and the rate of employment stabilized
at less than 2 percent of the labor force.

West German fiscal policy was conservative. There was no attempt to use the
federal budget to offset short-term fluctuations in the level of economic activ-
ity. Instead, reliance was placed almost exclusively on monetary policy, which
was aimed primarily at the maintenance of price stability and a favorable bal-
ance of payments. Priority was given to three basic goals in terms of descending
order of their importance: full employment, price stability, and economic
growth. Success in maintaining price stability enhanced West Germany's posi-
tion in the world markets. From 1952 onward, helped by its comparatively
low price level, the country began to pick up enormous export surpluses. As a
result, by 1957 cest Germany's monetary reserves reached the point where the
increase in its gold reserves alone exceeded that of all other Western Euro-
pean countries put together. Continued prosperity during the early 1960's was
accompanied by an inflow of capital from abroad.

From 1965 to early 1966 the balance-of-payments surplus disappeared. The
growth rate began to drop as the momentum that had propelled the economy
forward began to decline, and a recession occurred during the latter part of
1966. The Erhard government was replaced by a coalition.

During most of the period up to 1969, particularly after reconstruction of
the economy had been finished, West Germany scored high marks with respect
to accomplishing the basic policy goals of full employment, price stability, and
economic growth. The rate of unemployment was for a number of years the
lowest among all major capitalist countries. Memories of the disastrous infla-
tion in the period following World War I made acceptance of the goal of price
stability easy to take for most Germans. The growth rate was the envy of
Western Europe, and for that matter, most of the world. There were, however,
extenuating circumstances which helped to contribute to the German perform-
ance. For one thing, the economy had to do a large amount of technological
catching up to compensate for war losses.

The German economy became unstuck in 1966 and 1967 when the boom period
finally came to an end. The rate of unemployment hit a decade high of 3.1 per-
eent during part of 1967, and the rate of economic growth declined to 2.4 per-
cent for 1966 and 1.1 percent for 1967.8 However, in 1968 recovery from the

' Statistisches Bundesamt. Statistlsches Jahrbuch fur die Bundes-Republik Deutsch-
land. 1962 (Wiesbaden: W. Kohlhammer Verlag), p. 27.

5 Ibid., p. 27.
6 Statlstisches Bundesamt. Statistisches Jahrbuch fur die Bundesrepublik Deutsch-

land, 1970 (Wiesbaden: W. Kohihammer Verlag), p. 490.



230

recession was rapid, thanks to a considerable degree to the use of new fiscal
policy instruments. The rate of economic growth increased to 7.2 percent and
the rate of unemployment averaged 1.1 percent for the year. But economic
policies initiated in 1968 helped to sew the seeds of the subsequent inflation
in West Germany that really started in 1969. The year 1968 can be considered
as the most stable of the recent years of German performance even though
it was a recovery year.

From 1969 to 1974 the performance of the economy has been somewhat erratic,
but generally better than the other major industrial countries. During this
period, inflation has become a worldwide phenomenon. During the period July
1973 to July 1974 the rate of inflation for the 24 countries belonging to the
OECD increased to 13.3 percent. Among the larger countries, West Germany
had the best record-6.7 percent-while rates for Japan, Italy, and the United
Kingdom increased by more than 15 percent. The inflation rate for the United
States was 12.2, while the rate for Sweden was 8.1 percent. Most of the price
acceleration occurred in the wake of currency depreciation, and enormous
increases in the prices of food, fuel, and fertilizer. One of the important con-
cerns of policymakers in the OECD countries is that this rate of inflation was
not accompanied by much in the way of gains in economic growth.

It is generally agreed that contemporary economic policy goals should be
aimed at providing full employment, general price stability, and economic
growth. Each of these goals is subject to some latitude in terms of interpreta-
tion. On balance, the performance of the German economy with respect to the
goals has been the best of the major industrial countries in this decade. The rate
of unemployment has been the lowest of all OECD countries, averaging out at
an annual rate of 1.1 percent for the period 1970 to August 1974.' However.
the Germans are helped by having a very static population and labor force
and have had to rely on importing workers from Yugoslavia, Italy, and other
countries.

A slow rate of economic growth accompanied by price inflation has been a
problem in this decade. This development can be called "stagflation," or the
existence of economic stagnation and unemployment side-by-side with excessive
inflation. This situation could not occur in the Keynesian model-one or the
other problem could occur, but both could not occur at the same time. Economic
policy is presented with a dilemma which apparently defies solution. In attempt-
ing to cure slow growth and unemployment through the use of standard fiscal
and monetary policies, governments run the risk of further exacerbating the
inflation problem; in attempting to curb inflation, governments run the risk
og increasing the rate of unemployment. The challenge to economic policy is
to find ways of slowing down inflation, resuming economic growth, and keeping
unemployment at a politically acceptable level, all at the same time.

Comparisons can be made of the rate of economic growth, the level of lprices,
and the rate of unemployment for West Germany and other major industrial
countries. Two time periods are used-an average of the period from 1959-1960
to 1971-1972, and changes from the previous year, 1973-1974. A different time
period is used for the rate of unemployment, 1962-1972. The consumer price
index is used as the measure of price stability, and reflects, among other things,
the vulnerability of the Japanese economy to the oil crisis as evidenced by
the sharp decline in the rate of economic growth and rapid price increases.
On balance, the performance of the West German economy has been the best
of the major OECD countries with respect to the policy goals of high employ-
ment, price stability and economic growth as Tables 1 and 2 indicate. A solid,
but average in comparison to all OECD countries, growth rate has been accom-
panied by a superior performance in maintaining full employment and stable
prices.

Comparisons of inflation rates can also be made for the same six countries
using different base periods. Dcring the period 1963-1972 with 1963 used as
the base period of 100 percent, the consumer price index increased by 36.6 per-
cent in the United States, 38.5 percent in Canada, 34.0 percent in West Germany,
46.6 percent in France, 62.2 percent in Japan, 58.6 percent in the United King-
dom, and 42 percent in Italy.' Most of the gain in the consumer price index was
recorded during the period, 1969-1972. When 1970 is used as the base period
and set equal to 100 percent, the West German consumer price index increased

7 Deutsche Bundesbank. Monataberichte der Deutschen Bundesbank (Frankfurt am
Main. October 1974), p. 56.

8 International Monetary Fund, International Financial Statistics, December 1973,
p. 35.
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TABLE 1.-A COMPARISON OF GROWTH RATES AND PRICE LEVEL CHANGES FOR MAJOR OECD COUNTRIES 1959-60
TO 1971-72, AND PREVIOUS YEARS 1973-75

[Percent]

Average From previous years
1959-60 to

Countries 1971-72 1973 1974

Real Rate of Economic Growth

Canada- 5.0 6.8 3.7
United States -4.1 5.9 -2.1
Japan -11.0 10.2 -1.8
France -5.8 6.5 3.9
Germany -4.9 5.3 .4
Italy-5.5 6.3 3.4
United Kingdom - 3.1 5.4 . 3
Average for OECD countries -5. 4 6.3 .2

Consumer Price Changes

Canada -2.3 6.1 10. 5
United States 2.4 5.6 11.4
Japan 5.5 11.8 24.4
France.4. 3 7.1 13.7
Germany 3. 0 7. 1 7. 3
Italy 4.1 10.8 19.1
United Kingdom -3.8 8.5 14.6

Source: The OECD Observer, "Highlights From OECD Economic Outlook," December 1974, pp. 31-35, and OECD "Eco-
nomic Outlook," July 1975.

by 19.6 percent by the third quarter, 1973. The comparable percentage for the
United Kingdom was 28.8, for Japan 25.8, the United States 15.6, Canada 21.2.
France 21.0, and Italy 24.4.9 This comparison does not reflect the energy crisis
which added a new dimension to the food and fuel problem, and which con-
tributed to a jump in the consumer price indices of these countries in 1974.

The performance of the West German economy in the maintenance of full
employment has been the best of the major OECD countries, even after allow-
ing for variations in measurements of unemployment. Beginning in 1959 an
ascent into boom conditions occurred. The flow of manpower from the eash
had declined and a condition of overfull employment was reached. By 1961 the
rate of Unemployment was less than 2 percent of the labor force, and remained
so, with the exception of the 1966-1967 recession, for the rest of the decade. In
fact, the supply of labor was so short that workers had to be imported from
Yugoslavia, Italy, and other countries. World War II losses and a low birth
rate kept German entrants into the labor force on a par with departures from
the labor force; in an expanding economy the German labor supply did not
keep up with labor demand.

TABLE 2.-UNEMPLOYMENT RATES IN SELECTED OECD COUNTRIES
[Percent of labor force seasonally adjusted]

Average
Countries 1962-72 1973 1974

Canada 5.1 5.6 5.4
United States 4.7 4.9 5.6
Japan 1.2 1.3 1.4
France ------- .7 2.1 2.3
Germany!-1. 1. 3 7.6
Italy ------------------------- 3.4 3.5 2.9
United Kingdom ' -2.3 2.6 2.5

X Percent of dependent labor force.
2 Percent of total employees.
Sources: The OECD Observer "Highlights From OECD Econcmic Outlook," December 1974, pp. 31-35 and OECD

"Economic Outlook" July 1975.

9 Ibid., p. 35.
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CAUSES OF INFLATION IN GERMANY

No single explanation will suffice to explain the complex subject of inflation.
In the inflation characteristic of the contemporary world economies, including
West Germany, elements of both demand-pull and cost-push inflation are pres-
ent. In West Germany expansionary fiscal and monetary policies launched dur-
ing the 1967 recession and continued during 1968 acelerated a boom period
and contributed to demand-pull inflation. As prices increased, labor union and
other groups pressed for higher wages, and business firms were able to pass
costs on to consumers in the form of higher price. Elements of cost-push infla-
tion set in. Moreover, there were exogenous factors that contributed to the
upward trend of the general price level. For example, one can cite the oil crisis
which caused higher fuel prices in West Germany.10

The problem of imported inflation has become a major issue in West Germany.
Increased liquidity in the economy caused by surplus foreign exchange has been
transferred into inflationary demand. Orthodox monetary policy is at a disad-
vantage. First, the increased liquidity from abroad gives private credit institu-
tions greater independence from the Bundesbank, thus making it more difficult
for the latter to use restrictive measures effectively. Second, if the Bundesbank
attempts to use higher bank rates to combat imported inflation, it only argra-
vates the problem of attracting more capital from abroad. It has been difficclt
to counter imported inflation through standard monetary policy measures with-
out creating disequilibrium in the balance of payments. The standard response
to an increase in reserves is to let internal prices rise until the net inflow of
foreign exchange is checked. The addition of internal price stability as an
equal or superior objective therefore makes it impossible to maintain balance-
of-payments stability by orthodox measures.

A partial explanation for inflation in West Germany and other countries is
one that is stressed by monetary economists, namely, the failure of central
banks to limit the growth in their domestic money supply to non-inflationary
levels. This assumes a direct-and in some instances proportional-relation-
ship between the money supply and the price level. It is argued that money
growth in the past few years in the developed countries has been at rates that
are clearly excessive in relation to real output of goods and services. During
the period 1967-1972, the money supply in Japan increased at a rate of 130 per-
cent compared to 50 percent in West Germany. Over this five-year period, the
consumer price index increased by an average rate of 5.9 percent in Japan in
comparison to 3.1 percent in West Germany.' During the period December
1971 to June 1974, the German money supply increased from DM196.6 billion
to DM241.7 billion-an increase of 23 percent. The consumer price index during
the same period increased 8.3 percent.'

POLICY PROBLEMS

The cures for inflation depend on the causes. If the cause of inflation is de-
mand-pull, the remedy is fairly simple. It is necessary to reduce aggregate money
demand or increase aggregate real output. The latter is hard to do. particu-
larly in the short run when an economy is operating at a level of full employ-
ment of available resources. If this is the case, reliance is placed on standard
monetary and fiscal policy measures to reduce the level of aggregate demand
downward. If the cacse of inflation is cost-push, the remedies are far more
complex. Cost-push inflation can occur when large companies, unions, or both,
succeed through monopoly power in raising the prices for either their products
or services above the levels that would prevail under competitive conditions.
In cost-push inflation, restrictive monetary and fiscal policies are not appro-
priate. Such measures have their immediate impact upon aggregate demand,
but cost-push inflation is not the result of aggregate demand pushing against
full-employment outpct. Reform of the institutions responsible for cost-push,
say through antitrust policies, is a slow process which could create problems
as difficult as the one that is being attacked.

However, regardless of the cause or causes of inflation, there is an economic
policy dilemma which the governments of all Western industrial nations must

'5 Tbe drastic raising of crude oil prices in the autumn of 1.97:R and early In ]974
chinzed the balance of payments situation and the assessment of monetary reserves
everywhere in the world. Even so. the effect of the oil crisis on Germany's balance of
payvennts was relatively modest, particularly as regards imports.

u nternstjonal Monetary Flind. "international Financial Statistcs." October 1973.
12 Tleutsche Bundesbank, "Monatsberlchte der Deutschen Bundesbank." August 1974.

p. 60.
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face. In order to fight inflation and the social disruption is causes, govern-
ments must at least in part restrain aggregate demand through the use of
standard fiscal and monetary policy measures, and thus risk triggering a reces-
sion that would cause cnemployment and social unrest. To a considerable degree,
economic policy in West Germany, the United States, and other Western coun-
tries remains tied to the traumatic experience of the Great Depression. The
highest priority has been placed on the achievement of full employment. It
would be difficult for the governing party in these countries to tolerate unem-
ployment even at rates that -.would be low by comparison with the current rate
in the United States. This has meant that governments have had to accept at
least some amount of price instability as opposed to the use of stringent fiscal
and monetary policy measures that would increase the unemployment rate
above a politically acceptable level.

But West Germany on balance has done a reasonably effective job in achiev-
ing a rate of inflation which is lower than the other OECD countries, while
maintaining low unemployment rates, at least until the winter of 1974. Mone-
tary policy was given the general responsibility for maintaining price stability,
while fiscal policy was much more selective in terms of its application. The use
of these selective devices could have sofe application to the United States. West
Germany, much more than the United States, is affected by external world
forces, such as the oil embargo. This means that both monetary and fiscal
policies are going to be affected by not only conditions in the domestic markets,
but by world prices for exports and imports as well.

CHAPTER 2-FIscAL POLICY

POLICY CHANGES

As was mentioned previously, the year 1967 can be considered as a point of
demarcation in terms of West German economic policy. Prior to 1967 reliance
had been-placed-primar-ily-on-onetarypolicy to accomplish thegoals of full
employment, price stability, and economic growth.' Fiscal policy was secondary
in terms of its importance as a policy instrument. This was, of course, consistent
with the principles of a free market economy. However, the recession of 1966-
1967 caused a shift in attitude toward the role of fiscal policy as a stabilization
instrument. The Erhard government was dissolved and a coalition government
represented by the two major political parties, the Christian Democratic Union
and the Social Democrats, was formed. Convinced of the need for active counter-
cyclical measures, the government introduced a provisional contingency budget
in the spring of 1967. This bedget provided expenditures of DM2.5 billion for
investments in the national railroad system, postal services, and road building.
Despite these additional investments, the impact of the contingency budget
was diluted and more than counterbalanced by state and local government
contractions in budgetary spending. A reform of the German budgetary system
was needed.

FISCAL INSTRUMENTS

It was, then, against the background of a failing economic boom that a reform
of the German budgetary system occurred. This reform is significant for two
reasons. First, it provided a series of fiscal instruments that were not available
during the Erhard period, although a start had been made toward budgetary
reform during his leadership. In 1964 a special commission had been created
to study needed reforms and its recommendations eventually were incorporated
into law. Second, the reform introduced what can be called medium-term finan-
cial planning, the purpose of which is to draw cp the federal budget within a
framework of a five-year financial plan. It sets forth projected expenditures
and revenues over this period and relates each to the probable development
of the economy's productive resources.

THE LAW FOR PROMO'TINO STARILITY & GROWTH IE IN ETOHOMY

In June 1967 the Bundesrat passed the Law for Promoting Stability and
Growth in the Economy.: In connection with the law, both houses gave approval

'The proponents of a free or social market economy (Soziale Marktwirtschaft) believed
that its implementation would obviate the need for countercyclical fiscal policy measures,
e.g., the active manipulation of taxes or public expenditures. If competition in the market-
place were widely established, and monetary policy conducted on the basis of price stabil-
ity, then economic fluctuations would automatically disappear.

2 Deutscher Bundestag, "Gesetz zur Forderung der 'StabiiitAt und des wachstums der-
Wirtschaft," Bonn, June 8, 1967.



234

to a required change in the Federal Republic's Basic Law. The provision for
independent budgeting processes of the state and federal government, which
heretofore had been an important obstacle to an effective countercyclical fiscal
policy, was altered to permit coordination of fiscal and economic policy actions
at all levels of government. A new era in West German economic policy began,
for the federal government now was provided with a number of Keynesian policy
instruments.

The Law for Promoting Stability and Growth (Stabilization Law) marked
a new era in German economic policy in that it provided the federal government
with a number of economic policy instruments. The more important ones can
be summarized as follows:

1. The federal government has the power to skim money from the economy
during boom periods and to pump it back during recession. For this purpose,
the federal government as well as the state governments are required during
boom periods to make deposits in the form of business cycle reserves with the
Bundesbank. The Stabilization Law requires the federal and state governments
to keep interest-free conjunctural accounts (Konjcnkturausgleichstrucklagen)
with the Bundesbank. The federal government, with the approval of the Bun-
desrat, can instruct federal and state authorities to place up to 3 percent of
the previous year's tax revenue in the fund.3 Apart from this, increased revenue
caused by a contracyclical raising of income taxes is supposed to be paid into
the fund automatically. The deposits only may be withdrawn for contracyclical
expenditures, conditional on the approval of the federal government and the
Bundesrat.

The cyclical reserve is somewhat like the Swedish investment reserve. In
Sweden the government has attempted to influence the timing of private invest-
ment projects throcgh special tax concesisons to firms willing to postpone their
particular investment projects in order to fit them into a more stable pattern.
The investment reserve is used to encourage private corporate savings in periods
of prosperity and private capital expenditures in periods of unemployment.
Companies are encouraged to deposit part of their pretax profits in the Bank
of Sweden (Sveriges Riksbank) if these funds are used for investments in
buildings, machinery, and inventories during a period when investment is
needed for employment purposes, substantial tax privileges are attainable. Of
course, the German cyclical reserve is a tax reserve of the federal and state
governments, but the objectives of the two types are basically the same. In
each country the release of the reserves is permissible only for the purpose
of avoiding a weakening of overall economic activity that endangers the poal
of a high level of employment.

2. The skimming of money can also be accomplished through discretionary
increases in personal and corporate income taxes, through suspension of depre-
ciation allowances, and through other tax devices. Conversely, when the economy
needs stimulating, taxes can be lowered and accelerated depreciation liberalized.

3. The Stabilization Law also provides that the federal government must
plan its budgets for a period of five years and must prepare an investment
program with a priority scale. It may run budgetary deficits up to DM5 billion
to stimulate the economy, and may cut back public projects in order to dampen
demand in the building industries. The state and local governments are also
required to prepare long-range budgets, particularly for investment projects.

4. The federal government must establish wage guidelines, although adherence
is voluntary for both business and unions.

5. The federal government may temporarily limit the line credit of state and
local governments.

The federal government made extensive use of the powers granted by the
stabilization law during the 1967-1968 period. and the impact on the economy
was considerable. It is estimated that the 2.5 billion DM increase in budget
expenditures in April 1967 caused gross national product to increase by 5.3
billion DM.' Subsequent measures involved pumping more than 2 billion DM
in the economy during late 1967 and early 1968. Part of the funds were fun-
neled into the construction industry to alleviate the chronic housing shortage.

MEDIUJM-TEBM PLANNING

The Law for Promoting Ctability and Growth in the Economy also reformed
the German budgetary system. Both houses of Parliament gave approval to a

3 "Gesetz zur Forderang," Section 8.
4Deutscher Bundestag, Jahresgutachten, 1968 (Bonn: Drucksache V/1630). p. 12.
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required change in the Federal Republic's Basic Law (Constitution). The provi-
sion for independent budgeting processes of the federal and state governments
was altered to permit coordination of fiscal and other economic policy actionu
at different governmental levels. German expenditure policy moved in a direc-
tion which brought it close to elements of French economic planning. This plan-
ning, however, is fiscal in nature and is designed to mesh governmental expendi-
tures more closely with desired economic goals.

As has been noted, the federal budget supposedly is drawn up within the
framework of a five-year financial plan. It must set forth the projected devel-
ment of expendiutres and revenues over the planning period and relate each
to the likely development of the economy's resources. The plan is prepared by
the Federal Ministry of Finance and is adjusted and rolled forward each
year. In the event of a weakening in the general level of economic activity, the
planning of suitable investment projects is to be accelerated in such a way
that they can be implemented on short notice. In addition to the financial plan,
the federal government must submit to the Bundestag and Bundesrat an annual
economic report which includes a declaration of its economic and fiscal policy
objectives for the coming year.

The Medium-Term Plan was the offshoot of a study prepared by the Econom-
ics Ministry in 1966 for the European Economic Community as a projection of
economic prospects in Germany through 1970. The study was transmitted to all
federal ministries and to the states to be used as a common basis for medium-
term budget plans. The plan actually was developed for the period 1968-1972,
but was applied for the first time in the budget estimates for 1969. It consisted
of a series of projections or forecasts, as well as a plan of action for the
economy until 1971.° Gross national product and private consumption were pro-
jected to increase at the rate of 4 percent a year. The individual components
of investment were expected to increase at a differential rate. Public investment,
because of anticipated further heavy demand for infrastructure and social in-
vestment was to increase by 5.5 percent a year, while private investment in

7ilant anti equipment-wto ncreaswby8'hperent-.For-the-labor-force- an
absolute decline was projected, attributable to a decrease in the rate of popula-
tion growth.

The plan gives equal priority to the following economic policy goals: price
stability, full employment, stable economic growth, and a balance-of-payments
equilibrium. Federal and state budgets are to be drawn up and managed in
accordance with these objectives, and expenditures, particularly on investment,
are to be adjusted yearly to conform to the economic situation. If aggregate
demand should be excessive, provision is made in both budgets for allocation
of funds to a special cyclical equalization reserve held by the Bundesbank. If
economic activity should decline, additional expenditures can be financed out
of funds available in the reserve.

It is to be emphashized that the Medium-Term Fiscal Plan is rolled forward
each year. In other words, the base year is moved ahead one year for each plan.
Within the framework of the budget plan, the federal government can vary
personal and corporate income taxes by 10 percent. It also can introduce spe-
cial depreciation allowances for a limited period, or restrict allowances if need
be. Thus, planning in West Germany is limited to the use of the federal budget
as a device to counter undesirable cyclical movements. In particular, the plan
is based on medium-term investment programs developed by the various depart-
ments of the federal government. Any rise of federal expenditures, aside from
debt repayment, should correspond roughly to the rate of gross national product
growth during the period.

OTHER FISCAL POLICY DEVICES

As an anti-inflationary measure, the West German government has used sev-
eral temporary tax devices. One such device involves a variation in depreciation
allowpnees, which have been increased during periods of declining activity so
as to encourage investment and lowered during periods of inflation to discourage
investment. There is little doubt that variations in depreciation would have
some impact on investment, because one result is to raise a business firm's tax
bill in the immediate period (inflation is presumed) and lower it in the next

sBundesministerium der Finanzen, Drel Jahr Neuer Finanzpolitik (Bonn. 1969),
pp. 19-11.

6 Bundesministerlum der Finanzen, Die Finanzplanung des Bundes, 1968-1972 (Bonn:
1969). p. 18.

7 Ibid., p. 21.
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period when profits are lower. Its use presents several problems, notably from
the standpoint of timing and equity. The time lag between the decision to in-
crease or decrease the depreciation allowance and the decision by business firms
to postpone or increase investment may be considerable. Also there would be
discrimination in favor of business firms that acquired assets in a period imme-
diately before a decrease in depreciation allowances is put into effect, and
against firms whose assets are wearing out and have to be replaced during
the period in which decreased depreciation allowances are in effect.

A direct tax on investment has also been used as an anti-inflationary device.
It is a temporary tax on certain capital expenditures, in particular expenditures
for machinery and equipment. The investment tax is an extra burden on the
investments of business firms and may be placed in the category of taxation on
expendiutres. The imposition of the tax on a business firm entails a worsening
of its liquidity and its profit earnings capacity. The tax is tantamount to an
increase in costs. Marginal, or less-profitable investment. will not be carried
out. Dividend pay-out policies would be affected to the extent that a firm
would have to secure a higher yield from its investment to maintain its divi-
dends, or else reduce its dividends. The imposition of the tax will cause some
investment to be postponed to a more desirable time.

A third temporary device is a stability surcharge (konjunkturaufschlag).
This surcharge is levied primarily on middle and upper income earners and on
corporations. For example, in May 1973 a stability surcharge of 10 percent was
levied on the corporation income tax and on personal income taxes affecting
all single persons with an annual income of at least DM24,000 ($10.000) and
married persons with an annual income of at least DM48,000 ($20,000). The
purpose of the surcharge was to deprive some private consumers, but particu-
larly investors, of purchasing power and incentives to invest.

AUTOMATIC STABILIZERS

Automatic stabilizers may be defined as provisions in the fiscal system which
go into effect "automatically" rather than in the basis of discretionary action.
The major tax stabilizers are the personal and corporate income taxes, excise
taxes, and social security contributions. These stabilizers help restrain an econ-
omy during a period of inflation mainly by reducing the rate of an initial in-
crease in aggregate demand. There is also a multiplier effect on the economy
through further declines in expenditures for personal consumption. For example,
an increase in income increases tax liability, after-tax incomes drop by more
than if there were no increase in tax liability. Private expenditures also drop
by more than if there were no increase in tax liability. The multiplier effect
accomplishes more than the initial drop in incomes and expenditures.

rISCAL POLICY DURING THE 1969-1970 BOOM

Initial application of the Stabilization Law occurred in 1967-1968 when the
policy objective was to lift the economy out of a recession. Recovery was rapid
and by v969 boom conditions had developed. Fiscal policy became more re-
strictive as a result of the recovery and corresponding pressures on prices.
The 1969 expenditure plans of the federal government were reduced by about
DM1.8 billion, while personal and corporate income taxes were hiked by an
increase in the amount of prepayments.' The Business Cycle Council (Konjunk-
turrat) recommended that the federal and state governments set up a contra-
cyclical reserve in accordance with the Stabilization Law.

During 1969 the Bundesrat approved the creation of a contracyclical reserve
of DM3.6 billion. This had a restrictive impact on bank liquidity since the
monetary base of the economy was reduced by the amount of the reserve. In
addition, the treasury and other public authorities pursued a less liquid debt
management policy. Short-term debt, primarily in the form of treasury bills,
was reduced by about DM6 billion, and the amount of long-term debt was in-
creased by almost DM4.5 billion. A surplus was run in the budgets for all
levels of government for 1969 compared to a deficit for 1968. Moreover. in the
public sector as a whole, personal and corporation income taxes. which exer-
cise an automatic stabilizer effect, increased by 11 percent over 1968, and total

8 Institut Finanzen und Steuern, Der Bundeshaushalt (Bonn. 1970). p. 30.
I Deutscher Bundestag, Jahresgutachten 1969 (Bonn :Drucksache V/3630) p. 12.
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receipts increased by 16 percent.1 0 Total public sector expenditures increased
only by 9 percent, and public sector surplus, or savings, amounted to DM9.1
billion compared to a deficit of DM4.1 billion for 1968.

Despite moderately restrictive fiscal and debt management policies, the boom
continued into 1970. In 1969 real gross national product rose by 11.5 percent.
In spite of growing demand pressures, price increases remained moderate until
mid-1969, after which they began to rise; the expansion of demand continued
at a high rate into 1970. Inflationary tendencies in the economy were exacer-
bated by failure to revalue the deutsche mark prior to 1969. Fiscal policy
measures in 1970 called for an original restriction in the federal budget to
around 8.5 percent. The Business Cycle Council put into effect a further in-
crease in the contracyclical reserve of DM2.5 billion. A tax reduction for wage
and salary earners, originally set for the beginning of 1970 was postponed
temporarily. For the public sector as a whole, total receipts were set to be in
excess of expenditures by some DM14 billion, creating a surplus in the budgetary
accounts.

By the middle of 1970, additional restrictive fiscal policy measures became
necessary, and in May a reduction of DM2.1 billion in federal budgetary appro-
priations was made. In July measures designed to reduce the volume of con-
sumption and investment expenditures also were introduced, and accelerated
depreciation was suspended on investment goods ordered between July 5, 1970
and January 31, 1971. It was estimated that this curtailment resulted in a
reduction of around DM4 billion in business gross fixed investment. A 10 per-
cent surcharge on personal and corporate income taxes went into effect from
August 1, 1970 to June 30, 1971.' It was estimated that the surcharge brought
in an additional DM 2.4 bilLion increase in income tax revenues for the last
five months of 1970, and DM 2.8 billion in revenues for the first half of 1971."

FISCAL POLICY 1971-1972

In-19 -slowdw pretiv-i tgr-thndoco tuiued-inerease-i nthe-
price level contributed to a situation of "stagflation." The strong and prolonged
upswing that followed the 1967 recession lost its momentum. A severe profit
squeeze developed which weakened the boom in private investment. In part this
squeeze was attributable to the 1969 revaluation of the deutsche mark, which
resulted in a decrease in the growth of exports, and in part to a series of high
wage settlements which occurred in 1969 an d 1970. In 1971 money gross na-
tional product increased by 9.5 percent, but real gross national product in-
creased by only 3.0 percent.' The index of industrial production, particularly
after mid-year, reflected a downturn in the level of economic activity. For the
whole year, the quantity index went up 1.8 percent over the preceding year,
while the price index of industrial production went up 5.0 percent.1 ' The rise
in the consumer price index was 5.8 percent. The surplus on the current account
of the balance of payments disappeared in the second half of 1971, and there
was a sharp outflow of short-term non-bank capital.

Fiscal policy measures in 1971 were initially designed to stimulate aggregate
demand, particularly investment. Accelerated depreciation allowances were re-
introduced in February. Budgetary plans of the federal, state, and local gov-
ernments were designed to have a moderately expansionary effect. There was
a modification of these plans in April 1971, when regulations were designed to
block certain expenditures in the federal budget. After a decision to float the
deutsche mark, fiscal policy measures were made more restrictive. In May a
reduction in both federal and state expenditure authorizations occurred. How-
ever, a reversal in fiscal policy measures occurred during the latter part of
1971 as a decline in industrial production developed. The contracyclical re-
serves (Konjunkturausgleichsrucklage) were released to the state governments

10 Bundesmlnlsterlum der Flnanzen, Finanzbericht, 1971 (Bonn: The Ministry, Sep-
tember, 19711 n.) 21,

i Bundesmin`sterlum der Finanzen, Drel Jahr Neuer Finanzpolitik (Bune: toe ifn-
Istry. 1971). pp. 1-11.

1'
2

Bundesminlsterlum der Finanzen, Bundeshaushaltsplaa fur das Raushaltsjahr 1971
(Bonn: the MInistry, March 1971), p. 3209.

13 Deutsches Institut fur Wlrtschaftsforschung, "Wochenbericbt," Vol. 1, No. 2. West
Berlin, January 7, 1972, pp. 2-4.

14 Deutsche Bundesbank, "Monateberichte der Deutschen Bundesbank, December 1971.
appendix, p. 65.
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for use on road construction. The amount was DM 700 million. The federal
government released blocked appropriations also for road building programs
in an effort to stimulate the construction industry.'5

The year 1972 began with an economic upswing which was maintained during
the year. This upswing was based primarily on an increase in consumer demand.
This increase was facilitated by three economic policy measures which were
as follows.'5

1. There was repayment of the temporary 10 percent surcharge levied on per-
sonal and corporate income taxes during the period, August 1970 to June 1971.
This increased consumer and corporate income by DM 5.7 billion.

2. There was a release of the public sector contracyclical reserves which
amounted to DM 4 billion. The benefits to consumers came in the form of wages
and salaries for construction work.

3. Recipients of social security pensions received in one lump-sum extra bene-
fits that accrued as a result of advancing from the beginning of 1973 to mid-
1972 the annual increase in social security expenditures.

However, there were some flaws in the 1972 economic upswing.' Consumer
prices increased at a rate of 5.8 percent. The utilization of plant capacity was
high, and the rate of unemployment was less than 1 percent, leaving few labor
reserves. The margin for economic growth was small even at the start of the
upswing; it was largely limited to an increase in the expansion and productivity
of fixed capital. Labor cost per unit of output increased at a rate of 6 percent
for the year. Export prices also increased during the latter part of 1972 as the
revaluation of the deutsche mark toward the end of 1971 had made German
goods more costly abroad. By the end of the year, the federal government revised
its borrowing and spending estimates downward.

FISCAL POLICY, 1973-1974

For German economic policymakers, 1973 was a year of struggle for price
stability. At the beginning of the year, unrest in the international exchange
markets threatened to jeopardize the success of domestic stabilization policies.
Internally, an investment boom occurred which was fueled by increased demand
from abroad. Available industrial capacity could no longer satisfy the expan-
sion of demand. This caused a piling-up of orders, which, in turn, brought
about price increases. In February 1973, the federal government decided on
several stability measures which were designed to decrease the level of invest-
ment. It became necessary to expand these measures as the danger of inflation
became more pronounced, so a second set of measures were adopted in May
1973. Both sets of measures can be summarized as follows: *

1. The federal government levied a stability surcharge of 10 percent on per-
sonal and corporate income taxes for a period of 12 months. At first, the stability
surcharge was applied to only persons in the highest income groups-DM 100,000
(approximately $35,000) for single persons and DM 200,000 (approximately
$70,000) for married persons. These amounts were drastically reduced in May
to DM 24,000 for single persons and DM 48,000 for married. The purpose of
the surcharge was to discourage investment."

2. A temporary investment tax was introduced which in effect increased the
cost of all capital projects by 11 percent. This investment tax was to last for
a period of two years.

3. Special depreciation allowances and other investment incentives were sus-
pended. In particular, diminishing balance depreciation on movable assets and
residential buildings and special allowances given for regional development
were suspended. Special tax incentives to encourage residential construction
were discontinued. The deduction of debt interest for tax purposes was also
suspended. The purpose of all these measures was to reduce the profitability
of planned investment and thus encourage the deferment of new projects.

The results of the stability measures were mixed. Only the stability sur-
charge brought in considerable receipts-DM 1.6 billion in 1973 and an estimated

"b Specifically, the measure Involved the unblocking of spending authorizations debiting
future budgets.

le Deutsche Bundesbank, Geschaftsbericht der Deutschen Bundesbank, 1972, April
1972. p. 7.

17 [bid.. pp. 2-4.
-S Bundesterlum der Finanz Chronik der Finanz und Wahrungspolitik 1973 (Bonn: The

Ministry. 1974), p. 12.
19 The federal government can also release or return the surcharge.
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DM 2.4 billion in 1974.Y° In contrast, the investment tax yielded around DM 0.3
billion in 1973. The other measures designed to curb investment did not influ-
ence the cash position of German firms, given the time lag between the earning
ofincome and the assessment of the income tax. Both the receipts from the
stability surcharge and the investment tax were frozen in the Bundesbank.

The main weight of fiscal measures was on the receipts side of the federal
budget. However, an attempt was also made to curb government spending.
Planned federal spending on joint federal-state projects was cut by approxi-
mately DM 1.7 billion. In addition, the federal government blocked 5 percent
of all expenditures appropriations, with the exception of those to which it was
legally committed. In September, the federal government adopted the draft
budget for 1974 and the Medium-Term Fiscal Plan for 1973-1977. The draft
budget was set to increase by 10.5 percent over the 1973 budget.' The plan pro-
jected an increase in the federal budget at a rate of 9.5 percent a year through
1977-a rate commensurate with the projected average annual increase in
money gross national product.

The oil crisis which began in October 1973 caused a termination of anti-infla-
tionary fiscal policy. By the beginning of 1974 the price of crude oil imported
into Germany was three times as high as at the beginning of 1973. Toward the
end of the year the index of industrial production levelled off and the rate of
unemployment started to increase. The mounting cost of crude oil caused the
balance of payments current surplus to decrease. So in December 1973, the
federal government suspended the use of the investment tax, reinstated acceler-
ated depreciation allowances on machinery and other equipment ordered after
November 30, 1973, and also reinstated special depreciation allowances for hous-
ing construction started after December 31, 1973. The stability surcharge was
retained, but special credit programs were reinstated for the benefit of small
and medium-sized business firms.- Public works programs were also planned
as a precautionary measure. In early 1974 a special public works program of
D 1 billion wias initiated in areas with above-average unemployment.

The performance of the German ecoa yynat leasttlrrough September-1974-,
was somewhat fiat. The oil shortage, however, did not have as much of an
adverse impact on the economy as was anticipated. It had been feared that
any major cuts in delivery would soon lead to a decline in production and
employment in those industries which are dependent on oil. Uncertainty as
to future supplies of petroleum products led to a decline in the domestic sales
of passenger cars. However, the supply situation of oil eased progressively as
measures used by the federal government to conserve fuel proved to be some-
what successful. In July 1974 the stability surcharge was discontinued. Since
the investment tax and stability surcharge were introduced in July 1973, a
total of DM 4.1 billion was collected and deposited in special accounts. In the
first half of 1974, the federal government had a comparatively small deficit of
DM 0.8 billion in the budget, but compared with the same period of the previous
year the cash position deteriorated by DM 2.2 billion.

AN EVALUATION OF WEST GERMAN FISCAL POLICY

German fiscal policy measures are primarily used on the revenue side of the
federal budget. Such measures as the investment tax and the stability surcharge
are aimed mainly at correcting an undue expansion of private demand and less
at curtailing government spending. Experience has shown that there are prob-
lems involved in manipulating the expenditure side of the budget. Expenditure
plans which have been deferred in order to promote stability are hard to make
good at a later date without doing harm to contracyclical fiscal policy, if-as
in 1970 and 1971-the downswing is only brief and moderate and therefore
leaves little scope for an expansion of government spending. On the expendi-
ture side of the budget, only investments are capable of contracyclical manipu-
lation; however, even here, persistent intervention in the investment sphere can
damage long-term objectives in the development of the economy. Revenue meas-
ures. such as the use of additional taxes, are easier to dovetail with monetary
policies operating in the same direction.

20 Chronik der Finanz vnd Wahrungspolitik. p. 13.
2 Ibid.. p. 17.
2 There are two special credit banks Involved-The Reconstruction Loan Corporation.

with capital provided from the federal and state governments, and the Equalization of
Burdens Bank, which provides loans to small and medium-sized firms from funds made
available from the European Recovery Program Fund.
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There is a problem involving the use of variations in depreciation allow-
ances and a tax on investments. The time lag between the decision to increase
or decrease depreciation allowance, or to impose or discontinue the investment
tax, and the decision by business firms to postpone or increase investment may
be considerable. It is very difficult to quickly turn on or off the stream of capital
expenditures, since investment decisions can only be translated into positive
final action over long periods. Also a considerable hiatus exists between the
points in time when the need to take action is recognized and actual execution
of fiscal action is taken. Nevertheless, there is evidence that measures designed
to effect changes in the level of investment were successful. For example. the
10 percent stability surcharge on personal and corporate income taxes and the
11 percent investment tav, both of which were imposed in February 1973, cre-
ated a total reduction of aggregate demand of DM 11.1 billion-an amount
equivalent to 1.25 percent of the German gross national product for 1973."

No reference has been made to the impact of the income tax and other meas-
ures that are built into the operation of the German budget system. The main
stabilizer should be the progressive income tax, with rates that vary from
19 to 53 percent. However, income is divided into two categories-income from
wages and salaries, which is subject to a withholding tax, and income from
self-employment and other sources, which is subject to tax assessment at the
end of the tax year. Income taxes withheld weekly and monthly would provide
the stabilizer effect, rising and falling with increases or decreases in gross na-
tional product and personal income.

Table 3 presents yearly changes in the volume of tax revenues and gross
national product expressed on a percentage basis for the period 1966-19.4.
This period covers the 1966-1967 recession and the rapid recovery of 1968 and
1969, and the subsequent period of "stagilation" and eventual recovery. There
is no clear-cut pattern as to the overall stabilization effect of the German tax
system. When taxes are isolated as to types, personal and corporate income
taxes generally exerted a stabilizing effect, with revenues increasing at a rate
lower than the rate of gross national product during the 1966-1967 downswing.
During the recovery and boom period 1968-1970 income taxes exerted no clear-
cut stabilizing effect; moreover, during the period 1971-1974, the personal and
corporate income taxes on occasion tended to be at cross purposes. In general,
the income taxes exerted a stabilizing effect, increasing at a more rapid rate
than gross national product. The other major German tax, the value-added
tax, if anything, tended to counterbalance the stability effect of the personal
income tax by generally increasing at a lower rate than increases in gross na-
tional product. The value-added tax was introduced in 1968, replacing the
turnover tax.

The social security system of Germany also tends to act as an automatic
stabilizer as pensions paid under government schemes are adjusted to wage
adjustments with a considerable time lag. Social security taxes account for
around one-third of government revenues from all tax sources-a high ratio in
comparison with other countries. That part of social security payroll taxes
that is levied on employees is very much like an income tax. The effect is that
of an addition to withholding under the personal income tax. The rate is high
(9 percent in 1974) on a ceiling which is also high (DM 2,200 in 1974) and is
well above average monthly earnings.' Social security contributions have in-
creased at a higher rate than both gross national product and personal income
for the period 1969-1974. Surpluses have been maintained in the social security
accounts which are kept separately from regular federal revenues.

It is. necessary to reemphasize the fact that the use of fiscal policy as an
anticyclical weapon was very rudimentary in Germany up to 1967. In fact,
the role of fiscal policy under Soziale Marktwiertschaft was completely down-
played. In 1967 an economic stabilization law was passed to privide the gov-
ernment with a number of Keynesian fiscal policy instruments in order to attain
an overall equilibrium of stable prices, full employment, and a stable trade
balance-an equilibrium that has proved most difficult to achieve. Most fiscal
policy instruments are on the tax side of the federal budget as opposed to the
expenditure side. There has been some reluctance to use deficits and surplus
in the budget as an anticyclical weapon. There is still some political adherence

23 Deutseihes Institute fur Wirtschaftsforschung, "Der offentllche Hlaushalt 1974-75,"
Woc7henbcricht, September 5. 1974, p. 316.

24 Both the rate and the ceiling have been subject to frequent changes.
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TABLE 3.-PERCENTAGE COMPARISONS OF YEARLY CHANGES IN GROSS NATIONAL PRODUCT AND MAJOR GERMAN
TAXES, 1967-74

Gross na- Corporate Value
Year tional product' Wage tax

2
Income tax2 income tax added tax

1967 -1. 0 2.6 -1.8 -8.2 -1.8
196-8 - 9. 0 12. 9 3.1 21. 1 -15.1
1969 -12.1 22. 5 4.4 27.4 35. 2
1970 -13. 3 29. 7 -5. 8 -20. 0 1. 4
1971 -10.9 22. 0 14. 6 -17. 8 15. 2
1972------------------ 9.2 16. 3 26.2 18. 5 10. 6
1973 ---- 11. 6 23.1 14. 3 28. 2 2. 3
1974 9. 4 20. 0 5.9 1. 0 2. 5

I Money gross national product.
2 As mentioned previously, the personal income tax falls into 2 categories-the tax on wages and salaries (Lohnsteuer)

which is withheld at the source, and the tax on self-employed persons (Einkommensteuer) which is paid at the end of the
tax year.

Source: Bundesministerium der Finanzen, Finanzbericht 1975 (Bonn, The Ministry, August 1974), pp. 37, 39, and 170.

of public to traditional budget-balancing principles. Although the Stabilization
Law increased the power of the federal government to influence the fiscal be-
havior of state and local governments, consent of the Bundesrat which con-
sists of representatives of the state governments is required on many matters.
State and local governments still determine their expenditures independently
of the federal government unless the latter, with the consent of the Bundesrat,
invokes special contingency clauses of the Stabilization Law.

During the period 1969-1974, total federal, state, and local government ex-
penditures have exceeded revenues in all but one year, 1969.' As for the fed-
eral budget, a surplus was run in only 1970.' This excess of expenditures over
revenues can be att-irbutetosevemrl-factors.-For-one-thing~,-the-dema-nd-for-
public services has tended to accelerate, helped along by increases in tax reve-
nues. Local government capital investment, which accounts for the bulk of pub-
lic capital investment, in particular has increased. Local governments are sub-
ject to local political pressures and are far removed from federal control in
Bonn. Many local governments have operated their budgets close to stipulated
debt ceilings. State government regulation of local governments' debt policies
limit the extent to which debt servicing may absorb local revenues. This means
that local governments' borrowing capacity is effectively determined by debt
servicing/current revenue ratios- Typically, local government expenditures on
construction have been down during a recession and up during inflation. For
all levels of government there appears to have been a lagged adjustment of
public expenditures to cyclical changes in revenue.

German contracyclical fiscal policy operates under certain constraints. Annual
budget bills usually do not include proposals for tax changes. The Stabilization
Law does give the federal government discretionary power to raise or lower
personal and corporate income taxes by up to 10 percent. However, this power
has not been utilized. The basic reason is political. So a repayable 10 percent
surcharge on personal and corporate income taxes has been used on two occa-
sions. The blocking of tax revenues in contracyclical reserves has also been
used. Manipulation of depreciation allowances has been one of the most com-
monly used fiscal instruments: however, there is always the problem of timing.
The federal government has also "speeded up" advance payments of personal
and corporate income taxes. A tax on investment has also been used. On the
expenditure side, cuts have been made. For example, in 1969 the federal govern-
ment reduced expenditures on public consumption and investment by DM 1.8
billion. The federal government has also attempted to keep the growth of
spending consonant with increases in nominal gross national product.

SUMMARY OF WEST GERMAN FISCAL MEASURES

Table 4 presents a summary of the more important fiscal policy measures
used by West Germany during the 1969-1974 period. Listed in the table are
the volume of revenues derived from the use of such fiscal instruments as the

2P Bundesmintsterturm der Finanzen, Finanzbericht 197T (Bonn: The Ministry, August
1974). P. 41.

26Ibid., p. 43.
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stability surcharge, which was a 10 percent surcharge levied on personal and
corporate income taxes, and the investment tax. It is also necessary to point
out the shared relations that exist between the federal government and the
state governments in the field of taxes. For example, all income taxes are
shared between the federal and state governments, with the states serving as
the collection agencies. This share is not a fixed percentage, but varies at the
discretion of the federal government, with the approval of the Bundesrat. The
basic reason for this arrangement is to give the federal government more lever-
age in the use of fiscal policy It is also necessary to mention the fact that the
business cycle reserves (Konjunkturausgleichsrucklage) are frozen accounts at
the Bundesbank to be used only in a serious downturn in economic activity.
There are also specific release conditions attached to all of the other stability
measures, with the exception of the stability loan (Stabilitatsanleihe).

TABLE 4.-AMOUNTS COLLECTED THROUGH VARIOUS FISCAL POLICY MEASURES FOR THE FEDERAL AND
STATE GOVERNMENTS (1969-74)

Amounts collected in millions of DM

Instruments 1969 1970 1971 1972 1973 1974

Federal:
Cyclical reserve 1970 -1, 500.
Cyclical reserve 1971 1, 000
Stability surcharge - - - -718 845
Investment tax - - - -221 378
Stability loan - - - -2, 500 --
Freezing of tax yields-- ' 610 ' 610

Total -1, 500 1, 000 ---- - 4, 049 663

State:
Cyclical reserve 1969 -436-
Cyclical reserve 1970 - - 1, 000
Cyclical reserve 1971 - - - 2195 2 -195 ...................
Stability surcharge- - - - - 878 1,105
Investment tax ----- 114 222
Freezing of tax yields ----- - --------------------------- 3 80 3--8

Total -436 1,000 195 -195 1, 072 1, 247

Federal and State total -436 2, 500 1,195 -195 5,121 1, 910

l Dissolved in April 1974.
2 Disrolved in April 1972.
3Dissolved in February and July 1974.

Source: Bundesministerium der Finanzen, "Konjunkturelle Rucklagen von Boind und Landern," Sept. 17, 1974.

CHAPTEL 3-MONETARY POLICY IN WVEST GERMANY

INFLATION AND MONETARY POLICY

There is no unique economic policy that will serve to stabilize the price level.
It would be convenient if the behavior of the general price level could be at-
tributed in some simple manner to changes in the supply of money, for control
of the price level would be simple in principle. The price level could be prevented
from rising by appropriate regulation of the quantity of money without affect-
ing the level of employment. Similarly, appropriate monetary policies to con-
trol inflation would be more self-evident if a rising general price level originated
solely from an imbalance between the level of aggregate demand and the pro-
ductive capacity of the economy. The issue in principle is again clear, for if
prices were increasing, this would imply that demand was outstripping the
rate of increase of production, and by use of the gamut of conventional mone-
tary and fiscal controls demand should be reduced until balance between aggre-
gate demand and aggregate supply is restored.

If an economy is characterized primarily by a downward rigidity in the
prices of goods and labor, the removal of excess demand does not guarantee
the removal of inflation. The avoidance of excess demand does not guarantee
that wages will be not pushed up too rapidly in relation to the requirement for
price stability. If demand restriction is pushed far enough, there is no doubt
that a point will be reached at which deflationary pressure will become suffi-
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ciently great to check the rise in wages and prices, but only at the cost of
unemployment. However, the problem is that both elements of cost-push and
demand-pull inflation exist, so that the actual rate of inflation in West Germany
and other countries is a composite of monetary demand and cost factors. It is
not appropriate to restrict attention to either alone from the point of view of
policy prescription. Prices will rise if excess monetary demand exists but they
can also rise if it does not. Thus, it is also necessary to pay attention to the
need to alter the cost generating structure of an economy by some interference
with the pricing mechanism.

Monetary policy works primarily through controls exercised over the supply
of money. In an advanced economy, such as West Germany, this basically means
control over the volume of bank lending. The objective in controlling the
money supply, including bank lending, is indirectly to control spending. More
specifically, control over the money supply will be reflected in changes in interest
rates, which, in turn, will have an impact on spending. The brunt of this im-
pact will be borne by investment expenditure, as neither the consumption or'
investment component of aggregate demand is readily linked to the rate of
interest.

MONETARY POLICY

The Bundesbank has recourse to the standard instruments of monetary policy
(control over the rediscount rate, control over minimum reserve requirements,
and open-market operations) to accomplish stabilization objectives. Its influ-
ence on credit, however, has been obviated considerably during most of the
postwar period through the existence of several factors that have been present
in the German economy. For one thing, the interest elasticity of investment
has been low, reflecting a strong investment demand, and interest rate changes
via the rediscount rate have had little effect. Furthermore. German banks have
also possessed considerable excess liquidity during the postwar period and have
-not-had to resortto-rediseounting--cmmercial-paper-toany-significantextent.
The existence of an export surplus has provided the foreign exchange to en-
hance the liquidity of the banking system. High interest rates have attracted
foreign accounts that in turn have increased bank liquidity, thereby circum-
venting attempts at effective discount policy.

The effectiveness of monetary policy has also been subverted in that savings
of households are channeled into savings deposits at savings banks, building and
loan shares, and insurance companies. Most personal savings flow through
these investment channels, but only a part of them flow into capital invest-
ments. This has meant that central-bank monetary policy has had little influ-
ence over the flow of savings, for the reason that the institutions receiving them
do not channel them into the capital market.

During the 1960s prosperity within Germany has been accompanied by an
inflow of capital from abroad. When the Bundesbank gave first priority to
restraining the boom at home by using a tight money policy, the balance-of-pay-
ments problem was exacerbated through the attraction of more liquid funds
from abroad. In Mach 1961 West Germany revalued the mark by 4.7 percent.
This caused a large movement of capital out of the country, and an overall
deficit of DM 1.9 billion appeared in the balance of payments. The rediscount
rate during this period was set at 3 percent. Trade with inflationary foreign
countries, however, led to rising prices at home and caused payment surpluses
to accumulate. In 1964 the Bundesbank introduced a variety of measures to
discourage the inflow of foreign capital and to stimulate the outflow of German
capital and later that year used minimum reserves and rediscount quotas to
restrict internal liquidity.

From 1965 to early 1966 the balance-of-payments surplus disappeared. In-
ternal prices increased, and the Bundesbank raised the rediscount rate from 3
to 5 percent1 Then the growth rate began to drop as the momentum that had
propelled the economy forward began to decline, and a recession occurred during
the latter part of 1966. The Erhard government was replaced by a coalition
of two major political parties. This coalition brought into office men, such as
Econbmics Minister Karl Schiller, who were disposed toward dropping the free
market economic doctrine of former Chancellor Erhard and adopting a more
Keynesian policy of deficit spending and other fiscal measures. The Law Pro-

1 Deutsche Bundesbank. (7eRrhaftsbericht der Deutsclien Bundesbank fur das Jahr 1967
(Frankfurt am MaIn), pp. 7-11.
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moting Stability and Growth of the Economy, passed in 1967, provided the
federal government with a number of Keynesian fiscal policy instruments.

In 1967 the Bundesbank pursued a policy of monetary ease that brought the
rediscount rate down from 4.5 percent to 3 percent and released a total of
DM 1.6 billion through reductions in the minimum reserve requirements of
commercial banks.2 After a considerable amount of the resultant increased bank
liquidity was diverted into increased exports of capital, the Bundesbank entered
the foreign-exchange markets with measures designed to inhibit the. outflow
of funds and preserve sufficient liquidity in the domestic money market. An
interplay of fiscal and monetary policies measures also developed with the
creation of special investment budgets and other fiscal measures.

In 1968 the rediscount rate remained at 3 percent for the entire year, and
minimum reserve requirements were lowered. Despite a greatly increased
supply of capital the interest rate level did not drop as much as expected
because of tendnecies to rising interest rates on international capital markets.
The interest rate differential made the West German capital market very at-
tractive to foreign borrowers. Long-term capital exports did not suffice to offset
the foreign-exchange inflow originating in trasactions and short-term capital
movements. Short-term capital imports resulted primarily from the reduction
of banks' foreign assets and from the deposit of foreign money in German
banks as a result of the speculation about a revaluation of the Deutsche Mark.
The Bundesbank counteracted this inflow by offering foreign-exchange guar-
antees at costs far below the market rates.

MONETARY POLICY DURING THE 1969-1970 BOOM

During 1969 the Bundesbank pursued a generally restrictive monetary policy.'
The discount rate was raised three times. In April the rate was raised from 3
to 4 percent, and the advance rate was raised from 4 to 5 percent. In June the
Bundesbank's discount rate was raised from 4 to 5 percent, and the advance
rate from 5 to 6 percent. In August special advance rates of 7 and 8 percent
were introduced to counteract increased resort to advances. In September the
Bundesbank's discount rate was raised from 5 to 6 percent and the advance
rate from 6 to 7.5 percent. Special advance rates were abolished. In December
the advance rate was raised from 7.5 to 9 percent. In addition, rediscount
quotas based on banks' liabilities and differentiated according to the type of
lending institution were used. In April 1969 rediscount quotas were reduced by
20 percent for most banks.

Reserve requirements were also altered several times during 1969. In May the
minimum reserve ratios for domestic liabilities were raised by 15 percent, and
those for external liabilities by 50 percent. This had the effect of decreasing the
free liquid reserves of the banks by roughly DM 2.5 billion. In July the mini-
mum reserve ratio was increased by 10 percent, with a resulting decrease in
banks' liquid reserves of DM 1.6 billion. Moreover, a 100 percent reserve was
placed on all additions to external liabilities. In November the 100 percent
reserve requirement was abolished, and reserve ratios for foreign liabilities
were brought into line with those for domestic liabilities. During the year
minimum reserve requirements were increased by DM 4 billion.

Over the whole of 1969 bank liquidity was reduced by DM 17.9 billion. The
free liquid reserves of banks were reduced from DM 37.7 billion at the end
of 1968 to DM 19.8 billion at the end of 1969. The greatest reduction was in the
banks' rediscount margin at the Bundesbank; unused rediscount quotas de-
creased by DM 7.9 billion. The financial transactions of the federal and state
Governments resulted in a contraction of bank liquidity by DM 5 billion. To
some extent this was attributable to federal government expenditure cuts de-
cided on for reasons of anticyclical policy. Bank liquidity was reduced through
the use of measures designed to reduce the amount of short-term debt. Liquidity
was also reduced by the cyclical rise in the circulation of notes and coins, which
was mainly due to the growth in personal income.

The most important monetary development of 1969, however, was the reval-
uation of the Deutsch Mark. In October the federal government fixed the new
gold parity of the Deutsche Mark at a level corresponding to a dollar parity of

2 T)P-tehe Bunfleshank. Ceseheftsberlct der Deutschen Bundesbank fur das Jahr
I1A9 (Frnnkfi-rt am Main). pp. 5-7.

2 Th,,t!tebe Bnndesbank. Geschaft.sbericht (Ter DevtRchen Bundesbank fur dna .Jahr 1969
(Frankfurt am Main), pp. 3-4. All 1969 data is taken from this annual report.
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DM 3.66 instead of the former DM 4.00. The domestic result of revaluation was
that bank liquidity was reduced. The loss of funds immediately after revalua-
tion was due primarily to the return of speculative money-i.e., to the outflow
of short-term funds that had been sent from other countries to banks and other
institutions in Germany before revaluation. So that German banks would not
be exposed to the full force of the externally induced liquidity outflow, the
Bundesbank lowered their minimum legal reserve requirements by 10 percent
in November.

In 1970 the Bundesbank took further measures to dampen down the level of
economic activity in the West German economy.' It became apparent in early
1970 that the revaluation of the Deutsche Mark was not strong enough to con-
tain inflationary pressures that had developed. In the fourth quarter of 1969, the
cost of living index increased by 3.1 percent, compared to 2.7 percent for the
full year. In the first quarter of 1970, the cost of living index increased by 3.5
percent. In March 1970 the Bundesbank raised its discount rate from 6 percent
to a postwar record of 7.5 percent and introduced additional minimum reserve
requirements on banks' foreign liabilities. The purpose was to decrease excess
demand by exerting a restrictive impact on private fixed investment and to
deter the banks from borrowing abroad, thereby keeping bank liquidity tight.

In addition, the Bundesbank attempted to counteract the inflows of bank
liquidity by means of open-market operations. This reduced free liquid reserves
only to the extent that long-term debt in the form of public authority bonds
from the Bundesbanks' portfolio was sold, and short-term debt was passed on
to nonbank institutions. Altogether, just under DM 2.5 billion of liquid reserves
was withdrawn from the banks in 1970 by open-market transactions in long-
term debt securities, and by selling short-term commercial paper to nonbank
institutions.

Bletween July 1970 and March 1971 the discount rate was lowered four times.'
With interest rates declining in other countries, it became increasingly difficult
to maintai-na higWlevelo domestic rates. ThBunde sb-ank-felt thatd ifferedee5
in interest rates would cause an inflow of funds into Germany and would be
detrimental to the pursuit of restrictive domestic monetary policy. In July the
discount rate was reduced from 7.5 to 7 percent, and the advance rate from 9.5
to 9 percent. In November the discount rate was lowered to 6.5 percent. There
was no internal relation of monetary policy measures, however. Minimum legal
reserve requirements were increased in August and November. In December the
discount rate was lowered from 6.5 to 6 percent, and the advance rate from S
to 7.5 percent. In March 1971 the discount rate was reduced to 5 percent and
the advance rate to 6.5 percent. There was also a 10 percent reduction in min-
imum reserve requirements. During the latter part of 1971 there was an in-
crease in the total volume of bank credit. Consumer expenditures on goods and
services increased, whereas investment expenditures showed a decline over the
first half of 1971.V Monetary policy had to contend with a less than buoyant
economy in which inflation existed along with a general downturn in the level
of economic activity. The index of industrial production in the investment
goods industries increased 2.2 percent in July. decreased 7 percent in August,
and decreased 0.6 percent in September. 7 Preliminary estimates indicated a de-
crease for October.

MONETARY POL.ICY DURING THE 1971-1972 "STAGFLATION" PERIOD

Bundesbank monetary policy had to contend with a less than buoyant economy
troubled by inflation and a general downturn in the level of economic activity.
Moreover, monetary policy had to run into external pressures. Although German
interest rates declined, they lagged behind the fall in international rates, so
that the differentials actually tended to increase. This led to an inflow of short-
term capital imports as the business sector took advantage of lower external
interest rates. The foreign exchange that entered Germany in 1970-DM 20.2
billion-was the largest amount ever recorded in a single year. This was attrib-
utable to two factors-money imports of the banking system and external bor-

4 Deutsche Bundesbank, Geschaftsberfcht der Deutschen Bundesbank fur das Jahr 1970
(Fnnkfurt am Main). pp. 3-14. All 1970 data Is taken from this annual report.

5 Deuitsche Bundesbank, Honatsberichte der Deutachen Bundeabank (Frankfurt am
Main, ATMl 1971). p. 3.

6 Deutsche Bundesbank. Monatsberichte der Deutschen Bundesbank (Frankfurt am
Mnin. November 1971). Annendix. p. 44.

7 Suddeutache Zeitung (Munich), December 13, 1971, p. 14.
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rowing of nonbank institutions. As a result, the free liquid reserves of the
German banking system increased from DM 19.8 billion at the end of 1969 to
DM 25.4 billion by the end of 1970.0 The great bulk of the increase took place
during the fourth quarter of 1970.

In 1971 the pattern was continued. From January to March internal bank
liquidity declined by DM 8 billion.0 but this decline was more than counter-
balanced by an inflow of foreign funds to the extent of DM 22 billion and was
transferred into rising internal prices. In using discount rates to combat infla-
tion, the Bundesbank had succeeded in attracting additional capital from
abroad. In the period June through December 1971 domestic liquidity declined
by DM 7 billion, while there was also a turnabout in the flow of foreign
capital.2 0 On balance there was an outflow of DM 12 billion during the last
seven months of 1971. Overall for 1971 there was a net gain in bank liquidity
of Dil 2 billion. The growth of money supply began to slow down around the
middle of the year, reflecting an outflow of short-term funds and, to a lesser
extent, renewed credit restraint.

The year 1972 marked the second consecutive year of relatively moderate
growth, with a strong economic upswing occurring toward the end of the year.
There were no significant surpluses in the current account of the balance of
payments. On the other hand, capital transactions with foreign countries con-
tinued to cause problems. Large and speculative foreign exchange inflows at
times forced the Bundesbank to make massive supportive purchases on the ex-
change market, thereby leading to an inflation of the domestic money circula-
tion. Private consumption expanded during the first half of 1972, reflecting
union demands for higher wages in the organized sector of the economy, and
refunding of part of the contracyclical surcharge which had been frozen in
the Bundesbank. However, capital investment on the part of enterprises con-
tributed little to the general upswing, increasing 2 percent over 1971.

Bundesbank policy in 1972 was geared to the aim of achieving price stability,
although external factors created problems.' Monetary policy was caught be-
tween conflicting domestic and external objectives. Given the price rises, the
appropriate course was to apply internal monetary constraints. However, large
inflows of foreign exchange during the first part of 1972, following the currency
alignment, dictated that domestic policy take second place to the protection of
the exchange rate. The expansion of the money supply resulting from money
inflowvs from abroad had to be curbed. The purpose of the Bundesbank's mone-
tary policy was to prevent interest-rate induced capital inflows. In addition, the
Bundesbank had to try to neutralize the increase in the banking system's
liquidity caused by the exchange inflows to ensure at least that there were no
undesirable secondary effects. Minimum reserve requirements for domestic lia-
bilities were raised 20 percent in July and 10 percent in August, and minimum
reserve requirements on banks' external liabilities were also made more strin-
gent.?' Rediscount quotas were cut by 10 percent in February and June. The
discount and Lombard rates, which had been reduced in February to 3 and 4
percent respectively were raised to 4.5 and 6 percent by November, when it
became apparent that a deliberate policy of low interest rates did not prevent
speculative inflows of foreign funds.'

In the latter part of 1972 the Bundesbank was able to adopt a more restric-
tive stance in domestic policy. When interest rate differentials between Germany
and other countries were reversed in the business sector, priority was given to
increasing the domestic rate level. As mentioned above, the discount and Lom-
bard rates were raised. However, the demand for credit increased in response
to the upswing that had developed in the construction industry and in the
export sectors of the economy. However, the upswing did not have the latitude

8 Deutsche Bundesbank, Monatsberichte der Deutochen Bundesbank, October 1971,
p. 7.9

Ibid., p. 5.
10 Ruddcut8che Zeitung (Afunich). December 13. 1971, p. 14.
11 For example, in June 1973 a monetary crisis centering on the pound sterling devel-

oped. The Bundesbank had to spend DM 5.3 billion to support the pound, and the sterling
rate was floated. Currency unrest also spread to the U. S. dollar, so that the Bundesbank
had to take in substantial quantities of dollars. The foreign currency exchanges were
closed from June 23 to June 27.

1 Deutsche Bundesbank, Monatsberichte der Deutschen Bundesbank, August, 1972,
P. 5.

'l Deutsche Bundesbank, Monatsberichte der Deutschen Bundesbank, November 1972,
p. 3.
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of previous cyclical upswings in that it developed from a comparatively high
level of resource utilization. Industry was operating at 90 percent of capacity
and the rate of unemployment was low. The rise in the cost of living continued
to be a problem.

MONETARY POLICY, 1973-1974

During 1972 monetary policy had generally resolved the problem of inflows
of foreign exchange even though interest rates in Germany were low in compari-
soll to rates in other countries. Measures designed to restrict capital move-
ments were successful, and it was possible for the Bundesbank to introduce a
more restrictive domestic monetary policy during the second half of 1972. The
money supply rose by only 7.5 percent between August 1972 and January 1973
compared to 17.5 percent between January 1, 1972 and August 1972.1" However,
in January and early February of 1973 the international monetary situation
deteriorated rapidly, and the Bundesbank was exposed to a massive influx of
foreign exchange which was set in motion by a lack of confidence in the U.S.
dollar. Within seven business days the Bundesbank had to purchase foreign
exchange equivalent to DM 18.5 billion in order to support the rate of the
dollar." It was important to neutralize with credit policy instruments the ex-
pansive effects the inflow of foreign exchange was having on bank liquidity.

The influx of foreign funds led to a sharp increase in the liquidity of business
and industry. However. prior to the influx, the Bundesbank, by its restrictive
policy, had reduced banks' free reserves, i.e., the excess balances plus the liquid
assets that can be converted into central bank money, to a very low level. By
means of further restrictive measures in February and March, the Bundesbank
was able to neutralize in a comparatively short time the rise in bank liquidity
resulting from the transfer of the incoming foreign exchange from non-banks
via banks to the Bundesbank. Minimum reserve ratios were raised to almost 100
percent on the increase in banks' external balances and rediscount quotas were

-rnade-stringent?-These and other-measures resulte-d-in-the-banksLfree-reservje
contracting to near zero in the spring of 1973.

An essential precondition for effective monetary policy was created when the
Bundesbank was released from the obligation to intervene in favor of the U.S.
dollar.'7 For a start, the Deutsche Mark was revalued by 3 percent in March.
Releasing the Bundesbank from the obligation to intervene against the dollar
and later on against the French franc, reduced the importation of inflation via
inflows of money from abroad and thus paved the way for a stability-oriented
monetary policy. Combating internal inflation then became the prime desidera-
tum of Bundesbank policy. In May the Bundesbank raised the discount rate
to 6 percent and the Lombard rate to S percent. At the same time, the federal
government introduced its stability program, leaving a 10 percent surcharge on
income taxes on all persons with an annual income of at least DM 24.000 (sin-
gle) and DM 48,000 (married), an 11 percent investment tax, and suspension
of accelerated depreciation for movable assets and buildings. Monetary policy
was given direct support by the stability program in that these additional tax
funds were frozen in the Bundesbank. In addition, DMI 700 million of general
tax revenues were placed by the federal and state governments with the
Bundesbank to be frozen.

However, even under flexible exchange rates, the Bundesbank was not able
to avoid entirely the problem of imported inflation as inflationary tendencies
are transmitted not only through the liquidity mechanism but also through
prices. However, the repercussions of the world-wide inflation on prices in Ger-
many were much smaller-at least up to the oil crisis-than they would have
been without the revaluation of the Deutsche Mark. This was particularly true
with respect to imports, with unit values increasing by only 3 percent up to the

" bloney supply, or money stock represents currency and sight deposits. There is a
.o-e broamly defined money stopk. which includes time deposits for up to four years.
i"- Deutsche Bundesbank, Monatsberichte der Deutschena Bundesbank, March 197T.

p.2.
1T Deutsche Bundesbank, Geschaftsbericht der Deutschen Bundesbank fur das Jahr 1973,

p. m.1
"7This step was taken in March 1973 by all industrial countries which had been ad-

bering to flxed exchange rates against the dollar. The exchange rates were allowed to
floqt. At the same time, the Euronean Economic Community countries. excluding the
United Kingdom. Italy, and Ireland. along with Norway and Sweden. agreed to let the
exehenge rates of their currencies fluctuate in relation to each other within a narrow
mnrgin only.
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oil crisis.' The consumer cost of living index increased by 6.9 percent for the
year compared to 11.7 percent for Japan, 9.2 percent for the United Kingdom,
10.8 percent for Italy, and an average of 8.7 percent for all countries in the
European Economic Community."'1

Nevertheless, the objective of moderating the upswing in prices was not
achieved; in fact, at the end of 1973 the growth rate of most price indices was
higher than at the beginning of the year. The production output curve levelled
off and the rate of unemployment increased. A decline in demand for automo-
biles and the slackening of activity in the construction industry created fears
of an economic setback. Pessimism and uncertainty were created as a result of
the oil crisis. Although the impact of the crisis was far less than was anticipated,
the price situation in Germany deteriorated in 1974. The main cause of price
increases in industry were cost pressures derived from a rise in the price of
imported raw materials, in particular crude oil. Wage increases averaging 12 to
14 percent over the preceding year also contributed to the price increases. Enter-
prises were not able to offset these higher costs by increasing productivity, or
through absorption in profit margins. In the period 1969 to 1974, the profit ratio
of the average German enterprise had declined from 5.5 percent of turnover
to 4 percent. So enterprises came under increased compulsion to raise prices.

German monetary and fiscal policy in the first nine months of 1974 had to
pursue a course, which. on the one hand, limited the scope for price and cost
increases, and on the other, selectively counteracted any decline in employment.
The latter proved to be somewhat of a problem, as by September 1974. the rate
of unemployment in Germany increased to 2.6 percent-the highest rate since
the recession of 1967. However, the basic course of the Bundesbank was pretty
much determined before 1974 began, with priority given to the achievement of
control over the domestic price level. By keeping central bank money tight.
thus stimulating a rise in interest rates, the Bundesbank had managed at
least during 1973 to restrict monetary expansion to an extent that made it more
difficult for business firms to pass on to consumers increases in prices and
costs. During the first half of 1974 the growth of money aggregates was rela-
tively small. For example, the money supply between December 31, 1973 and
July 1, 1974, increased at an annual rate, with allowances for seasonal adjust-
ments, of 5.5 percent.'

However, the price stability-unemployment dilemna presented a recurring
problem. The relative success of monetary and fiscal policy in at least stabilizing
internal prices was counterbalanced to some extent by an increase in the rate
of unemployment. The solution to this problem was largely fiscal. In February
1974 the federal government decided on a special DM 600 million expenditure
program for areas with unemployment rates above the national average. This
program was financed from blocked funds in the Bundesbank derived from
increases in the gasoline tax in 1973. These funds were to be spent on projects
to create jobs in the construction industry. A second expenditure of DM 300
million occurred in June as unemployment continued to rise. Additional expendi
tures were announced in September 1974 and are to amount to DM 950 million. 22

Part of the expenditure is to be on the German railway system and another
part on increases in defense orders. Major expenditures are to be made in the
states of North-Rhine-Westphalia and Bavaria.

Brief mention should be made of debt management policy. In June 1974 the
debt of the federal government Was DM 61.4 billion (approximately $22 bil-
lion).n The debt was diffused into a wide variety of debt instruments, most of
which do not readily lend themselves to manipulation for debt management pur-
poses. A part of the debt is locked into funds for special purposes, such as social
insurance, and another part is that issued by various government companies
such as Ruhr Coal and Saarbergwerke. The debt actually related to the eredit
market amounted to DM 43.3 billion. Of this total, the most liquid debt, the

Ps T)-nitscbes Institute fur Wirtschaftsforschung. "Grundlinien der Wirtschaftsentwick-
lung 1974," Wochenbericht, Berlin, December 20, 1973, p. 468.

19 Ibid.. p. 36.
22 Deutsches Bundesbank, Monatsberichte der Deutschen, Bundesbank, August 1974,

p. 3.
21 Institute Finanzen und Steuern, Zur Verbesserung des konjunkturpolitischen natriu-

nzen tariuum8 (Bonn: The Institute, November 1974), pp. 27-29.
-s Ibid.. p. 36.
23 Bundesministerium der Finanzen, "Versehuldung der Bundesrepublik," Bonn, August

1974, p. 1.
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Treasury bill, amounted to DM 1.9 billion.>' Another part of the debt consists of
the so-called "stability bond" sold to the public as an antiinflationary measure.
The proceeds from the sale of this type of bond have been frozen at the
Bundesbank.

SUMMARY

The purpose of this chapter has been to summarize the goals of German mone-
tary policy during an inflationary period, 1969-1974. Probably the most im-
portant problem confronting monetary policy has been the danger of imported
inflation. Effective monetary management has been hindered by an increase. in
foreign exchange reserves originating from balance-of-payments surpluses
largely out of control of the Bundesbank. Bank liquidity and especially money
holdings outside of the banking system have been abundant, primarily as a
result of these large inflows from abroad. These freely entering foreign cur-
rencies have served to inflate the money supply in Germany, which, in turn, has
resulted in higher prices as availability of money induces consumers to buy and
businesses to invest. The external surplus of foreign currencies has been trans-
lated into liquid reserves for the banks. Thus, it has been incumbent upon the
Bundesbank to affect the liquidity ratio, i.e., the ratio between total deposits
and the free liquid reserves of the banks. Bundesbank measures, specifically
changes in the rate of interest, minimum reserve requirements, and rediscount
quotas have been designed to influence the propensity of banks to hold free
liquid reserves and to lend to domestic nonbanks.

CHAPTER 4-CoNcLusioNs

The Law for Promoting Stability and Growth of the Economy (Stabilization
Law) is the most important economic measure taken in West Germany since
the Currency Reform of 1948 and the introduction of the social market economy.
It provides the federal government with a number of fiscal policy instruments;
it links the three levels of government budgeting more closely together; and if
has brought greater coherence into the formulation of the federal budget. The
federal government must plan its budgets for periods of five years and must
prepare an investment program with a priority scale. State and local govern-
ments, which in the past had been practically and legally free from federal
interference in budget matters, are now required to prepare long-range budgets,
particularly for investment projects, and discuss them with federal authorities.
A Council for Anti-Cyclical Policy was created by the Stabilization Law to
bring together representatives of all levels of government and the Bundesbank.
It has the right to be consulted over the restriction of credit and over payments
into and out of the cyclical reserve fund.

The two most innovative and important parts of the Stabilization Law in-
volve the use of business cycle reserves and medium-term fiscal planning. An
anticyclical reserve fund has been established at the Bundesbank, and the
federal government as well as the states are required during boom periods to
make deposits of up to 3 percent of their tax revenues of the previous year
into the fund. Apart from this, increased revenue caused by anticyclical raising
of the personal and corporate income taxes is automatically paid into the fund.
Money in the fund can only be used for anticyclical expenditures. Medium-term
fiscal planning aims at regulating federal spending. Any rise in federal expendi-
tures, other than for repayment of debt, is supposed to correspond roughly to
the rate at which gross national product is rising during the period of the
plan. If the economic equilibrium is in danger, the federal government must
counteract this danger by bringing about a change in receipts and expenditures
and hence, in deficits. If, for example, the economy and consequently revenue
grows more rapidly than planned, the additional revenue would not be used to
meet expenditures but to reduce net borrowing.

West Germany has also used several temporary tax measures to regulate the
level of economic activity. These measures have merit in that they are selective
rather than general, and thus can be applied to a certain sector of the economy
that is out of balance with other sectors. For example, the federal government
in December 1974 adopted measures to stimulate capital investment, which was
one of the weakest points of economic activity. To stimulate the propensity to
invest on the part of business firms, new investment bonuses were introduced,

2"Ibid., p. 3.
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as a general reflationary measure for a limited period. but also for an unlimited
period in the special case of the promotion of energy-conserving investments.
The major investment bonus was an investment credit of up to 7.5 percent of the
cost of new depreciable fixed assets which is directly deductible from the per-
sonal or corporate income taxes. At times a direct tax on investment has been
used to discourage investment, and a stability surcharge has been levied on
both personal and corporate incomes. Depreciation allowances have also been
used as an anticyclical device.

It is hard to translate the German experience with anticyclical fiscal and
monetary policies in terms of practical application to the United States. The
performance of the West German economy with respect to the inflation-unemi-
ployment dilemna has been superior to that of the United States. The unem-
ployment rate in West Germany in 1973 was one-third of the rate for the United
States; in 1974 and in early 1975 the rate for Germany was less than half the
*American rate. It appears that the Germans are able to maintain a lower infla-
tion-unemployment trade-off than the United States. But the Germans are helped
by a very stable labor force caused by war losses and a low birth rate, by social
security measures that encourage early retirement from the labor market, and
a cushion of foreign workers who are often the first to be laid off.

Some general conclusions are in order. It is apparent that there is more of a
willingness on the part of the German government to accept some unemployment
as a cost of curbing inflation than is true in most other major industrial coun-
tries. To some extent this willingness has been reflected in the leadership of
Chancellor Willy Brandt, but more particularly in the current leadership of
Chancelor HIelmut Schmidt. The feeling has been expressed by both Schmidt
and his policy advisers that price stability is the basic desideratum of economic
policy, and if achieved, full employment and economic growth will follow. Some
success has been achieved in stabilizing prices, unemployment has increased,
particularly since the fall of 1974, and the Social Democrats have lost some
state elections which have turned on the issue of economic policy. Nevertheless,
the government has remained committed to a goal of price stability.

However, it can be added that the Germans have much more latitude in the
trade-off between inflation and unemployment than is true in the United States.
It is much easier to implement anti-inflationary measures when the unemploy-
ment rate is 2 percent rather than 7 percent. In February 1975. the number
of unemployed persons in West Germany amounted to 3.7 percent of the total
labor force, and 5.1 percent of wage and salary earners, the highest rates in 20
years. Some of the unemployment is attributable to a decline in the level of
construction activity, and some to a decline in exports of German products. The
impact of unemployment is cushioned to some extent by liberal unemployment
compensation which permits a worker to receive unemployment benefits of up
to 90 percent of his regular wage or salary for a period of a year. Moreover, the
brunt of unemployment has been carried by foreign workers who represent one-
tenth of all wage and salary earners, but who also represent around 40 percent
of the unemployed. From September 1974 to December 1974, the number of ln-
employed workers increased by 389,000; of this total 170,000 were foreign
workers.

What the Germans apear to have done reasonably well is to coordinate mone-
tary and fiscal policies. Monetary policy has been directed more toward achiev-
ing general price stability, while fiscal policy has been used on a much more
selective basis. It has been the task of fiscal policy to counteract excessive infla-
tionary or recessionary trends in some sectors of the economy by selective
measures. For example, when the oil crisis of late 1973 made it necessary to
modify the planned course of economic policy, fiscal policy measures adopted in
the spring of 1973 to curb investment were suspended. Thus the investment tax
was abolished and both the diminishing balance depreciation on plant and equip-
ment and special depreciation allowances were readmitted: only the stability
surcharge on personal and corporate income taxes continued to be levied up to
mid-1974. It was further decided to expedite the placing of orders provided for
in the federal budget and to make available additional funds for publicly sup-
ported residential construction.

The Stabilization Law provides the federal government the authority to in-
itiate concerted action (konzertierte Aktion) with representatives of manage-
ment and labor. When ever price or wage increases endanger economic stability,
the federal government invites business and union representatives to a confer-
ence, presents the facts, and sometimes is successful at arriving at a common
judgment. The dialogue between labor, management, and the federal government
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is not limited to just wages and prices; it also includes much broader issues.
such as the federal budget. The dialogue has some merit in that it has improved
the labor-management climate in German economic life, but it has not neces-
sarily held wages in check, for wages have increased at an average annual rate
of 12 percent since 1970. This fact can not be attributed to aggressive union
activity; three-fourths of the German labor force do not belong to unions.

Chairman Hur]rnuREY. Thank you, gentlemen. The committee
stands recessed.

[Whereupon, at 11:50 a.m., the committee recessed, to reconvene at
10 a.m., Thursday, July 31,1975.]
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Dirksen Senate.Office Building, Hon. Hubert H. Humphrey (chair-
man of the committee) presiding.

Present: Senators Humphrey and Proxmire; and Representative
Long.

Also present: John R. Stark, executive director: John R. Karlik,
Loughlin F. McHugh, Courtenay M. Slater, Lucy A. Falcone, Robert
ID. Hamrin, and Jerry J. Jasinowski, professional staff members;
Al. Catherine Miller, minority economist; and Michael J. Runde,
adminisiratve assistant.

OPENING STATEMENT OF CHAIRMAN Hu3IPHrEY

Chairman HmIJIPHREY. Gentlemen, we will proceed this morning.
As I have indicated to you personally, let me say for the record I

apologize for the lack of attendance here. Our colleagues, as you can
see, are at a mandatory quorum.

I am most grateful to all three of you for coming. We are attempt-
ing to round out the testimony that will relate to our midyear eco-
nomic review; We have with us a very distinguished panel of experts
-on financial markets and monetary policy. No question is more criti-
dal to this country's economic health during the next year than the
question of monetary policy.

A great deal of time has been given in the current Congress to
discussing budget policy and the energy policy. Today we will review
military procurement and other items. Those are vital and important
questions.

But it is my judgment that we should not forget that monetary
policy is equally important to our budgetary and fiscal policy. The
availability of credit can make or break what is at present a fragile
and a hesitant economic recovery.

I noted this morning, however. that the reports on construction are
encouraging. There seems to be some movement. Most forecasts, in-
deed, I believe all of the private forecasts which have recently been
presented to this committee assumed that the money supply would
grow more rapidly than the 5 to 71/2 percent range which the Federal

(253)
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Reserve has announced as its target. Even with that, their predictions
are for only a moderate or a sluggish recovery, rather than the strong
rebound needed to bring unemployment down more rapidly.

Recent analysis by the Congressional Budget Office indicates that
a 10 percent growth of the monetary supply rather than 7 percent
could add $25 billion to real output by the end of next year, and
reduce the unemployment rate by 0.6 percent. I must say that is still
a very small amount. The public has a hard time understanding why
it takes so long to get an unemployment rate down when it did not
take long to get it up.

I do not wish to place too much emphasis on any one single vari-
able. Monetary policy is a highly flexible tool. The monetary growth
target can, and I hope will be, adjusted as is necessary.

But, what concerns me far more than any particular quantitative
target is the degree of commitment of the Federal Reserve System to
a strong and sustained economic recovery.

Recently, the Federal Reserve Board has acted to tighten monetary
policy and push up interest rates. I am not the only one who feels
that this was a premature action. Private witnesses appearing at
these hearings last week and yesterday shared my concern. So did
many others.

I found a very interesting editorial in the latest issue of Business
Week. It read as follows: "The first faint signs of economic recovery
seem to have thrown the Federal Reserve into another fit of anxiety
about future inflation. It is not even certain yet that an uptrend has
begun. but the money managers are swinging back toward tight credit
as though they were dealing with a roaring boom."

"In its present, hesitant stage, the recovery needs nurturing. It
needs ample credit at moderate rates, and it needs some assurance that
policy will not change abruptly in the near future. The erratic, stop-
go course the Fed has been following could easily abort the upturn
and give the country a 'double-dip' recession."1

Gentlemen, I think if I had made that statement that I would have
had a rash of editorials across the country accusing me of monetary
and fiscal irresponsibility. This is Business Week speaking, a good,
solid, and I want to say a middle-of-the-road or a conservative busi-
ness publication.

I will place the complete editorial from the August 4 issue of the
Business Week in the record at this point, and I also want to place
in the record at this point the article in this morning's Washington
Post by Mr. Hobart Rowen entitled "The Myth of the Federal
l)eficit."

[The above-mentioned material follows:]

[Editorial from Business Week, Aug. 4, 19751

CLAMPING DOWN Too SOON

The first faint signs of economic recovery seem to have thrown the Federal
Reserve into another fit of anxiety about future inflation. It is not even certain
yet that an uptrend has begun, but the money managers are swinging back
toward tight credit as though they were dealing with a roaring boom.

This week the Fed sold Treasury bills out of its portfolio, a heavy-handed
move designed to push interest rates up and shrink the bank reserves that are
the basis of the nation's money supply. As a result, bank lending rates went up,
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with New York's First National City Bank leading the way to a 7/2% prime
rate.

This is a dangerously high rate for an economy just turning the corner of
the worst recession in nearly four decades. Loan demand is still soft. Home-
building, which usually leads the economy out of a slump, is still flat on its
back. Capital spending is lagginog. Money should be cheap; instead, it is so dear
that borrowers already worry about the possibility of another credit crunch
before yearend.

The Fed can point out that earlier this year the money supply was growing
considerably faster than the 5W to 71/2% target it has set for the 12 months
ending in March, 1976. Slow growth is necessary now to bring the average into
line with the goal.

But the basic duty of the Fed is to promote the economic health of the nation,
not to make the statisticians happy. The 5% to 7½% growth rate was probably
too low to begin with. If the economy needs faster growth to finance recovery,
there can be no excuse for treating the old numbers as though they were graven
on stone.

In its present, hesitant stage, the recovery needs nurturing. It needs ample
credit at moderate rates, and it needs some assurance that policy will not
change abruptly in the near future. The erratic, stop-go course the Fed has been
following could easily abort the upturn and give the country a "double-dip"
recession.

[From the Washington Post, July 31, 19751]

THE MYTH OF THE FEDERAL DEFICIT

(By Hobart Rowen)

Nothing worries Congress as much as the size of the federal budget deficits.
It doesn't matter whether he's a Republican or a Democrat, the average con-
gressman gets sweaty palms when Treasury Secretary William E. Simon rolls
out a boxcar number like $88 billion as a possibility for the next fiscal year.

Why? He knows that he is going to get mail from his constituents raising
hell about government spending and the consequent threat of inflation.

Take Rep. George Mahon, chairman of the House Appropriations Committee,
a reasonable, responsible conservative Democrat. At a session sponsored by the
Democratic caucus to hear a critique of Fordonomics, Mahon had this to say
to former Economic Council Chairman Walter W. Heller:

"I find people I talk to in and out of Washington, in and out of Texas, are
wondering where this country is headed. How long can we go on with the debt
now at: $534 billion? It is going on up toward $600 billion and upward to $1
trillion.

'That doesn't worry some economists, I am sure, but it worries the average
guy because he is not an economist and he can't understand the economists
because the economists don't agree with each other.

many people think we are going down the drain as a result of our
insatiable desire to spend and spend and spend and spend."

Heller and Gardner Ackley, another former Chairman of the CEA under
Democratic Presidents, laid out a fairly standard liberal response:

First, in relation to the total output of the country, federal expenditures have
not risen: in 1954, federal spending was 19.4 percent of the GNP. Twenty years
later, in 1974, federal spending was only 19.2 percent.
* Second, coming down to what is happening at the moment, the federal deficit

is almost totally the product of recession; about $50 billion in lost tax revenue
is the result of reduced activity, to which $20 billion in unemployment com-
pensation and related recession expenditures must be added.

In. fact, Heller said, a budget deficit in the vicinity of $69 billion-the ceiling
set up by Congress-"is a next-to-no stimulus budget. It cushions, but it does
not propel."

Heller wants to boost the deficit by an extension of the tax cut into next
year, a provision for temporary job-creating programs, and additional tax. cuts
to offset the loss of purchasing power caused by any new boosts in oil prices.

That's enough red ink.to give Bill Simon a heart attack. Like Federal Reserve
Chairman Arthur Burns, Simon is warning of a. renewed threat of inflation,
even though unemployment remains close to 9 per cent, and industry is oper-
ating at only three-fourths capacity levels.
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Heller, along with economists Otto Eckstein and Frank Schiff, argue that

this ultra-conservative approach is the "worst enemy" of basic conservative
doctrine.

The super-caution represented by the Ford-Simon-Burns philosophy-sym-

bolized by tight money and a tight fiscal policy-caused the recession, caused the

current huge deficit, and will cause a new recession if allowed to continue, they

say.
It is difficult to contest the liberals' argument that the second Nixon reces-

sion, which started 18 months ago, stems from the fiscal and monetary "overkill"
of 1973 and 1974.

Despite the general impression of excessive federal spending, actual outlays

in real terms adjusted for inflation have declined since late 1972-a fact that

Eckstein first brought out during last year's summit.
But prior to 1972-which not coincidentally was a pre-election period-the

Nixon administration was pouring excessive fuel into an economy already

moving ahead. We had a boom, and then the bust with its whopping deficit.

But the spending didn't cause the deficit. Recession caused the deficit. And mis-

taken government policy caused the recession.
Nevertheless, as Mahon suggests (and the liberal economists will concede in

private), if you run an explanation of this deficit up the flagpole in Peoria, no

one will salute.
"Not many members of Congress can go back to their constituents and say,

'We are not spending enough federal money; we need to increase the deficit."

Mahon warned the economists "He would get a cool reception in most places in

Middle America."
Mahon is right. As President Kennedy discovered at Yale in 1962, the cliche

that "deficits automatically bring inflation" is too solidly embeded in American
political thinking.

Chairman HIUMPfHlREY. We have today three witnesses, Mr. Robert
Bethke, president of the Discount Corporation of New York, Robert
Eisner. chairman of the Department of Economics at Northwestern
University, and, Mr. Sherman Maisel, former member of the Federal
Reserve Board of Governors and now a professor with the the Uni-
versity of California at Berkeley. It goes without saying that each of
you gentlemen possess a wealth of experience and expertise, and I am
very pleased and grateful that you have taken the time to come here
and share your thoughts with us.

I believe we will begin with Mr. Bethke and then move along to
Mr. Maisel and Mr. Eisner, and after that we will have some ques-
tions.

You have received the general sense of direction that we want you
to pursue, I gather, from our letter of communication.

STATEMENT OF ROBERT H. .BETHKE, PRESIDENT, DISCOUNT
CORPORATION OF NEW YORK

Mr. BETHEE. Thank you very much. Yes, indeed.
Chairman HUMPHREY. Thank you very much.
Mr. BETHKCE. Well, Mr. Chairman, as an officer of a major firm that

specializes and deals in prime money and bond market instruments,
I welcome this opportunity to discuss with your distinguished com-
mittee the beliefs, worries, and hopes of market participants-as they
specifically relate to monetary policy, debt management, and economic
recovery.

Clearly, we are all here today seeking actions that will assure a
sustained rise in business, further cuts in inflation, more jobs, better
facilities, and renewed faith in our country.
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As a market practitioner, I would remind you that whenever people
buy or sell anything-be it Treasury securities, shirts, autos. com-
modities, or services-three big forces affect their appraisal of values
and appetite:

One: the availability of money and credit-which means Federal
Reserve policy.

Two: shifts in relative supply-scarcity, or surplus-which means
Treasury debt management and deficit financing policy, to money
and bond markets.

Three: expectations of the future-which relate to actions of the
Congress, administrative leadership, and the moods of people-both
here and abroad.

My views on these points are based on many, ongoing, daily discus-
sions and transactions by our corporation with lenders, investors,
other dealers, and the Fed's' open market desk. I am not speaking for
any particular special interest. I think you know, as we do, that the
markets perform a function that is important to the well-being of
our country.

For perspective, you should realize that every day the needs of this
vast country result in buying and selling in the Treasury and Federal
agencv securities marketplace, alone, that averages $4.5 billion. In
volume of transactions, the Treasury and the agencies markets alone
are four times the value of all of the stocks traded on the New York
Exchange each day.

Now, I want to makle some observations on Federal Reserve policy.
First, in preparation for today's hearing, over the past 2 weeks I took
a widespread poll of leading market participants on how they view
monetary policy actions so far in 1975. Not surprisingly, they give
Federal Reserve officials unbelievably high marks. I concur in this
judgment..

History will commend the system for persistently easing money
through May, when the sliding general business and money supply
were worrisome. Equally appropriate is the recent slight firming of
monetary policy-a skillful adjustment to emerging signs of economic
recovery and a. spurt in the monetary aggregates.'

Market people would also report to you that there seems to be a
tremendous new dedication in the Federal Reserve System to handle
monetary policy in ways that will nurture a sound, noninflationary
recovery. It is refreshing to observe this nonpartisan approach.

Encouraging, too, are impressions that Fed officials, and many lead-
ers of the Congress, seem to be probing harder for the right answers;
you are certainly, communicating better. All this increases the odds
for prudent action. This all is sound for markets.

While you, and we in markets, know that the Fed is constantly
adjusting policies to keep money growth on the right path, officials
also are monitoring interest rate reactions and general credit condi-
tions. So far. in 19J75 their first priority has been "money supply,"
which obviously.is paramount over the long haul. Failure to disci-
pline the growth rate of money will give rebirth to double-digit infla-
tion. In turn, both short- and long-term interest rates would increase
sharply. As a result, sooner than any would believe or hope, economic
recovery would be stalled. .
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Even though right now one hears few cries of high interest rates, I
believe that come this November or December there may be sincere
concerns about rising interest costs. By then, or early 1976, you, Fed
officials, and market people may well be worrying about the rate
impact of a scenario that goes like this: Sizable real growth in GNP,
accompanied by renewed demand for bank loans, higher fuel, food
and other commodity prices, approach of new wage contract negoti-
ations. and continuing fiscal stimulus.

Turning to more technical aspects of monetary policy actions, I
have four observations:

One: the recently announced shift by the Fed of the base for next
year's growth in money supply to the second quarter of 1975-rather
than the month of March 1975-gives the System a little more room
and flexibility on the upside-a change I suspect you welcome, for
the present.

Two: the Fed's open market desk seems to be frequently varying
the rate level where it intervenes to put, or take out, reserves. This
finer tuned, nonmechanistic action must be aimed at assuring a more
precise weekly average cost of Federal funds, which in the market-
place is pure money. Such action will tend to make yield changes on
short-term prime money market issues more volatile. But, it is the
nature and job of marketmen to learn how to live with, and to smooth
out. volatility.

Three: even with the finest tuning-because of leads and lags, and
free choices open to holders of money as to how they invest or deposit
funds-history, let alone logic, says that the Fed will frequently miss
its shortrun money supply growth targets. This is not catastrophic.
Rather. it is why Fed policy and market tone must constantly be
counteradjusted.

Four, certainly you are aware that in the past 7 months the Fed
has bought many more notes and bonds-instead of short Treasury
bills-when it has had reason to supply permanent reserves. As a
result, note and longer bond vields are now slightly lower than they
would have been otherwise. Likewise, there have been fewer technical
overhangs of supply in longer maturity areas. Finally, the System's
buying has made better receptions possible for huge Treasury debt
extension offerings.

I would like to next turn to some observations about the Federal
budget and debt management policies.

In the wisdom of the President and the Congress, the deficit put
in place for fisral 1976 seemed necessary and appropriate. Now, how-
ever, many citizens worry that, even with first evidence of business
recovery, congressional actions still seem bent on increasing the deficit
more. Unfortunately, budget spending is not something that can
easily be turned down.

From a financing viewpoint, even a $60-billion deficit means that
the Treasurv has to borrow an average of over $1 billion a week of
new money. I might add, in the fall of the year, or the last 6 months
of 1975. because seasonal tax receipts are lower, the Treasury will be
borrowing an average of $2 billion new money a week. Because Trea-
sury debt is quadruple "A" in quality and appeal, that pace of new
financinge is heavy competition for funds that might otherwise be
invested in equities, corporate, State and city debt, and mortgages.
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Even in the past year, under a most skillfull debt management
team, Treasury debt maturing within 2 years or shorter, has risen $50
billion. This has happened in spite of Treasury actions that have
pushed debt extension offerings to the edge of market practicality.
Should this increase in the volume of outstanding short-term Trea-
sury debt continue, a potentially explosive stockpile of investments
will exist-which could easily be converted to cash to buy goods,
should inflationary expectations arise anew.

Thus, steps to continue to extend the debt must continue. The Treas-
ury has no choice but to continue to tap all maturity areas, and to
minimize reliance on short-term Treasury bills. If the Treasury is
stymied in this effort, a distasteful market truth will emerge: That
the shorter the Treasury finances, the shorter term will mahagers of
bond portfolios want to stay, because they know general rate in-
creases would soon occur.

Recent accolades to sound debt management have been possible
because investors have been enticed to extend by an upward sloping
yield curve-which means simply that the further out one invests in
Treasury bill's, the higher are yields. Such a yield curve must be
maintained.

Furthermore, so far in 1975 the largest amounts of deficit offerings
have been bought by domestic banks-as a replacement for declining
loan volume-and by foreigners who have accumulated dollars-
largely oil-prod -ina nntions-

Soon, as the economy recovers, banks may no longer be in a posi-
tion to eagerly buy Treasury issues. Rather, their resources will be
called upon to extend credit to business and consumers. This suggests
that quite soon, the continuing deficit will have to be financed by new
techniques and new categories of buyers, to get this deficit financing
job done.

Now, I would like to make a few comments on "crowding out."
What are the facts?

In common useage, "crowding out" suggests that sizable Govern-
ment deficit financing will usurp and displace private credit needs.
While this is close to target, it is also true that markets are always
crowding out somebody. This comes about partly by shifts in quality
preferences. You will recall the shunning by investors of new "hot"
stock offerings after 1969, when such stocks fell flat-and the difficul-
ties of marginal businesses getting loans in 1974-and the financing
problems nght now of matured cities. "Crowding out" also occurs
whenever expectations of inflation increase, as is expressed by the
recent tendency of some pension fund officials to prefer 10 year bonds,
rather than 25 year issues.

For you congressional leaders, and debt managers, "crowding out"
is a corollary of bigger than necessary deficits. Since the Treasurv has
no choice but to extend its debt, it competes with private sector bor-
rowers. The sheer size of Treasury offerings lifts interest rates higher
than they would be otherwise. In turn, higher rates particularly
inhibit the financing of housing; utilities, and emerging businesses.
Obviously, in the months ahead the Government's built-in deficit will
have to be financed along with rising private sector credit needs. This
makes some of us worry that the Treasury's deficit financing will soon
elbow out, push around, and fill-in spots that 'other borrowers will
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wish they had. To me, crowding out is not just talk-it may soon
become a big fact of life.

Now, some recommendations for action.
Taking into account the principles and trends reported above, my

recommendations are:
One: that your committee encourage communication, cooperation,

and flexibility in relationships with the Federal Reserve Board. Do
not cast their feet in cement by insisting on rigid, mechanistic money
supply actions. Changing economic facts of life require adaptation.
I think you will find that they will be as quick to meet these situa-
tions, as you are to sense them.

Two: that you promote consideration of extending Reserve System
authority on reserves to nonmember financial institutions of deposits.

Three: that you keep up the fight against inflationary actions by
special interest groups-and there are plenty of them.

Four: that you monitor and keep on top of the weaker aspects of
private credit, such as REIT's, mature cities, tanker loans, airlines,
and others. Any sizable problems in this area could inhibit economic
recovery.

Five: that you hold back on additional deficit spending, until there
is more conclusive evidence that additional fiscal stimulus is required.

Six: that you support Treasury efforts to finance the debt outside
the banking system, thereby minimizing monetization of the deficit.
To do this, my seventh recommendation follows.

Seven: that you vote to renew Treasury authority to issue pru-
dent amounts of bonds with 10 year and longer maturities. The cur-
rent authority has almost been used up.

Eight: that you vote to change the maximum maturity of a
Treasury note from 7 years to 10 years, to give more flexibility to
debt managers.

Nine: that you encourage legislation to permit the Treasury to earn
interest directly on temporary surplus cash operating balances, rather
than forcing the Treasury, as is true today, to do this by moving
balances in and out of its account in the Federal Reserve.

Ten: that you support changes in tax policy that will encourage
new facilities in plant and equipment, with an aim to providing more
jobs, increase supply of goods, more energy, and less inflation.

Eleven: that you explore whether rent-control-there is a strong
trend in this direction-usury interest rate ceilings are inhibiting the
construction of new multifamily housing.

In my statement to you and your committee, Mr. Chairman, I have

purposefully not used a lot of supporting statistics. You and your
staff know all the numbers well, as do market people. Judgments are
made on how data are interpreted.

Gentlemen, this concludes my observations and -recommendations.
I stand ready to respond to questions.

Thank you.
Chairman IIJMiPHy. We will certainly come back to you for

questions, because those recommendations, I would say, some are pro-
vocative in some instances, and a subject for- discussion and- debate.

The next witness is Mr. Sherman Maisel of the University of Cali-
fornia at Berkelev and co-director of the National Bureau of Eco-
nomic Research, West.
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STATEMENT OF SHERMAN J. MAISEL, PROFESSOR OF ECONOMICS,
UNIVERSITY OF CALIFORNIA, BERKELEY, AND CODIRECTOR,
NATIONAL BUREAU OF ECONOMIC RESEARCH, WEST

Mr. MAISFL. Thank you, Mr. Chairman.
I am pleased to have, this oportunity of testifying before the Joint

Economic Committee at a period when the entire basis upon which
this committee was formed-the idea that we can and should have an
economy with optimum levels of growth, output, jobs, and prices-
is being sharply questioned.

If I may, I would like to summarize my views expressed in my
more complete prepared statement, which I will present for the
record.

Chairman H1IuPHREY. Yes, we will accept and welcome your full
prepared statement, and it will be printed as a part our testimony at
the end of your oral statement.

Mr. MAISEL. They will differ somewhat with Mr. Bethke's recom-
mendations. I agree with the majority, but not all of his recommen-
dations by any means.

In my view, we will see a sharp recovery this fiscal year although
one not as strong in real terms as the average of postwar recoveries.

A more critical question is what rate of growth will exist in the
economy for the 1977 and 1978 fiscal years. Will we have a weak
expansion, excess employment,- ndlarge losses-in outpu f, as in the
1930's, or will we meet the goals of the Employment Act of 1946?
Current poli6ies appear somewhat harmful for this longer period.

What. role does monetary and credit policy have to play in achiev-
ing the desired expansion? We must first recognize that there is still
a severe shortage of bank liquidity. While our capacity to produce
goods and services has expanded by 8 or 9 percent in the past 2 years,
the money in real terms available for* the transactions necessary td
produce 'such an output has fallen by a similar amount. The level of
total reserves in the Federal Reserve System, which had expanded at
an average' 6.5 percent annual rate over the past f5 years; has barely
changed over the .past year. It is well below the level reached 6
imonths ago.

Long-term interest rates remain not far from and in a few cases
above their previous highs.

A growth rate of 7 to 9 percent per year iii real output will be a
minimum to meet the Nation's 'goals. Some seem to believe that such a
rate is too, rapid. They seem to feel that a long period of relatively
high unemployment is necessary if price increases are to be slowed.
Policymakers must pick a proper tradeoff between unemployment,
lost output, and price changes. While, as with any choice, this ohe
contains uncertainties and risks, I believe that as a minimum you
should shoot for reaching full employment by the start of 1979. Such
a rate of growth will not have much adverse effect on prices.

Basically, although the statement is somewhat strong, I agree with
what Secretary Dunlop was reported to have testified here a week
ago: "Unemployment does not have any serious moderating effect on
wage or price levels:" We will still have too high: a rate of inflation
but it will not result from' too 'much demand. It will occur because of
the noncompetitive features of our economy.
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Furthermore, such a rate of real increase in real output need not
exceed the capital market's ability to finance growth. The fear of
"crowding out" and inadequate money has been greatly weakened.
With proper policies, it need not return.

I do not believe current monetary policy is likely to abort this
year's recovery. Inventories simply cannot be runoff for long periods.
The end of negative inventory investment will give a sharp boost to
the economy. The tax rebate and tax cut are raising consumption.
Housing will make a partial recovery.

However, if adequate liquidity is not forthcoming, interest rates
will rise still more and future investment will suffer. This year's
recovery will be somewhat reduced and future expansion will suffer
even more.

What monetary growth should be adequate to finance a desirable
level of output? I do not feel that an increase in the monetary aggre-
(rates summarized by a 5 to 71/2 percent growth in M1 is likely to be
sufficient this year. This money must support both the hoped for
growth in real output and also those price increases which occur from
the supply side. For example, it would be poor policy to force a cut-
back in production and jobs by failing to furnish su~fficient liquidity
if national policy decrees a rapid increase in energy prices or if there
is a rapid increase in grain prices. How to pay for an energy program
and who should pay for higher grain prices should be decided by
Congressional action and legislation, not by monetary policy. In other
words, it seems to me clear that that is a national decision and that if
we decide that as a result of policy we will have higher energy prices,
the money for those additional energy expenditures should be fur-
nished, they should not come at the expense of employment elsewhere
in the svstem.

We will not get the expansion we need and want if we fail to take
into account in policymaking the key role of interest rates. While
difficult, with proper monetary and fiscal policies we can have interest
rates stabilized at rates considerably below those now prevailing. To
do so requires furnishing a more adequate level of liquidity and better
fiscal policy.

More critical for an adequate expansion is reducing the uncertainty
which arises from recent excessive -uses of monetary policy to hold
down demand. While effective, monetary policy is an extremely ineffi-
cient technique to obtain the results we all desire. We should rely far
more on an adequate flexible fiscal policy it the future.

We have now built-in large risks in long-term lending. Interest
rates low enough-to support the high level of required capital invest-
ment will be possible only with a reduction in these risks and an
adequate supply of reserves.

It has been suggested artificial tax concessions be legislated to aid
capital investment. I believe it would be far better to use our normal
market mechanism under which capital investments increase as inter-
est rates fall. A- policy based on a lower level of interest -rates has the
added advantage'of making Government surpluses more likely when
they become' desirable.

While a policy, based on low interest rates is most preferable, it
will not be-easy to, obtain. The range within which market rates can
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be influenced is not large. Holding rates down will require that as we
approach full employment, we reduce excess demand through Govern-
ment surpluses rather than tight money. This will be in complete con-
trast to the past 10 years. Many people believe that a shift in our
policies is impossible. I believe we can and must make the necessary
changes. Unless we do, the cost in lost jobs, lost output, and gross
inquities will be extremely high.

Thank you, Mr. Chairman.
Chairman HuBPHEEREY. I thank you very much. And is this the

prepared statement that you wish to have embodied in the record?
Mr. MAIsEL. Yes, sir.
Chairman HuMPHREY. Thank you. It will be placed in the record

at this point.
[The prepared statement of Mr. Maisel follows:]

PREPARED STATEMENT OF SHERMAN J. MAISEL
The United States is starting to recover from the longest and deepest recession

in the post-war period. Financial developments and monetary policy have a
major role to play in assuring that the coming expansion is adequate to meet
our country's goals.

Let me summarize my current views:
1. We are starting on the path to recovery. For the next year, it will be quite

rapid. Recent monetary policy, if maintained, will have a somewhat, but not a
large, curtailing effect on output in this fiscal year.

2. Current policies carry greater threats of a weaker expansion, larger losses
ofroutput, and greater unemploynientin-the-followhg-year-They--re-also-more-
likely to lead to a reduced level of investment and capacity. Reaching an ade-
quate rate of expansion will be far more probable if interest rates are low
enough to insure necessary investments. For interest rates to decrease and not
shot back up, monetary reserves must expand in step with increases in the
GNP, and our budget and tax system must be reformed so that it will produce
surpluses as we approach the full employment level. Fighting inflation and
insuring a proper growth of output is possible if we succeed in finding a mone-
tary policy which can achieve stable interest rates and, in combining it with a
flexible fiscal policy that engineers, through government surpluses, considerable
savings at full employment.

3. Changing good policies now, as at most times, is not simple. There are no
easy answers. Every policy contains grave risks. Policy makers must decide
what risks they are willing to run of adding to price increases in order to get
more output and more jobs. However, in considering alternatives, it is important
to recognize that policy decisions are concerned with incremental changes fromthe existing situation. Neither inflation nor high unemployment will end this
year or next. The problem is to find policies which will increase output and jobs
with minimal additional pressures on prices.

Two possible monetary policies can be compared. In one, the level of money
and credit is restricted somewhat below that required for a 7 to 9 percent ayear growth in real output. In the second, sufficient reserves are furnished forsuch an expansion. The critical question is what difference will the alternative
policies make by 1979 or 1980 in the price level, in the amount of goods pro-
duced, and in the number of jobs. No one knows; we have only informed
guesses.The difference in output and jobs will he considerable. The difference in price
levels is far less obvious. Those who believe that inflation can only be. haltedIay large exceses of capacity and unemployment will favor fthe restrictive mobe-
tary policy. Those who believe that demand has little price effect If excess
capacity. remains ample, and that increased investment and capital have a
depressing effect on prices, will support the opposite.

It seems to me that with the existing slack in the economy, monetary policyis being unduly restrictive. It threatens a slow-down in the rate of expansionof output and jobs. It should be more responsive to the needs of the economyfor adequate liquidity. Great progress is possible if we can substitute morestable and lower interest rates for existing policies which create rapidly ffiu-
tuating rates around higher average levels.
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THE INITIAL RECOVERY

My projection for this fiscal year-assuming that adequate money and credit
are available and that the tax reduction is maintained-is for a very rapid
rate of expansion in current dollar GNP. Even so, the rate of expansion in real
output will not be as large on average as in the first year of other post-war
expansions. As a result, the decrease in unemployment will be small and we
will be wasting or failing to produce well over $20 billion per year in output.

What is the relationship of this forecast to money and credit? It assumes
that inventory investment rises to norma levels, that residential construction
exands rapidly, and that consumers spend a somewhat larger share of their
increased income. All such forces are likely to be reduced if uncertainties arise
in the money and credit sphere.

It could note that if past relationships hold, this expansion would require a
10 percent increase in the money supply (M1). But I hesitate to do so since I
believe that too much attention is being paid to M. and particularly to minor
wiggles in it that have but slight connections to economic reality. Monetary
operations seem to be ordered because of small estimated movements in M. It
is not obvious what is gained by following unimportant short-term changes in
M1. They tend to increase long-term interest rates and cause a growing lack of
confidence in our finacial markets. (I would not be surprised to find that recent
operations were triggered by an inexact seasonal adjustment.)

I would prefer to emphasize what has not been happening: to long-term inter-
est rates, to monetary reserves, and to the real money supply (Ml corrected for
changes in the price level). Long-term interest rates are very close to where
they were at their highs a year ago. The real money supply is about at the level
reached at the end of 1974, which was 9 percent below mid-1973. While our
capacity to produce goods and services has expanded by 8 to 9 percent in the
past two years, the money available for the transactions necessary to produce
such an output has fallen by a similar amount. (It is the real money supply
which enters into most monetary theories.) The level of total reserves, which
had expanded annually on the average by 6.5 percent over the past fifteen years,
has barely changed over the past year. It is well below the level reached six
months ago.

All of these facts are related. Even as the private sector has fought to build
liquidity, monetary policy has sharply curtailed the flow of resrves. Participants
in financial markets seem to believe that the government has opted for a regime
of continned high interest rates and have reacted accordingly. If existing policies
are maintained, it would tend to hold the expansion down below my current
expectations. It would lower the probable level of investment and would ad-
versely affect consumers' expectations and their willingness to spend.

FURTHER EXPANSION

The outcome for this coming year is not to dependent on policy. Because the
inventory run-off. wil not continue at recent rates, and housing starts will not
stay at, their current depressed levels, and because of the. tax cut, the recession
will end and the recovery start. The problem for policy is to buill a base now
for a strong further expansion. More than half of the expected recovery this
fiscal year'will be' sparked by those factors related to the upward turning point.
The problem is to insure that other forces' take their place as they lose their
forward momentum. This year's monetary and fiscal policies will leave their
major impact on spending and output in later years.

It is always difficult to see in advance the forces which will take the place
of those losing their thrust. That is why expansions tend to be underestimated.
We can be certain, however, that a satisfactory expansion will not occur unless
we improve our monetary and fiscal policies. We will need an expansion in
both investment and consumption.

What is needed is a recognition that the nation's goals require an annual
growth in real output of 7 to 9 percent for a minimum of four years. This
will not raise total demand beyond capacity. Nor; with adequate investment in
particular industries, will it create specific shortages and problems. .iUnfor-
tunately, however, even though such demand will not be excessive, sizable in-
flationary price increases will persist as a result of the non-competitive struc-
ture of our'economy.

Future expansion at a desirable rate is already threatened by lack of confi-
dence. Most worrisome are statements of the type-carried in Business Week
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two weeks ago that the Prudential Insurance Co., because of fear of higher
interest rates and inflation, had failed to commit about 30 percent of its 1976
anticipated cash flow, plus all of that for 1977, and was keeping its purchases
of assets to as short-term as possible.

Such views are not untypical of many businesses and investors. They fear
for the future. This is a disastrous result of the fluctuating policies of the
past several years. At current interest rates, demand is curtailed; yet a majority
of lenders fear to make long-term commitments because they assume rates will
rise again. There is a large short-fall of demand below potential output; yet
prices are still rising rapidly.

Except for fear, we would not expect our current outlook to be so unfortunate.
Several months ago it appeared that rates were being held up by talk of highly-
placed officials of the danger of "crowding out." So far, the crowding out effect
has not occurred. We have bad ni shortage of funds, even with banks con-
tributing little or nothing to the demand for loans and investments. The market
has absorbed a record level of corporate bonds and government -debt without
difficulty. The situation is what one would expect in a recession, except for
the fact that long-term rates have not followed short-term rates down.

Why is this so? One probable explanation is the existence of a residual effect
from the past statements. Crowding out did not appear to be a problem that the
government wanted to a-void, but rather a policy that was looked upon as desir-
able. Iw we assume that government policy-makers believe higher long-term
rates are necessary to hold down spending, output, and price increases, then
the long-term market is dangerous, Logical investors will avoid it. They will
return only if convinced that policies can and will stabilize future rates. This
is why a clear shift to a policy which will utilize fiscal surpluses and not
high interest rates is so vital.

Since a strong economic recovery, after the initial turn, depends on increased
capital investment in plant, equipment, and housing, it is unlikely to be ade-

-quate4f-0ng-temat~e remain high.Wewillneed-a-change-in the expectations
of long-term lenders. In addition, we will need increased lending by commer-
cial banks. They, in turn, will need more reserves. If inadequate reserves are
forthcoming to finance the desirable increase in the GNP, the market will
reach equilibrium through higher interest rates, disintermediation, and a fall
in demand. This would be poor policy.

I .might note parenthetically that another critical policy choice which needs
analysis is how to obtain a desired level of capital formation. I believe that it
would be far better to use our normal market mechanism under which capital
investments increase as interest rates fall, rather than to legislate artificial
tax concessions.'A policy based on a lower level of interest rates has the added
advantage in that it increases the. likelihood that the tax system will create
surpluses when they become desirable as we come closer to full employment.

I recognize that to many, hope for sound monetary and fiscal policies appears
a utopian view. They believe responsible governmental policies can never be
achieved. If this is the case, the economy will continue to suffer through re-
peated monetary crises with higher and higher interest rates and rising prices,
followed by recessions, low output, and prices rising yet again. Such views are
particularly prevalent in business today, where they reduce the desire to invest
and to expand capacity. The fear that 1978 will be a year of contraction rather
than expansion is already beginning to permeate business planning. It is a
major threat to the economy. It can be offset.only by confidence in a strong
and proper future policy, based on stable rather than gyrating interest rates.
For rates to remain stable and low requires agreement that we will avoid
unnecessary use of contractory monetary policy, depending instead on a proper
fiscal program.

We now face a -period of weak expansion, similar to those which led to the
Employment Act of 1946, which will leave a sizable gap between actual and
potential' output. This Committee was established to help insure coordinated
government policies in attacking just such a situation.

Different rates of expansion entail acceptance of varying degrees of risk.
Regardless of what plan is selected, no program can promise certainty of suc-
cess. Inflation, although reduced, and unemployment will remain high, and
policy makers will be blamed no matter which is chosen.

Recognizing these difficulties, I think that we ought, as a minimum, to set
a goal of reaching the full employment level by the start of 1979. Such a goal
will require a greater expansion in money and credit than has been set as the
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target for this coming year. Such a monetary policy must be accompanied by
a responsible fiscal policy which will bring the federal government back into
surplus in 1978.

Chairman HuMPHREY. Mr. Eisner, please proceed.

STATEMENT OF ROBERT EISNER, WILLIAM R. KENAN PROFESSOR
AND CHAIRMAN, DEPARTMENT OF ECONOMICS, NORTHWESTERN
UNIVERSITY

Mr. EISNZER. Thank you very much. I am very pleased to be here.
I also would like to submit my complete prepared statement for the
record and summarize it considerably as I proceed.

Chairman HUMPHREY. Thank you. Your prepared statement will
be placed in the record at the end of your oral statement.

Mr. EISNER. The statement will appear, perhaps, rather sharp and
caustic. I am most critical of policies that have led us to the current
situation of 9 percent unemployment, of the loss in output at current
rates of some $250 billion per year. That amount I find staggering.

A quick picture of it may be gathered by recognizing that all of
the expenditures for our tragic misadventures in the Southeast of
Asia, over all of the years, amounted to less than that, at least in
terms of the usual Treasury estimates.

There are a number of things that we can criticize about the
economy, in the way of unwarranted market interference by Govern-
ment and monopolistic elements, but the major criticisms I would
like to offer at this point relate to fiscal and monetary policy.

This is not to suggest that I have a notion that fiscal and monetary
policy can cure all. I have written a number of articles over the years
suggesting the pitfalls the difficulties, the limitations. But fiscal and
monetary policy do influence the level of economic activity. They are
so intended.

There is a law of the land that we should have maximum employ-
ment and endeavor to do that. That law, I can recall, was not vetoed
in 1946. I consider that law being violated day by day by the words
and deeds of the highest spokesmen for our fiscal and monetary
policy.

Chairman HUmpHREy. Mr. Eisner, may I say that I have stated
that repeatedly. In this period of time, when everybody is looking
around for lawbreakers, people seem to forget that the Employment
Act of 1946 is the law of the land. And day after day, right before
this committee, people come in and openly defy the law, publicly.
people that have taken an oath to uphold the laws of the United
States and support its Constitution. They do not recommend that we
repeal the law, they simply say we will not abide by the law. If that
happened to the Internal Revenue Service, they would put you in jail.

Mr. EIsNER. Well, I am very glad to hear you say that, Mir. Chair-
man.

Chairman HumiPHREy. Well, I have said it repeatedly, and I am
glad to hear some man come from the, university circle and- say exactly
the same thing. But,. for some peculiar reason if some small farmer
does not put on a guardrail, the Department of Labor, under OSHA,
comes in and fines him. But when -we have Cabinet officers come. in
and simply tell us that we ought to have 8 percent unemployment or
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9 percent unemployment as a way of curing inflation, even though it
is a total violation of the statutory law of this land, nothing is done.

Mr. EIsN-ER. That is precisely right.
Chairman HUMPHREY. And he ought to be fired.
Mr. EisEiR. That is precisely my statement.
Chairman HUmPHREY. And that would be the minimum penalty

that he ought to have.
Mr. EISNER. In the prepared statement, I suggest that I would

leave it to others to raise the question on whether it is an impeach-
able offense.

Chairman HumpiuIREY. I am not sure whether it is impeachable, but
it is intolerable.

Mr. EISNTER. I quite agree. If we go back into the history of the
situation, we see that in 1973, we had unemployment hovering about
5 percent, as compared to a level of 31/2 percent reached in 1969. We
had a rate of inflation which struck some as high. It was running at
about 6.1 percent at the beginning of the year and rose to 8.6 percent,
as measured by the GNP price deflator by the end of 1973.

And in response to this, policies were developed and launched
obstensively to battle against inflation. The battle against inflation
was a battle to be undertaken at the expense of employment, output,
and prosperity. Now, I can add that one of the most shocking things,
as we look at it, is that as the economy slipped into recession, as the
-economy-slowed-and-sputtered, and asthe-seeds of-the-current-reces-
sion took deep root, the administration nourished these seeds by an
amazing swing in the full employment budget surplus from $7.7
billion in the third quarter of 1973 to $30.4 billion by the third quar-
ter of 1974. This is a very considerable punishment to inflict upon
even as strong an economy as our own.

In addition to that, there was an estimated $37 billion added to the
annual cost of petroleum products used in the United States bv the
end of 1974. This, of course, also meant a heavy drain upon purchas-
ing power.

We have the ironic situation of increases in prices, which were
increases in supply prices, increases brought on by the cost of import-
ed petroleum products, by crop shortages, and these increases in prices
were viewed most foolishly by the administration, and apparently by
those setting monetary policy, as a kind of a demand inflation to be
cured by reducing aggregate demand.

The role of monetary policy in all of this was not only not to cor-
rect the mistakes in the fiscal policy which I consider basic, but actu-
ally to aggrevate the problem. From December 1972 to December
1973, the narrowly defined money stock, Ml, grew at a 6-percent
annual rate, this in a period when the money value of gross national
product grew at a rate of 12 percent.

In the next year, from December 1973 to December 1974, Ml grew
at an annual rate of 4.6 percent, while the money value of the gross
national product rose at a rate of 6.4 percent.

Perhaps the sharpest indication of the pernicious monetary policy
that we were following, in my view, was that in 1974, when we had a
drop in real gross national product of 5 percent, our sharpest reces-
sion since'the Great Depression; we had a monetary policy that far
from trying to be expansionary and counteract this drop-
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Chairman HuMPHREY. Mr. Eisner, may I interrupt just a moment.
Congressman Gillis Long is here. 1 have to go and cast a vote, but I
will be right back. I am going to ask Congressman Long to preside
while I am away, and I will be back for questioning.

Mr. EISNER. Right.
I continue then to point out that in this period of 1974 when real

gross national product declined by 5 percent, the real money supply
actually declined by 7 percent.

The consequence of this was high short-term interest rates, and
then rising short-term interest rates, which brought with them rising
long-term interest rates, depressing investment particularly by elec-
tric power companies and creating havoc in the housing markets, in
large part because of our queer constraints on rates of interest that
can be paid by thrift institutions and by banks, so that the amounts
of deposits flowing into thrift institutions plummeted, and housing
starts fell along with them.

In 1974, when we should have looked for stimulus, in the 6-month
period ending 1974, while price inflation ran to the 13-percent rate,
the bank reserves of member banks of the Federal Reserve System
increased by less than 1 percent. Again, a clear indication that the
monetary policy, far from stimulating the economy, was vastly de-
pressing, adding to the depressing of the situation by not offering
increases in reserves anywhere near commensurate with the needs for
transactions indicated by both inflation, and for a while, the ,still

rising money value of the gross national product.
A point I would like to stress, which I find particularly shocking,

is that of late May 1975 we have estimates that the full employment
budget of this economy was running, would be running a surplus of
$4.6 billion for fiscal 1975. Now, we -take it as -axiomatic, that in a
period of recession you want a fiscal policy to stimulate -the economy.
The measure of the stimulation or the repressing restrictions of the
economy we take to be the full employment budget surplus or deficit.
To run a full employment budget surplus in a period of sharp reces-
sion is a contradiction of everything that makes sense in modern
economics.

As if that is not bad enough, the forecasts are that the full employ-
ment budget will have a surplus that rises to $12.6 billion in fiscal
.1976, and the latest available issue of the Survey of Current Business,
the June issue, reports that on a -quarterly basis the full employment
budget is in deficit in the second and third quarters of 1975 and shifts
to substantial and increasing surplus thereafter.

Now, the apparent rationale of this restrictive policy, fiscal and
mnetary., is that we must fight inflation. I submit that in the first
instance the nature of the inflation is quite misconceived. You- do not
fight inflation, which is stemming essentially from shortages of sup-
ply, from increases in supply prices, whether of petroleum products
working their way through the economy, or of agricultural products,
by choking off aggregate demand. That policy is virtually certain to
create significant unemployment with minimal effects on restricting
the increase in prices.

T have been asked to pay attention to-the -matter of the Federal
budget deficit and its effects upon credit markets. I would suggest
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that the notion that Federal budget deficits will cause a shortage of
supply of savings in our current situation is essentially a mirage. The
large Federal budget deficit, and as now indicated it may approach
$80 billion or exceed that in fiscal 1976, is a deficit which is the result
of the current recession. Certainly, the financing of that deficit can
absorb private saving. It can also readily be financed by the Federal
Reserve making available increasing reserves for bank loans.

The alternative to running this large a budget deficit would not be
more saving and investment, but less, because it would mean that.
either the Government would have to raise taxes, thus taking away
from people income that would otherwise go into saving, or reducing
their expenditures, which would further reduce income and output
and reduce saving.

In fact, gross private domestic investment is far down, but it is
down precisely because of the recession. It is down because business-:
men find, with hugh excess capacity, with an actual decline of output
rather than a growth, that they have every reason to curtail capital.
expenditure plans, and they will continue to do that unless the econ-
omy recovers.

The way to stimulate investment and saving is to have a full em-
ployment economy. I might add my objection to Mr. Maisel's against
Government incentives in the way of tax giveaways. I would call
them weak tools to encourage business investment. The way to en-
courage business investment is to have a full employment economy,
and then leave it tobu-siness to decide, in a free market, how much
it wants to invest in terms of what is profitable , given, of course, a
monetary authority that has not artificially constrained the supply
of money and made interest rates too high.

I see little hope of an appropriate monetary policy from the reiter-
ated statements of the Chairman of the Board of Governors of the
Federal Reserve System, and all those that give us an indication of
what monetary policy will be, statements that the rate of money
supply growth will be kept in a 5 to 71/2 percent area with the usual
measure of Mi. I consider that to be a statement which is forecasting
and forewarning of a grave inadequacy in the money supply, and a
conflict between what should be a target of full employment and the
means of financing that full employment.

Meaningful estimates indicate that to reduce unemployment from
its current level of 9 percent to 6 percent over the next 2 years, a
very modest goal indeed, real gross national product would have to
grow some 17 percent, or at an average annual rate of over 8 percent.
Even if inflation is reduced and held to an annual rate of 5 percent
over this period, we would require a 14-percent-per-year growth in
the money value of gross national product.

If we recognize that we must grow more rapidly or start our push
for growth more rapidly initially and then taper off to reach our
target, it beconlres clear that a mirnimum target for increase in the
monetary supply over the next year would be on the order of 15 per-
cent per year. And this should be adjusted where appropriate to try
to maintain interest rates low, as Mr. Maisel suggested, so that there
will be no shortage of funds going into thrift institutions for hous-
ing markets, and so business investment can proceed with as low
interest costs as are feasible.

65-201-76-8i
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Now, I might finally indicate that there seems to be -a curious
myth. that you can stimulate an economy by cutting taxes, and every-
body seems to like the idea of cutting taxes, and that will not be,
inflationary. But stimulating the economy by an easing of monetary
policy, we are told, will be inflationary. That argument, I find, simply
does not hold water. Either fiscal policy through higher govern-
ment expenditures or lower taxes or monetary policy, whichever one'
of these we apply, will be effective to the extent that it increases.
effective demand. If a policy does not increase effective demand; it
will not bring about higher incomes, employment, output. If it does,
it will, and it runs some risk of raising the rate of price inflation,.
but that risk is minimal when we are at the state of unemployment
and excess capacity which currently exists.

I could add that monetary policy, when it is easier-in some ways,
actually can lower costs, interest costs, and that has a direct impact
of lowering the cost of living: For example, for mortgage loans, and
interms of various kinds of production where interest costs loom
large.

Of course, a similar argument can be made for certain kinds of
fiscal policy. If you cut taxes, excise taxes, sales taxes, you will be'
directly lowering the cost of living at the same time that you are
increasing real purchasing power and real demand.

Another proposal I have made along those lines,' I. might mention
again briefly here, is to reduce the payroll tax, which is a major
element of cost for American business, and also a major drain on the'
incomes and purchasing power of virtually all of the American work-
ing people. One modest proposal would be to have the Treasury pay
into the social security fund an amount equal to the taxes that would
be paid on the first $14,1000 of covered earnings for all employees
under the age of 22. This, it would seem, would be a way of reducing
costs of production for business, of increasing take-home pay of
young workers, and of encouraging the hiring of young where unem-
ployment is so critically great, thereby giving the young workers.
experience, training, and investment in human capital, which I con-
sider to be the vital foundation of the growth and prosperity of this
country, the one area of investment where there is a major role for
government support and encouragement in a free economy.

I thank you.
Representative LONG, [presiding]. Thank you very much, Mr. Eis-

ner, for your statement.
[The prepared statement of Mr. Eisner follows:]

PREPARED STATEMENT OF ROBERT EIsNER

"Optimistic" Administration statements place us now at the bottom-of the-
worst economic recession since the great collapse of the Thirties. This recession
is man-made-indeed made largely in Washington. It is the direct result of
disastrously misguided economic policies. Unless those policies are reversed,
the bottom and the recovery from it promise to be long and costly.

The fundamental fact to be squarely faced is that the United States economy
is currently sacrificing $250 billion of annfial output that would be produced
if we had kept close to a.full employment growth path over the past two and
one-half years. This loss in a single year is comparable to the cost over all the
years of our tragic misadventure in Southeast Asia. It makes a mockery of
claims that the nation cannot afford.programs for health, education, mass trans-
portation and protection of the environment. The tens of billions of dollars
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that might be added in these areas are lwarfed by the waste of our currentlyidled factories and underemployed labor. '
There is considerable' waste and misallocation of resources brought on byunprincipled market interference, by monopolistic combines or cartels on theone hand and most importantly and not necessarily separately, by governmentalregulations, controls, tariffs and a variety of restrictions on the other. Butthese pale before the shocking fiscal and monetary policies which have toleratedand largely encouraged and brought on the current recession.
In a number of professional articles I have pointed to the limitations of fiscaland monetary policy.' Very briefly, on fiscal policy, tax changes that affectpersonal income normally show only slow results in personal consumption. Thisshould come as no surprise in light of the permanent income theory of Milton-Friedman and the similar life-cycle hypotheses associated with Franco Modig-liani and his collaborators. Changes in business taxation may similarly go intobusiness saving rather than add to the total investment of the economy, unlessanticipated profits on additional investment are altered. And I am even moreready to remind all, in regard to the efficacy of monetary policy, of lessonsfrom the Great Depression taught us by John Maynard Keynes, lessons still,ignored at our peril. These relate essentially to the considerable elasticity ofdemand for money or liquidity with respect to the interest rate or the measuresof the cost of capital. This elasticity lengthens the path and reduces the ulti-mate impact of changes in the money supply on the expenditures for goods andservices which are our ultimate concern.
But with all qualifications noted, fiscal and monetary policies do influencethe level of economic activity, the gross national product, the rate of employ-ment and prices. The nature of their pursuit over the last several years andthe recommendations for their pursuit in the future can be explained only byan abysmal ignorance of all we have learned of economic processes or by aset of values which must certainly be remote from the interest of the vastmajority oftheAm ericanp-epl.Irat her-feartthhee- eanatiuna-invan unholy combination of both.
The law of this land, established in the unvetoed employment act of 1946and never amended by subsequent legislation, makes it national policy toachieve maximum employment. In statement after statement by the highestlevels of the Administration and our monetary authority, that law is forgottenor defied. Rather we are told that we must tolerate considerable levels of unem-ployment, now recognized as likely to persist for many years under existingpolicies, in the presunied interest of reducing the rate of inflation. I shallshortly discuss the economic rationale, largely faulty, in achieving that pur-pose. But we should not forget that a policy of consciously deviating from maxi-mum employment,'for whatever purpose, is a violation of the law. I will leaveto others the question of whether it is an impeachable offense.Let us be clear as to the issues, of a few years ago and of the moment. Inearly 1973 the rate of inflation, while small now in hindsight, seemed to beaccelerating. As measured by the implicit GNP price deflator, inflation increasedfrom an annual rate of 6.1 percent to 8.6 percent through 1973. The economywas sluggish and unemployment hovered'around 5 percent, as compared to alevel of 3.5 percent reached in 1969. Proper dedication to goals of maximumemployment in 1973 would have dictated extreme prudence in any efforts torestrict aggregate demand. Warnings against the perils of attempted "fine-tuning" are sound. But if we are committed to full employment and maximumoutput, we must read these warnings to mean that it is improper to jeopardizefull employment by ill-conceived restrictive policies mistargeted at misidenti-fied inflationary forces. Even in situations where we can see a clear tradeoffbetween employment and price inflation and we can know both the underlyingeconomic factors at work and the effects of our own actions, we must recog-nize the large shadow of uncertainty as to the future consequences of govern-mental actions which by their nlaturie cannot be immediate in their effect. Sincewe are bound to err in varying degrees, it is our economic, moral and legalobligation to err in the direction of preserving maximum employment andoutput. That lesson is all too often forgotten.

'In particular, "Fiscal and Monetary P~olicy Reconsidered," American Economic Re-views December 1969; "what Went Wrong?" Journal of Political Economy, AMay/June.1971; "The Aggregate Investment F~unction," International Encyclopedia of Social Sci-ences, Macmillan, 1969, Vol. 5; and with Robert H. Strotz, "Determinants of -BusinessInvestment," Impacts of Monetary Policy, prepared for the Commission on Money andCredit, 1968.
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The battle against price inflation, as many other economic battles, should be
waged as far as posible, when it is to be waged, without reducing employment
and output. This means that price inflation is to be fought by restoring competi-
tion, by anti-trust action, by removing the dead hand of government regulations
and ending the policies of government agencies which take it as their duty
and normal functioning to maintain or raise prices. It means removing protective
tarigs. quotas and other interferences with free international trade. It means
lowering and removing taxes which both reduce the supply of output and
raise the cost of production. And it means seeing to it that those economic re-
sources claimed by government are applied to investing in the capital, frequently
human capital, of our nation and in provision of public and private goods
clearly perceived as efficiently produced to add to the social welfare. But again,
none of this should be accomplished by or along with reduction of total employ-
ment and output properly measured.

Through 1973 and 1974 government policy was largely directed elsewhere. In
October of 1974 the Administration presented a restrictive fiscal program which
has been aptly characterized by Arthur Okun "as the most misconceived stabil-
ization package of the past generation." 2 That package was wrong not merely
because most economic forecasters were wrong, as indeed they were. It was
wrong rather because no Administration has the right, on the basis of ad-
mittedly unreliable forecasts, to plan or even to risk creation of unemploy-
.ment to combat inflation.

The simple measure of calamitous government fiscal policy is that while
the United States economy slowed and sputtered; as the seeds of the current
recession took deep root the Administration nourished them by an amazing swing
in the full employment budget surplus from $7.7 billion in the third quarter
of 1973 to $30.4 billion by the third quarter of 1974, and then introduced a
"WIN" package for further restrictive fiscal measures. Fortunately these further
restrictions were aborted shortly after conception, as they were rapidly over-
taken by the unfolding of events. But in that history of a $23 billion increase
in the full employment budget surplus, in the light of the sharp recession that
ensued we see an ironic confirmation that fiscal policy does indeed have some
effect. Huw much punishment of this type can even an economy as strong as
that which has produced by far the greatest gross national product of any
nation in the history of the world be expected to take?

That is of course only part of the picture. In addition to the drag on the
economy brought on by the increase in the government's full employment budget
surplus, an estimated $37 billion was added to the annual cost of petroleum
products used in the United States by the end of 1974.s With much'of the
payment going to foreign producers or to domestic oil companies that use
little of it to add to spending on American goods and services, the recessionary
impact was huge. Governmental response to this was largely to argue about
energy crises, tell us what kinds of cars to ride, encourage further increases in
the price of gasoline and quite ignore the resultant market effects on real
demand. For the increase in prices brought on by changes in the world supply
of oil, like increases in the prices of agricultral products brought on by in-
creases in foreign demand and crop shortages, clearly are quite the opposite
of the textbook case of inflation from excessive aggregate demand and "over-
full" employment. This was an inflation stemming from shortages of domestic
supply or increased supply prices. The thrust of government policy should have
been to finance meeting of these costs in the most non-inflationary manner
feasible but above all to see to it that the costs were met without diminishing
real aggregate demand and hence reducing total outpue and employment. Since
this was not done, increased prices of petroleum and agricultural products
served essentially as an increased tax on the American people, reducing the
purchasing power available to buy all the other goods and services that the
economy was capable of producing.

But now, finally, where was monetary policy through all of this. Far from
mitigating the deleterious effects of an overly restrictive fiscal policy, or the
higher costs of petroleum and agricultural products, the monetary authority

2 Brookings Papers on Economic Actiavitp. 1975-1. page 219.
3 Georre L. Perry. "The Petroleum Crisis and the U.S. Economy," paper prepared for

the Conference on the ImDact of Higher 011 Prices on the World Economy (Brookings
Tnstitiltion. November 1974; processed), cited by Perry In Brookinhgs Papers on Economic
Activity, 1975-1, p. 223.
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contributed to a significant aggravation of the damage. Indeed it is hard to
see how monetary policy of the recent past or the present can be defended by
any contemporary school ofeconomic thought-by the monetarists, of which
I am not one, or by those in what is still, I believe, the main body of profes-
sional economic thinking, which views the role of money as operating not inde-
pendently but through its effects on the various components of aggregate demand
and aggregate supply of goods and services.

From December 1972 to December 1973, the narrowly defined money stock,
M1, grew as a 6 percent annual rate, this in a period when the money value
of gross national product grew at a rate of 12 percent. From December 1973 to
December 1974, M1 grew at an annual rate of 4.6 percent while the money
value of gross national product rose at a rate of 6.4 percent. Clearly at no time
was monetary policy stimulatory. Through 1973, as the economy reached its
peak and began to slip, the money supply, far from being sustaining, was a
decided'drag. In 1974 when major increases in the money supply were in order
to limit if not reverse the sharp drop in real gross national product which
occurred, the real money supply (nominal money supply divided by the GNP
deflator) actually fell some 7 percent, thus declining even more than the 5'
percent fall in real GNP over this period.

The consequence of the monetary policies underlying this monetary growth
were to be found in interest rates, in equity markets, and above all, in terms
of our proper concern, in the dismal and fluctuating record of housing starts.
First, short-term interest rates, already extremely high, rose sharply through
the first six months of 1974, from about 9 percent to close to 12 percent. With
them rose long-term corporate bond rates, leading to some curtailment of
busines investment, particularly among electric power companies. They, for a
variety of reasons of which interest costs were a significant element, found
capital financing almost prohibitively expensive or virtually unavailable. But
most seriously, given our institutional arrangements including unfortunate con-
stralnts-on-payment-of-interest-by--thrift-institutlons-as-well-as banks, the
soaring short-term interest rates, which had brought a drastic reduction of
monthly deposits into thrift institutions in the latter half of 1973, brought down
those deposits again. With them fell housing starts (along with expenditures
on mobile homes).

In the latter half of 1974 the precipitous decline in business caused a sharp
reduction in the demand for money. An appropriate counter-cyclical monetary
policy would have entailed a sharp increase in the supply of money and an
endeavor to drive interest rates as low as possible, thus stimulating whatever
investment might be undertaken in a declining economy and removing the
crippling constriction in the demand for houses. But rather, the monetary
authority did not even stick to the monetarists' prescription of a modest steady
growth of the money supply. It now appeared concerned to maintain "orderly"
movements in interest. rates. Thus member bank reserves grew at a rate of:
only 0.9 percent in the six month period ending December 1974, a period when
prices, as measured by the GNP price deflator, were rising at a 13 percent rate.

Where does all this leave us now and what are we to say for the future?
First, as to fiscal policy which, bad as monetary policy has been, remains
because of its greater potency a more major culprit, the situation is appalling.
It is hard to read, without a sense of shock, that after all we have presumably
learned in modern economics, according to Council of Economic Advisers esti-
mates of late May 1975, we were running a full employment budget surplus on
national income and product accounts of $4.6 billion In fiscal 1975. We should'
pause and reflect hard on this. One can argue as to whether at full employment
the budget should be balanced or there should be a surplus or deficit. But the
one thing that should be clear is that in a period of recession when the purpose
of government policy Is to stimulate and not further contract the economy, the
full employment budget should move sharply to deficit. For we must always
recall that in a recession the actual deficit will almost inevitably be great. The
measure of whether government fiscal policy Is stimulatory or restrictive is to
be found in the full employment budget surplus or deficit. To have a set of
fiscal policies at this time of recession such that if we had full employment
we would be running a budget surplus is nothing short of astonishing.

And to cap the fiscal 1975 full employment budget surplus, in fiscal 1976,
according to the May estimated of the Council of Economic Advisers, that
surplus is to rise to $12.6 billion! According to the June 1975 Issue of the
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Survey of Current Business (page 7), "On a quarterly basis, the full-employ-
ment budget is in deficit in the second and third quarters of 1975, and shifts
to substantial and increasing surpluses thereafter."

What compounds the folly is the continued insistence by the Administration,
In words and deed, that federal expenditures must be held down to avoid infla-
tion! There are many god arguments against wasteful federal expenditures, or
wasteful expenditures of any kind for that matter. But the argument against
them on grounds of contributing to inflation makes absolutely no sense. Since
the problem of the recesion, of unemployment and lost output, is a problem of
inadequate demand, any expenditures which increase demand are on that score
beneficial. An increase in demand from the federal government in this context
as desirable as an increase in expenditures by business for plant or equipment
or by households for consumer goods. Inflation has of course subsided greatly
in the current year. But the major recent inflation that we have had and
what inflation we have now, cannot meaningfully be related to excess demand
In a situation where output is some $250 billion below full employment capabil-
ities and 9 percent of an already recession-reduced labor force is totally un-
employed. To cut aggregate demand in order to combat inflation brought on by
huge increases in the prices of oil and by fluctuating prices of agricultural
products is like combatting overweight by cutting off a person's legs.

As to the impact of the actual federal budget deficit, now anticipated as
possibly approaching $80 billion in fiscal 1976, this need not in itself adversely
affect credit markets. It is important that the monetary authority assist in
the orderly financing of the deficit. But, as is sometimes forgotten, the deficit
is a coin with two sides. Borrowing to finance the deficit absorbs private saving;
the coresponding excess of government expenditures over government receipts
creates private income which is the source of private saving. To the extent
that income is not immediately saved but is spent, it adds to further production,
income and tax receipts.

One may indeed ask what the consequences would be of a reduction in the
deficit by increasing tax rates or decreasing federal expenditures. The direct
effect would be a reduced federal need for borrowing. But along with that
would be reduced private income out of which the supply of funds for borrow-
iug would be forthcoming. The further effect of a more depressed economy
would then bring a greater deficit and an increased federal need for borrowing.

The whole notion of federal budget deficits causing shortages of the supply
of saving under recessionary conditions is essentially a mirage. As I indicated
in a recent newspaper column submitted as an attachment to this statement,
the supply of saving, however financed, will equal investment as a matter of
definition. The greatest factor by far in influencing the rate of saving and in-
vestment is the general level of the economy as measured in the rate of gross
national product and national income. Whether credit needs can be expected
to be met adequately in credit markets depends upon the rate of investment
demand as well as saving. Given the sharp recession, investment demand is low.
Hence recent forecasts, even without an easing of monetary policy. have not
pointed to a credit shortage as measured by increasing nominal interest rates.
A reduction in the actual federal budget deficit as a consequence of an improv-
ing economy, however, would in fact be associated with an increase in a demand
for credit. This in turn would require a much easier monetary policy and a
faster growth of the money supply to avoid aborting recovery.

The projected growth of the money supply within a 5 to 7%2 percent range,
however, must prove appallingly inadequate to all who are seriously concerned
with maximizing the probability of rapidly and significantly reducing our exces-
sive unemployment. None of us can properly claim to forecast accurately the
future paths of the economy. But the odds against a 7Y2 percent rate of growth
of the money supply proving consistent with a sufficiently rapid recovery to
bring us back to even moderately acceptable rates of unemployment are so
great that it is impossible to believe that its proponents have any such goal
in mind. Rather it becomes apparent from forecasts of those in authority over
both our monetary and fiscal policies that the rise from the "bottom" so exuber-
antly proclaimed is projected to be long and gradual.

Meaningful estimates indicate that to reduce unemployment from its current
level of 9 percent to 6 percent over the next two years, a very modest goal
indeed, real GNP would have to grow some 17 percent, or at an average annual
rate of over 8 percent. Even if inflation is. reduced and held to an annual rate
of 5 percent over this period, we would require a 14 percent per year annual
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growth in the money value of gross national product. It takes no higher eco-
nomics or even very high arithmetic to see that a 722 percent per year rate of
growth of Ml would entail sharply increasing interest rates, if a 14 percent
growth in gross national. product were to be attained. In fact, such a sharp
increase in interest rates would, without a vastly more expansionary fiscal
policy than is likely to be seriously entertained, make the target rate of growth
of real GNP quite unattainable. (I might add, parenthetically that, contrary to
-some conventional wisdom, the higher interest costs actually make some direct
contribution to increasing inflation even while they retard real output presum-
,ably in the interest of ultimately reducing inflation.) It may further well be
-argued that, given the lags associated with monetary policy, an attempt to
reduce unemployment from 9 percent to 6 percent over the next two years
calls for more substantial stimulation now with the stimulation tapering off
as we approach our target. Thus, with an appropriately stimulatory fiscal policy,
which is nowhere in sight, our immediate target for the increase in money
supply should be in excess of 15 percent. per year, more than double the upper
bound prescribed by the Chairman of the Board of Governors of the Federal
Reserve System.

I might add, in conclusion, a few words on the general issue of inflation
versus employment which lurks as the devil in rational policy-making. First,
-our recent problems of inflation and whatever remains of them are not of a
demand variety. They relate to external shocks of supply impinging upon an
economic system with such rigidities that increases in relative prices almost
inevitably increase the general level of prices. Some prices go up but few if
.any go down. Direct remedies for this are hard to come by but they do involve
structural reforms which most economists view as desirable. I have alluded to
them earlier: measures to improve competition, domestic and foreign, and to
free and perfect markets.

But second, there is nothing unique about stimulatory monetary policy in
-ringing-o-pricefatlaion-If-monetary-policy-has-any-efftct-alL on-th&

markets for goods and services then it has that effect by increasing or decreasing
demand or supply. Essentially we look to a stimulatory monetary policy to in-
-crease the demand for certain kinds of goods, particularly, by lowering interest
rates, increasing the demand for capital goods. My own extensive research
in the determinants of business investment buttresses my conviction that the
impact of monetary policy and lower interest rates in stimulating capital ex-
penditures is limited. But however limited it is, this stimulation operates by
increasing real effective demand. It is hence no more and no less inflationary
in this impact on demand. than an equal increase in real exective demand
brought on by any other means. One can argue that the increase in demand
brought on by lower interest rates entails reduction in capital costs which
will, at least in the long run, actually tend to reduce inflation. The same argu-
ment, however, can be made for various kinds of stimulatory fiscal policy. Lower
taxes may also decrease costs and certain government expenditures which
enhance productivity may do likewise.

In a period of great excess capacity and substantial unemployment there is
little evidence and little reason to believe that increases in demand will con-
tribute significantly to higher rates in inflation. Where they do, this would
very likely relate to unacceptable exercise of monopoly power which should
be combatted directly. When unemployment is again approaching 4 percent and
less, when the ranks of discouraged workers who have reduced our measure of
the labor force have receded, and when the numbers of those also not counted
as unemployed but involuntarily working less than full time have been cut back
proportionately, we can begin to worry about the impact of increasing demand
on prices. To do so now is akin to starving a new born infant because of fears
of obesity at middle age.

But in the interests of efficiency and equity and reducing political opposition
to the necessary sdimulatory policies, we may well search increasingly for
fiscal measures which can combine downward pressure on prices with increases
in real effective demand. These would include, for example, reduction or elimi-
nation of excise and sales taxes which contribute directly to the cost of goods
and services. Some of this can of course be accomplished by the federal govern-
ment. A broader program would entail federal payments to states and munici-
.palities to compensate them for eliminating the sales and excise taxes which
they impose. This would involve an increase in real demand for goods and serv-
ices with lower prices and constant money incomes. It would thus bring about
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the best of all possible combinations, higher employment and output and lower
(or no) inflation.

Another measure which would reduce prices by decreasing costs and at the
-same time directly stimulate employment would be the reduction of payroll
taxes which now come to 11.7 percent of up to $14,100 of the annual salary
or wages of all covered employees. I have indeed elsewhere proposed specifically
a job development credit which would entail substituting direct Treasury
payments into the social security fund for taxes on the first $14,100 of earnings
of those under 22 years of age. This would prove a small but significant step
in the direction not only of lowering costs and prices but of stimulating employ-
ment of youth, where unemployment now runs over one-third. It would encour-
age the investment in human capital which proves the soundest foundation
of our nation's prosperity and economic growth.

Attachments.
[From the Chicago Tribune, July 21, 1975]

ECONOMICS '75-SHORTAGES OF INvESTMENT CAPITAL-REAL OB MYTHICAL?

(By Robert Eisner)

The cries are reaching a crescendo. American industry faces a critical short-
age of capital. Unless we have further massive tax "relief" to encourage busi-
ness investment, economic growth will be stifled.

These appeals for new intervention in the economic system by way of extend-
ed and increased equipment tax credits, still faster depreciation allowances
for tax purposes, and other measures come, without apparent concern for in-
consistency, from William E. Simon, secretary of the Treasury, and other
apostles of free enterprise and low federal budget deficits.

What is their merit?
Gross private domestic investment in real terms is indeed far down. In the

first quarter of 1975, it was off almost 39 per cent from its fourth quarter 1973
peak.

Much of that drop, it is true, was in inventory investment, which shifted
from a heavily positive to a heavily negative figure. And residential construc-
tion showed a very high percentage decline of 42 per cent.

But still, the remainder of nonresidential investment in structures and pro-
ducers durable equipment declined by almost 13 per cent in real terms from
the fourth quarter of 1973 and by slightly more from its peak in the second
quarter of 1974.

Does any of this indicate a capital shortage? In the conventional sense, not
at all!

The sad fact is that business investment is way down not because there is
a shortage of capital but because, given the sharp recession and fall-off in
general demand, many businesses find themselves with a great amount of
excess capacity and accordingly have cancelled or curtailed sharply their plans
for expansion.

But in a deeper sense, what meaning can we attach to the notion of a capital
shortage?

Gross private domestic investment in current dollars stood at $163.1 billion
in the first quarter of 1975. With continued but lesser inflation and the begin-
ning of business recovery, the Wharton Econometric Model forecast of July 2
projects gross private domestic investment at an annual rate of $198.7 billion
in the first quarter of 1976 and, with continuing recovery, at $254.9 billion in the
first quarter of 1977.

This indicates an increase in the rate of gross private domestic investment
of no less than $91.8 billion in two years. Where, alarmists may cry, can it pos-
sibly come from?

The answer is very simple, to the last penny. By these Wharton projections,
$24.8 billion of the increase will come from personal saving, $33.7 billion from
a growth in undistributed corporate profits [including the corporate inventory
valuation adjustment] and $17.3 billion from increased capital consumption
allowances, thus a total of $76.7 billion from increasel gross private saving.

The combined federal and state and local budget deficit will actually be $6.4
billion less and the "statistical discrepancy" $1.4 billion less, and net foreign
investment will swing from a positive to a negative figure, absorbing $10.2 bil-
lion less of gross private saving.
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The total of increased saving available to finance the increase in gross priv-
ate domestic investment, $76.7 billion plus $6.4 billion minus $1.4 billion plus
$10.2 billion, equals $91.9 billion. exactly [except for rounding errors] the
amount of increased gross private domestic investment.

To anyone familiar with national -income accounting, this is no surprise.
Saving, with proper adjustment for government budget deficits must equal
investment by definition or the meaning of the terms. In this sense there is
never a "shortage" of savings.

Individually businesses may well feel in a prosperous economy that if more
capital funds were available more cheaply they would find it profitable to under-
take more investment. But this in a sense is like saying that individual con-
sumers would be happy to consume more if they had more income.

There is no such thing as a free lunch for consumers or investors. Given
the general economic situation, each business is competing for -funds with
every other business and with government and consumers.

Given everybody's preferences, no individual business should expect or is
"entitled" to invest in projects which are not sufficiently profitable to cover
the cost of capital.

One measure of the cost of capital is the rate of interest. In fact, the Wharton
Model projects a very slight decline in Moody's total corporate bond rate,
from 9.39 per cent in the first quarter of 1975 to 9.22 per cent in the first
quarter of 1977.

Given the sharp drop in projected rates of inflation, from 8.05 per cent to 5.37
per cent, one may argue that the "real" rate of interest, the nominal or money
rate of interest minus the rate of expected inflation, will actually have in-
creasedl.

But the remedy for this, to the extent one is possible, is clearly an orderly
but sufficient increase in the quantity of money to lower money rates of interest.
Proponents of more capital investment should certainly oppose a tight money

-policy.
Those concerned about sho-rtage -of-unds-for-capital-investment-may point

next to the anticipated large continuing total government deficit of $55.6 billion
which will absorb a coresponding amount of private saving. There are two
approaches to this, however.

First, to the extent that the deficit is due to government expenditures, a
would-be 'deficit-cutter must indicate the expenditures to be cut. There is an
obvious inconsistency in pointing with horror to a federal budget deficit at the
same time one appeals for increased defense expenditures.

If it is other government expenditures to be cut, particularly the huge
amounts of education, one must ask whether the costs of reducing this invest-
ment in human capital may not outweigh any possible benefits from increased
investment in plant and equipment by business. And deficit-reducing tax in-
creases or cuts in transfer payments directly reduce private saving by reduc-
ing after-tax incomes.

But second, the one way to eliminate the budget deficit is to return to full
employment prosperity.

The latest Brookings Institution volume on "Setting National Priorities, The
1976 Budget" shows that as against a deficit in the actual budget of $52 bil-
lion, receipts would be so much higher and outlays less so that, if we had full
employment in fiscal 1976, the federal budget would not be in deficit but actu-
ally in surplus by $12 billion.

What is more, of course, at full employment, personal saving and undistri-
buted corporate profits, two major volatile components of gross private saving,
would both be much higher.

But that leads to the final question. Suppose we have an administration
and a set of economic policies wise enough to return to full employment. Will
we then have any reason to complain of capital shortages and assert that busi-
ness shAl1ld invest more or the public should save more?

The proper answer is a sharp no! In a free economy, there is no prima facie
reason for telling the people to save more and consume less. There Is certainly
no reason to bias 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. And it should not be expected to invest
where it does not clearly find it profitable.
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Government's role should be to. see to it that there are optimal amounts of
investment in education, training, job experience and know-how. These consti-
tute the human capital which, over 200 years, has been the foundation of this
nation's growth.

SAVING AND INVESTMENT, IST QUARTER OF 1975 AND WHARTON PROJECTIONS' FOR IST QUARTERS OF 1976
AND 1977, BILLIONS OF DOLLARS

Change
from

Year and quarter 1975-I
to

1975-1 1976-1 1977-1 1977-1

Gross private domestic investment (GPDI) -163.1 198.7 254.9 91.8
Personal saving -75.9 94.7 100. 7 24.8
Undistributed corporate profits -28.0 46. 9 64.2 36.2
Including inventory valuation adjustment -- 7.0 -6.9 -9.5 -2.5Capital consumption allowances -126.1 132.4 143.4 17.3
Gross private saving (GPS) -222.1 267.1 298.8 76.7
Federal budget surplus or deficit (-) -54. 7 -68.6 -57.1 -2.4
State a nd local budget deficit (-)--1.7 .3 7.1 8.8
Total government budget surplus or deficit (-) (GOS or 0) - -56.4 -68.3 -50.0 6. 4
Statistical discrepancy (SD) 3.0 1.6 1.6 -1.4N et foreign nvestment (N FI) 2___ _ _ _ _ _ _ _ _ _ _ _ ________________________-_- 5.7 1.6 -4.5 -10.2
Gross private domestic soning(GPDS=GPS+GBSorD+SD-NFI) - 163.0 198.8 254.9 91.9

i Wharton Mark IV Quarterly Model, July 2,1975: Control Forecast With Anticipations Equations.
3 Equals net exports minus net Federal Government transfers to foreigners minus net personal transfers to foreigners.

Representative LONG. One general question that perhaps we could
get comments from all three of you on, goes to the central theme of
the matter that we have been discussing here today, and that is, of
course, as you all know, many people out of government have been
quite critical of the Fed's moves recently toward a tighter monetary
policy. And from looking at Mr. Bethke's statement, I think appar-
ently he takes a rather different view than you other two gentlemen
and says, for example, that the recent slight firming up, or slight
firming, I guess it is, of monetary policy was a skillful adjustment
to emerging signs of economic recovery.

I wonder, Mr. Bethke, maybe to start off this discussion, if you
would be good enough to tell us why you feel that the recent Fed
action in that regard were both necessary and appropriate and then
maybe Mr. Maisel and Mr. Eisner would give us their views as to
whether or not these recent actions were appropriate and if not, why
not ?

Mr. BETHKE. Let us just put a framework around my answer.
Representative LONG. I am sorry, I didn't hear you.
Mr. BETHKE. I will reply by putting a framework around my

answer. And all of you will recall that late last fall, and early in
1975, there was very little growth in money supply. To create growth
in the money supply, the Federal Reserve System, eased money all
the way from January through May; reduced and motivated lower
interest rates, ending in a final cut in the discount rate on May 7.

As a result of these easing actions, the money supply started to in-
crease, not only to start but to spurt at a rate of 2 or 3 percent growth
to 11 percent over the last 3 months. That is one fantastic jump in
money supply. If they continue that rate, people are going to think
that once again we are on the way to renewing the inflation, in a
process of trying to get a faster business recovery.
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Let me also recall that in the first half of 1975, because of declin-
ing business, business inventories dropped at a sharp historical record
pace. They are now down at a level where, with more supply of
money in the economy, people are starting to have better outlooks
and to buy. You would sense this all through the economy, if you
talk every day, as people in our corporation do, with businessmen,
banks and insurance companies across the country.

Let me also ask, what is so wrong if there was no growth in money
supply, and then suddenly it shot up to 11 percent, to adjusting the
tone in the. money market from 5½8 percent on Federal funds to
68 -percent Federal funds. That 1 percent adjustment is not a very
big deal. It was what is absolutely necessary, unless you want to scare
the dickens out of people who know what the future value of money
would be if inflation runs wild again.

Representative LONG. Mr. Meisel.
Mr. MAISEL. Yes, sir. I think really this discussion has to take

place at two different levels. One is what we want out of monetary
policy. Second is how much unemployment we think is necessary to
fight inflation. Are we willing to allow a more rapid growth rate in
money and credit in order to get an adequate level of production and
output?

It seems to me that .those who are arguing against growth are
concerned that if we have an adequate level of real output, this will
have such a large effect upon prices that we cannot afford it. They
believe we must run a large level of unemployment for the next 5 or
6 years to hold down prices.

I think that given the large amount of excess capacity, given the
large amount of unemployment in the economy, we can and should
grow at a more rapid rate. We should strive for 7 to 8 percent annual
growth in real output over the next 2 or 3 years. Such a level of
demand will have a minimal effect upon prices. I think we will still
have inflation, but it would not be caused by growth of output. It
will be caused by other factors, such as energy, such as grain prices
and things of that sort. That I think is the second critical problem.

The first problem, and I believe this is inherent in Mr. Bethke's
approach, is the belief that we have to continue to use tight money
as a way of holding down growth in the economy. As the recovery
starts we will automatically want higher interest rates to hold down
the rate of expansion. I think if you assume that we can afford a rapid
rate of growth over the next several years, then we are much better
off saying we cannot and do not want to use tight money to control
that level. We want to furnish lower interest rates; we would like to
expand capital; we would like to expand housing production. These
are really possible only if we get long term interest rates down below
where they are now.

Next we come to the technical questions as to whether the 5 to 71/2
percent growth rate in money is adequate or not. Aiid second, whletaher
in operating on a day-to-day basis, the Federal Reserve ought to re-
act rapidly, as they did to the May and June increases in the money
supply.

My answer to both of those is no. Looking over the last few years,
we see that frequently this sort of rapid growth rate in money for
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2 months is simply a poor seasonal. In other words, the Fed is react-
ing to an information series which is not an adequate series, which
has lots of noise in it, lots of random movements. It raises a very dif-
ficult question for the Federal Reserve as to how fast they want to
react to those types of random movements.

Now, Mr. Bethke says in New York they do not recognize how
random this series is; that the markets react very rapidly to the fail-
ure of the Federal Reserve to react to this sort of situation. As a re-
sult, the Federal Reserve is forced, in effect, by the market to react. I
think there is something to his argument. But, I think that as Fed-
eral Reserve policy becomes clearer, as we know where the Federal
Reserve is trying to get, this sort of market reaction is not necessary.
This is why I think it is very good that we have the type of hearings
that Chairman Proxmirc has had, and Chairman Reuss had last
week, making clear what Federal Reserve policy is. Because other-
wise, and this was a constant problem when I was at the Fed, the
Fed is dominated by the market. It says since the market does not
know what we are doing, we have to take an action of this sort so
that the market will not think we are taking the wrong action. I think
this is the reason why we want greater information, why it is so im-
portant that policy be out in the open.

Representative LONG. To move from an action-reaction type of situ-
ation into a formulated and stated policy by which the appropriate
parties could guide themselves.

Mr. MAISEL. That is correct, Mr. Congressman. That is exactly the
point.

Finally, we come to the question of the 5 and 7½/2 growth rate over
the next year. Here, I would disagree somewhat with Mr. Eisner. I
think he failed to take into account changes in velocity. Normally,
during a recovery, we do have increases in velocity. But if you make
a rather large assumption as to how sharp those changes in velocity
will be, you still come to the fact that a 10 to 11 percent growth rate
for money is probably necessary to support the type of real growth
that we want over the next 2 years.

So, I think the critical assumption is how do you look at the past
history of changes in velocity of money, and how do you predict what
will occur this year? If you take history over the entire postwar
period, then you find a very, very rapid rate of increase in monetary
velocity, and the 71/2 percent might give you a minimum necessary
level of money.

If, on the other hand, you look at the postwar period and see that
the rate at which velocity has increased has decreased steadily; if
you recognize that we are starting with much higher interest rates
now then we did in the past; that we furnished fewer reserves during
this last vear than was true in previous recessions; then I think you
might well come up with the idea that the rate of increase in velocity
of money will be nowhere near as large over the next 2 years as it
was in past recoveries. This is how you get into a difference in the
estimates of how much money is necessary for the next year.

Representative LONG. Fine. Thank you.
Mr. Eisner.
Mr. EISNER. I certainly feel that the Fed should be increasing the

money suprDv, should not be allowing interest rates to rise, and not
allow the Federal funds rate to rise at this point. And I do not know
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that we can foreast precisely what the needs would be in the money
supply.

But, we cannot, to begin with, as I have indicated, approve an in-
crease in the money supply in only the 5- to 71/,-percent range. Even
with a modest rate of inflation of 5 to 6 percent, to achieve the target
rate of real growth of 8 percent or so, to try to achieve a modest
reduction in unemployment over the next couple of years, implies an
increase in the money value of the gross national product of 14 or 15
percent.

I, therefore, cannot see any incompatibility between that and a
money supply which would increase at that rate. If there is some
slight trend in the way of reduction of money demand or increase in.
velocity, -all the better. What we wish at this point is to stimulate
the economy.

I do agree. very much with what Mr. Maisel pointed out, and that,
is that a critical difference between a lot of people at this point i;
-not their forecast for the future; it is not, I suspect in many cases.
their economic analysis. It is a different set of values, and we have t9
face up to them very honestly and directly. One set of values indi-
cates that we should maintain full employment and try to get back to
it as soon as possible, to recognize, as Senator Humphrey pointed
out, and I did in my prepared statement, that we are committed to
maintaining and achieving maximum employment, and we simply
cannot tolerate a set of policies which has other-ob~ctives-which-be-
come incompatible with the maintenance of full employment.

Inflation is a bother. it is a trouble, it has not been a disaster in this
country. I would hope very much it can be reduced. There are ways
of reducing the rate of inflation which extend to a good many unpal-
atable things to many special interest groups, including the elimina-
tion of protective tariffs, quotas, the action of regulatory agencies
that protect prices in many areas. And that is a path to follow to re-
duce the rate of inflation.

To restrict by monetary or fiscal policies which reduce employment
and output, I consider utterly wrong, wrong in terms of the huge
loss of output in this country, morally wrong, wrong even in terms
of the law of the land.

Representative LONG. Thank you very much, Mr. Eisner.
Senator Proxmire.
Senator PROXmIRE. Gentlemen, this is a very fine panel. Mr. Maisel

is an old friend and classmate of mine and I am very happy to see
all of you gentlemen here.

Mr. Maisel, would you give us your views on what monetary policy
would be appropriate, as specifically as you can delineate it, with
respect to our present housing problem. You have developed a fine
reputation in the field of housing, and I think there are few people
who have had the breadth of experience, both as a Governor ox the
Federal Reserve Board and as an expert in housing for many years.
We are in a housing depression now. The most optimistic forecasts are
that at the end of this year we will be lucky to have one and a half
million housing starts and many people feel we cannot get to that
under present circumstances.

What prescription would you suggest would be the wisest and the
best for stimulating this vital area of our economy?
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Mr. MAISEL. Well, Mr. Chairman, I think the critical 'fact is that
lenders are afraid to put money into the long-term market. I think
this is implicit in a good deal of what Mr. Bethke has said, that the
market does believe that as soon as recovery starts we are going to
have money tightened and that long-term interest rates are going to
rise. If this is so, anybody is foolish to put money into mortgages or
any other type of long-term loan, because as interest rates rise, the
capital loss you take on that type of lending, is very sharp. Anyone
who is running an organization, an insurance company or a savings
and loan, simply feels that he cannot afford to put his money out how
if he is sure that long-term interest rates are going to be higher a
year from now. I think we see this very clearly.

We have had record inflows into the savings and loan industry
over the past several months. Mortgage loans are going up, but rates
are not coming down very fast. People are still afraid. They. are
building up their liquidity at a very rapid rate on the assumption that
they will be better off making loans next year rather than this year.
This is the basic reason that housing is lagging as it does.

If we look at the past two or three recessions, by this time housing
starts would have been very high. In fact, typically over past reces-
sions, housing starts have gone up almost from the start of the reces-
sion. This has been a very untvpical situation with respect to housing.
I think it is completely related to this problem that the lenders are
concerned about what is going to happen to long-term rates. And I
must say that I am concerned myself.

If we assume we are going to run monetary and fiscal policy as we
have over the past 10 years, that is a proper worry. If we assume we
are primarily going to use monetary policy to cut down on demand, I
would not be surprised to see short-term rates of 12 or 14 percent a
year or two from now. If we get that sort of a short-term rate, we
are obviously going to have long-term rates that are way above where
they are now. That means that a lender is better off waiting.

So, I think we have to come to an agreement that such a policy
would be wrong. The costs to the economy of trying to hold down
demand purely by monetary policy is too high. We must agree that
we are going to run a fiscal surplus next time it is necessary to hold
down demand; that we are not going to use monetary policy, and that
money rates will be more stable. If we get that, then I think we will
see long-term rates dropping.

So, the answer to your question again is that we have to convince
long-term lenders that they are not going to lose money by putting
out mortgage money over the next 6 months or a year. The only way
they can be convinced of that is if they are convinced that we will
have adequate levels of credit and money during this period, that we
will not hit them again with very high short-term rates.

Senator PRoxmiRE. Now, the response we get from Mr. Burns, as
you know, is that the key to holding down long-term interest rates,
is to get a grip on inflation, that it is to reduce the widespread con-
viction on the part of the lender that inflation is going to be more
serious in the future. That is what Mr. Burns says is at the heart of
this thing. So, somehow, we have to break the back of inflation.
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Now, the very difficult thing for me is that this is. not a demand
inflation in any way, shape, or form. We do -not, have the demand
for too many houses or too much labor. There is not a. shortage of
any single significant industrial product or any other product I can
think of. It is not a demand inflation. It is inflation most recently
that is in the energy area and in the food area, but it is not a, gen-
eralized demand.

Also, there is some clear imperfections in our marketing system that
enables the chemical industry, for example, to increase their prices
when they are operating below capacity, and aluminum to do the
same thing, others to resist a drop in price which would be normal.
Nevertheless, we do have this great difficulty here. We have the. peo-
ple who are in charge of our policies, the President of the United
States, the Secretary of the Treasury, the Chairman of the Board of
Governors of the Federal Reserve, all convinced that we have to fol-
low this policy of both fiscal and monetary restraint,. even though we
do not have a demand-type inflation. And we do not have a wage-
push type of inflation either.
- Frankly, I am in a dilemma as to what to do about it. My own
personal prescription is to follow a policy of as much monetary stim-
ulation as we can, within reason. Obviously we cannot have a huge
increase in the money supply, but more substantial, certainly, than
Mr. Burns had advocated. Others think, Mr. Heller and other very
distinguished economists, argue that we need stimulation in all sec-
tors, fiscal and monetary. I take it that your. view is that we should
have monetary stimulation more than we have now, and some fiscal
restraint about the level that we have at the present time; about -a
$70 billion deficit.

Mr. MAISEL. Yes. I agree fully with what you have said, Senator.
I do.

It seems to me that we are going to face the question of a tax cut
again. I urge very strongly that we go the way we did last February,
but that we keep it on a temporary basis. At that time, Mr. Heller
was on the panel with me, and he felt that we ought to make it a
permanent cut. I think it is very important that we keep the tax cut
on a temporary basis so that if we do get into a situation where real
output is rising rapidly, where unemployment is falling rapidly, that
the higher taxes will go back into effect automatically. And I certainly
agree with the types of policies you have had of saying that we want
to get as much fiscal restraint on the spending of the Government as
we can, too.

Senator PROXiIrRE. Let me get back just a minute to housing, be-
cause you are so highly competent in this area. I cannot see that if
we follow a policy even of greater monetary restraint that we are
going to get the kind of housing stimulation that we need. I say that
because if we had, say, an 8 percenit increase in tile money supply or
an 81/2 or even a little more over a year or two, I do not see that as
necessarily correcting the problems we have on the long-term interest
rates. It would seem to me that something like the emergency housing
bill that the President vetoed, a bill that would provide a shallow
subsidy, which would provide for perhaps as much as 1 million hous-
ing starts; Here you have colossal unemployment in the construction
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trades, and cement and lumber and so forth. Why would not that
kind of a measure be a better answer? It is true that it has been
vetoed, but maybe the President would have a change of heart if un-
employment continues at a high level and housing continues in the
doldrums, and our present policies do not seem to be an answer.

Do you think we should persist in something of this kind, or doc
you disagree?

Mr. MAISEL. No. I agree, Senator, although I think it is very im-
portant to say those subsidies will be temporary. The idea that they
phaseout at the end of 5 years or something like that.

Senator PROXMIRE. Oh, yes. The way we had it, we had-
Mr. MAISEL. Both ways.
Senator PROXMuIE. We had the 6 percent subsidy which would go

for 5 years, and then it would rise in the market, with the market
over the next 3-year period, by way of law, so it was not just a matter
of phasing them out, we would have to unless we changed the law.

Mr. MAISEL. I agree. But it seems to me necessary-as I recall,
there was an alternative in there.

Senator PRoxmiIRE. The alternative was 7 percent that would be
permanent.

Mr. MAISEL. I would prefer the greater subsidy initially that
phased out automatically by law. I might note at the same time there
has been a fair amount of testimony before your committee and other
committees in which they have added the Government-sponsored
agencies into the Government deficit. It seems to me that is simply
incorrect. The Government-sponsored agencies, I think, are financial
intermediaries, the same as any other type of intermediary. We do
not add, in the large deficits of commercial banks, the amount of
credit they create, with the Government deficit, and we do not add in
the amount of assets the savings and loans are increasing as part of
the Government deficit. And I do not think there is any reason to
add in the Government-spcnsored agencies.

Senator PROXMMRE. My calculations were that that housing pro-
gram would have reduced the deficit, the economy would be stimu-
lated about $12 billion in additional economic activity, which would
have brought about $2 billion in the Treasury, and the cost was about
$1 billion, so it would have reduced the deficit by about $1 billion.

Mr. MAISEL. I agree.
Senator PRoxiRiiE. Here you have almost everything. It cannot be

inflationary, because it puts people to work who are otherwise idle,
brings additional revenues it, so you would reduce the deficit and it
seems to me that it would be a very happy approach. And while there
was resistance to it, the resistance was never reasoned. They would
never give us the argument, they would never say why it would not
work.

Mr. MAISEL. I think it was simply an assumption that we cannot
afford a real growth rate of 8 percent a year, that that is too fast. It
seems to me this is basically at the heart of the whole housing pro-
gram. If you look again at housing, my own estimates are that we
would be under 1.5 million starts by the end of the year or under 1.8
by the end of next year. Both of those are very low historically, and
I think they are very low compared to the need for housing.
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Senator PROXMIRE. Far below. anything.like the goals we set. They
may have been a little high, but still, it has gotten to where it is 2.6
million a year, as you know.

Mr. MAISEL. But I would subtract from that the mobile homes, so
that would give you 2.1 or 2.2. as a logical goal. And I would agree
that we are running far behind those goals. Obviously during the
next year, the rate of vacancies is going to drop, and this will have
an important effect upon rents and other things.

Senator PROXMIRE. Mr. Chairman, my time is up. Could Mr. Bethke
respond?
- Chairman HUIMPHPREY [presiding]. Surely.

Mr. BETHKE. On housing, from the market viewpoint let me stress
that the market may be located in New York, but really represents
all the people, investors, lenders-and all of us in the room who have
savings accounts, etc.-because savings institutions are investing our
money. I will respond, with a market point of view, and also as a
trustee of a major savings bank in New York City, that has hun-
dreds of millions of dollars invested in mortgages.

First: You should recall that only in 1974, and this year, have
double A corporate bonds yields been higher than mortgage yields.
So, now it is a lot easier and more inviting to invest money in a
double A corporation bond than in mortgages. With mortgages, in-
vestors have to worry about collecting interest from individuals or
little buildingV OWnerS. 1nsteadofdealing in million dollars units
with a major corporation.

Second: There is no doubt about it, lenders, having an option to
invest in corporate bonds or mortgages, have a tendency not to invest
long-term, if they think inflation is going to be here forever.

Third: People, all of us, your neighbors, fear upgrading their hous-
ing because they do not have money left over to buy the houses they
would like. For example, the average mortgage on a house in Cali-
fornia in the last 3 years, or so, has risen from $24,000 to $37,000.
That is inflation. It is costing more for new homes one buys, with
the same, old square footage.

If you are a savings institution official-this comes back to inflation
and to the Treasury deficit-you have had a vast inflow of deposits in
the last few months. Are such officials investing in mortgages or cor-
porates? No, they are slowing up on both fronts. Why? Because the
Treasury deficit coming into being, suggests fantastic Government
note and bond interest rates, available to people, who will wake up to
the fact that Treasury rates are better than savings bank rates.

Let me give you an example: You can put money in a savings bank
at 51/4 percent or as high as 61/2, or so, on term. Yesterday you could
buy a Treasury note for 23/4 years for 77/8 percent.

Senator PROXMIRE. Let me just say I can agree with almost every-
thing you said. What you are saying, I think, is if we Just let nature
take its course that housing is going to continue to be in trouble, be-
cause you are going to have long-term mortgage rates up around 81/2
or 9 percent, and at that rate you are not going to get the housing
starts you need in the economy to put people to work. This is why you
have to have a government program that would get the rates down to
a level where you do not have just 30 percent of the people who can
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buy homes, but 70 percent of the people who can buy homes. Now, as
you-know, only about 30 or maybe 25 percent of the American people
can afford to buy a new home.

That is why the program that Mr. Maisel and I were discussing,
it seems to me people may be uncomfortable with this kind of a no-
tion, but without it you do not have any practical way to get houses
built in the kind of way we need to stimulate this economy.

Mr. BETiKE. I have three conclusions. The practical fact is you'd
better get inflation out of the outlook; then more money will go long-
term into the mortgages.

Senator PRoxMIRE. What do you mean, 5 years of 10 percent un-
employment to do that?

Mr. BETHKE. Well, let us not talk that extreme.
Senator PROXMIRE. Well I mean, I just donot see it coming from

the long-term unemployment.
Mr. BETHEE. How we get the unemployment down is another prob-

lem, but we have to get inflation psychology out first. And second,
we have to make mortgages more like securities. The Ginnie Mae and
the Fannie Mae are working on this, so that trustees of banks will
not hesitate to buy a $1 million unit of mortgages-packaged like a
security. How would you like to own two mortgages of some neigh-
bors and have to write them a letter every month to be sure you got
your $10,000 of interest and a couple of more dollars of paying down
on the mortgage? No. It is too much trouble. Making mortgages more
like securities will help.

I also think on many mortgages in savings institutions, officials
talk and worry about rent control, which is spreading. You have it
here in the District of Columbia, in New Jersey and now, in New
York.

Chairman HUMPHREY. That is in the East. The rest of us live dif-
ferently.

Mr. BETHEE. Right, sir.
Chairman HuMPHREY. Seriously. I mean, it is not even discussed.
Mr. MAISEL. It is in Berkeley, Mr. Chairman.
Chairman HUMPHREY. Well, live out in the heartland of America.

We do not talk about things like that.
Mr. BETHEE. Well, you cannot encourage a man to go out and build

a new apartment building if he thinks his rent income is going to
be frozen. He worries about rising costs in the economy and he says:
"Sooner or later I will lose money." And the same thing with the
savings institutions who have the mortgages on these buildings, soon-
er or later they are going to say why am I invested in them.

Senator PROXMIRE. My time is up, Mr. Chairman.
Chairman HuAIPHREY. The thing that disturbs me in most of our

conversations about economics is the tremendous loss of productivity
that occurs because of the recession. We are always talking about the
cost of inflation, and I grant you that it is a hidden tax, and it is a
very burdensome, but for some reason or another, Government econ-
omists and even others that come here never mention that having 8-
or 9-percent unemployment, having unused plant capacity, is a ter-
rible drain upon the physical and human resources of this country.

Was it you, Mr. Eisner, that pointed out that $250 billion a year
is more than we spent in 10 years in Vietnam in terms of money?
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Of course, the tragedy there-was greater, far greater than money.
However, may I say there is great tragedy beyond money in unem-
ployment. and recession, and the great tragedy is what it is doing to
people, to wit: Detroit; to wit: New York. We speak 'about rent con-
trol in these cities. That is not the problem. The problem right now is
11.7 percent unemployment in New York, 11.4 percent unemployment
in Philadelphia, 25 percent unemployment in Detroit, triple A bonds
selling in Philadelphia, 30-year bonds at 8.66 percent. Unbelievable.
The city of New York cannot even finance itself.

You know; we have a very difficult problem here in Congress know-
ing what to do about a city like New York. What New York really
needs to salvage itself is an earthquake, and then the Government
would save it. If they had a hurricane or an earthquake that really
ripped up the city, the Government would throw in unlimited amounts
of money. I am not advocating it, but that is one way that they
would get some relief. They have got an earthquake today and it is a
fiscal earthquake, and every bit as destructive as if it were an act of
nature. People are wringing their hands acting like it is just New
York, but what has happened to New York City is affecting the
municipal bond markets all over the United States.

When I was mayor of Minneapolis, people were so eager to get our
triple A bonds that they could scarcely wait for them to be printed.
But the reason the municipals are not going up all over the country
is because people_ -- are beinn at lon last to- l _ t 'hp rates o
unemployment in these cities, and even though the Federal Govern-
ment continues to pour in money for public service employment and
all kinds of activities, and. unemployment compensation benefits are
extended by the billions of dollars by the Congress, people look
around and see that these cities are afflicted.

The official policy of this Government is to let people rot while we
control inflation. Not only are they willing to let people go down
the drain on unemployment, the President even vetoes measures to
put people to work on public service employment. We have got the
most peculiar kind of conservative politics in the United States to-
day. We Democrats have convinced the Republicans that unemploy-
ment compensation was good, so they are outdoing us. They now
really love it. It is sort of the way that we run our foreign policy, if
anything goes wrong with the economy, give them some welfare. Do
not do anything about it; just pay them off.

We are firing more police as we complain about the high rate of
crime, we are firing the garbage collectors as we complain about the
fact that the community services have broken down, and we are
letting State and local governments raise their property taxes, raise
their sales taxes, and then the Federal Government says what the
country really needs is a reduction in taxes. Taxes are taxes. As a
matter of fact, the Federal Government's reduction in income tax for
a good many States is much less than the rise in the property tax
that people have to pay.

Mr. Eisner, there is not a single person or witness who seems to
take the Unemployment Act of 1946 seriously, except you, and possi-
bly myself. And we ought to either repeal this law and say that this
country is dedicated to the market forces and let it take its toll or
enforce it.
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But Mr. Greenspan, Mr. Simon, and Mr. Lynn-every Presidential
adviser who has testified before this committee-has told us that we
are going to have 8-percent unemployment by 1977; and 71/2 percent
unemployment by 1978. This indicates a total disregard for the Em-
ployment Act of 1946.

Mr. Bethke, you said that our committee should encourage com-
munication, cooperation, and flexibility in relationships with the Fed-
eral Reserve Board. Now, I realize that one of our witnesses is a
former member of the Federal Reserve Board. But I want to tell you
something. They have got more secrets in the Federal Reserve Board
than the CIA ever dreamed of having. We never know what happens
in the Open Market Committee until days after it took place. There
is no reason at all why the Federal Reserve Board should not have
the same accountability that every Member of Congress is required to
have. Do any of you feel that the Federal Reserve Board is above
the law of 1946, the Employment Act? I would like you to answer
right now down the line. Or do you think that we ought to promote
maximum employment incomes, and production, and if so why have
they not?

Mr. BETHKE. Well, I came down here believing, and I still hold
the view, that over the last months you gentlemen have been having
a lot more communication with the Federal Reserve people.

Chairman HUMPHREY. That is because we took them in the wood-
shed.

Mr. BETHKE. Wherever you took them, you are talking together.
That is a beautiful thing.

Chairman HUMPHREY. I grant you that.
Mr. BETHKE. I also have the impression they are trying much

harder than ever before to have some measure of understanding across
the table. And I further know, and you know, that we are now getting
almost monthly, well, with a 45-day lag, releases of the Open Market
Committee policy actions. This is a new trend, too.

Markets do not have to be told the next day what the Fed did, or
is doing. Its job is to sort out these supply and demand forces.

Chairman HUMPHREY. Let me tell vou, Mr. Bethke
Mr. BETHKE. I think you are getting closer and closer together.
Chairman HUMPHREY. We are getting closer together, but let me

tell you, if we permitted the grain trade in this country to withhold
their reports on exports for 1 month, we would have another Rus-
sian scandal. I am the author of the act that compels them to report
every transaction within 24 hours, the amount, the quality, the quan-
tity, to whom it is to be delivered, date of delivery and from what
crop year. Why should the Federal Reserve Board have 30 days to
report its activities?

Mr. BETHKE. All right, what you and the money markets should
know, is, the Fed is really telling everyday, they are striving to ac-
complish, by the way they handle reserve availability-telling the
market by the interest rate level-that they are either putting credit
into the market or taking it out. This being the intervention points on
Federal funds. This is pretty precise knowledge right now.

Chairman HUMPHREY. That is very helpful.
Mr. BETHKE. The other point is that this buying, selling, or sorting

around-call it liquidity preference of our country-is what markets
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are all about. People have money, some invest each day, and some
people need cash. This is what all of this volume of the $4.5 billion a
day in Treasuries alone is all about. This liquidity preference tells
you a lot about what people in the United States-corporations, peo-
ple, institutions-are doing with their money-what they see ahead.
If the Fed were to tell these people rather bluntly that as of tomor-
row money is going to be tighter, I do not think the Fed would have
quite as good a reading. nor would they know what people were
thinking. Rather, it would be as if somebody told us tomorrow that
General Motors is going to sell 5 points higher. Nobody is going to
wait 5 days for it to go that much higher; it will be much higher the
moment any of us hear it.

I think there is a benefit in the Fed having some finesse. Even
though markets think they know every day sort of where monetary
policy is going. This is why we just look at the Federal funds. As
for you, and the discussions you have, you know an awful lot about
Fed thinking.

Chairman HUMPHREY. Yes, I think that has improved. But what
bothers me most is that we hear testimony from people from the
Federal Reserve Board, and while they ought to be telling us how
they are living by the law for maximum employment, and they ought
to be in here explaining their problems, they are discussing the Ml
rate. The Ml rate doesn't mean a thing to the average citizen.

Congress tries two get, certain goals and objectives. We have a hous-
ing objective. It is part of the statutory law, and yet the Government
agencies pretend that it does not exist. And then they arrest some
poor little soul running a small restaurant because he does not take
care of the safety standards. It is the same Government and that is
the fact. The same departments of Government ignore the Employ-
ment Act of 1946, ignore the Housing Act of 1948, or the Housing
Act of 1968, absolutely ignore its criteria and its purpose, and they
will testify before you that they are going to ignore any act that
applies to them, and I get fed up with it. And I see in your testi-
mony you say we ought to keep a monitor on the weaker aspects of
private credit. That is what the banking system is for, that is what
the Federal Reserve is for. WATe did not have anything to do with that.
It is a fact that the REIT's are a ripoff and it is called a terrible
tragedy in the banking system in this country. Of course, the first
thing the Federal Reserve Board did was bail out the banks. But
they did not bail out a lot of people in this country that were going
down the drain, but they had to bail out the banks because if they did
not everybody else would go down the drain. My point was they did
not watch the banks.

Interestingly enough, the whole emphasis here is upon helping
people on the top levels without helping these folks on the bottom
levels. I know that we need investment. I like many of your pro-
posals, starting with No. 7 going right on down the line. I think I
can support all of vour observations. But I am deeply concerned
about the casual attitude towards unemployment in the finacial com-
munity.

Take, for example, the recent testimony of Mr. Lynn and Mr.
Simon; they say the reason there are huge deficits is because the Con-
gress is on a spending spree, which is a lie. The President himself
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just sent a request this past week for another $2,100,000,000 to build
a cruiser, a nuclear cruiser. That $2,100,000,000 was not even in the
original budget. And the reason that that deficit is there is because you
have a miserable unemployment rate and when you are unemployed
you do not pay taxes, and you receive unemployment compensation.
This country cannot afford to waste $250 billion of lost production
because of unemployment.

I am of the opinion that the banking system failed to do its job.
They issued too many tanker loans. It was not Congress that issued
them. That is what we have the Federal Reserve System for, and a
national Comptroller of the Currency, and the Federal Deposit In-
surance Corporation.

Do you expect that the Fed will achieve its objective of holding
the growth of the money supply between 5 and 71/2 percent from the
second quarter of this year to the second quarter of next year? I will
go down the line.

Mr. BETHKE. They are going to be hard put to do it; the odds are
that they are going to be above that target rate. And the simplistic
way to look at it is that whether we talk in this room, or you talk
with the Council of Economic Advisers, or the Fed, or the Treasury,
go to the best other economic minds like Arthur Okun, most of them
would tell you that real growth in the economy will be 6 percent, or a
good deal higher in the period to next June. Most of them, most
everybody in this room, I suspect, would say that we will have maybe-
a 5 percent inflation. We'll be lucky if it is held to that level.

Chairman HUMPHREY. I would think we would be very fortunate.
Mr. BETHKE. Well then, if you add that up: it's 6 plus 5, or 11 per-

cent. Therefore, the economy is going to require an 11 percent money
growth to take care of transactions. Obviously it is going to be a
difficult to hold growth in the money suply to 71/2 percent, without
having tighter money. Now, I know that you can reduce that 11 per-
cent a bit by increased velocity, that Mr. Maisel has talked about.

Chairman HuiMtPHREY. I think that is important.
Mr. BETHKE. It is important. But, let me remind you that velocity

onlv increases when business activity is going up and when interest
rates are rising. That is when people work demand deposits faster,
because they are worth more money to them; it costs more money to
borrow deposits. So even the velocity factor, which we hope for, and
expect, says that no matter what, you are going to be working hard
with the Fed questioning whether they can, or should stay, within the
5- to 71/2 percent range.

Chairman HUMPHREY. Your judgment is it is mostly likely going
to be larger?

Mr. BETHKE. I think it will tend to spurt above that level. Then a
decision has to be made whether to choke it back down, or not.

Chairman HuMPHREY. Mr. Maisel.
Mr. MAISEL. I agree basically with Mr. Bethke's point, and as I

said earlier, I think it should be higher, and I think the tendency will
be for it to go higher.

If I might go back to your two earlier questions, Mr. Chairman,
No. 1, all during the time I was on the Federal Reserve Board, and
ever since I have believed very strongly that the Open Market Com-
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mittee ought to issue its report as soon as the meetings are over that.
day. I know no reason it should not.

Mr. Bethke's arguments are the traditional arguments that the-
shock would be too hard to take. I do not see that. He has also made
the point which I think is the critical one, that he knows within a-
week what the decision was. Nobody tells him, but the way the
system operates in the market makes anybody who has followed the,
market as long as Mr. Bethke has, and he is one of the tremendous.
experts on it, able to know within a week what the Fed's decision was,.
and the chances that he will be wrong are very, very slight.

When I am in San Francisco or Berkeley, not active in the market,.
and when I read the Wall Street Journal or the New York Times or-
something like that the following day, I cannot get that same infor-
mation for 2 or 3 weeks. And even then, I am not as certain as he is..
This is, to me, the strongest reason why the Federal Reserve ought to-
issue its report as soon as the Open Market Committee is completed.
Let the people in the country know what the Fed decided as soon as.-
those in the money market. On your other question, Mr. Chairman, I
spent a lot of time when I was at the Board looking at the legislative-
history of the Employment Act of 1946. I feel strongly that in the
legislative history the Board was required to coordinate its policy
with the President when the President brought his annual report to-
this committee. It seems to me very clear this was what was required'
-bythe-act.

I must say that as a result of hearings before this committee b-e-
tween then and now, the committee has slipped and, in effect, it has-
taken the view that this was not the case. So, I think you would find
that if you go back to your own hearings, what was the original, pure
view now is no longer.

Chairman HUMPHREY. Adulterated now.
Mr. MAISEL. It has been adulterated as a result of hearings before-

this committee. But, as I said, when I was on the Board, I went
through the legislative history, I went through the hearings of this-4
committee, and I still come to the conclusion that it was meant to be,
and the other would be the proper way of doing it. When the Presi-
dent formulates his policy, the way the act was written, he was to get
a complete program for all governmental policies to submit to this;
committee. The committee was then to have its hearings on those-
policies so that it could recommend to Congress what was to be done.
I still think it would be better if there were an official monetary policy
part of that report.

Chairman HUMPHREY. That is my judgment, sir. This coming year-
we will have the 30th anniversary of that act, and it is the intention-
of this committee to review the act, not only on the basis of memorial-
izing it, but seeking whatever revisions, recommending whatever-
changes or alterations may be required, reviewing its history, taking-
a look at how it has been applied or not applied; and I think it will-
be a worthy exercise.

You have answered my next question.
Senator PROXMIRE. Would the chairman yield on this point?
Chairman HUmPHREY. Yes.
Senator PROXMIRE. Because I think it is very, very critical; they-

chairman and Mr. Maisel have raised a critical point. Did I under--
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stand you, Mr. Maisel, to say -your study has convinced you that when
the President makes his economic report to the Congress, and the
Congress takes action on the report, and this committee makes its
report, that this should give a clear message to the Federal Reserve
Board as to their policy? Is that what you said?

Mr. MAISEL. I believe that is true, but I think a little stronger than
that. In the history of the act, it was clear to me at least, that the
President was to ask the Federal Reserve what they viewed the policy
to be for the forthcoming year as part of the job of drawing up the
report to the Congress.

Senator PROXMIRE. Well, what I am getting at is whether or not
vou share the views so vigorously expressed by Chairman Humphrey
that the Federal Reserve Board has an obligation to provide policies
that will give us maximum employment and so forth, as the law spells
it out?

Mir. MAISEL. There is no other law of the land.
Senator PROXMIRE. Regardless of what President Ford does; he

has not given us that kind of program. That is what I am getting at.
The Board might have a little conflict. After all, it is a creature of
Congress, the Federal Reserve Board is, and the Congress may say
we want to go ahead and provide the kind of expansion that will put
our people to work and reduce the unemployment level in accordance
with the 1946 law. President Ford may not give us that kind of a
program, and then what does the Federal Reserve Board do?

Mr. MAISEL. Then I think the Federal Reserve Board is in the
middle. My interpretation is that it is required to coordinate its
policy formulation with the President's report to this committee.
Then you get into the question of what are the rights of Congress,
under the act, compared to the President's. You bring in a report,
but it seems to me that the report is not legislation. This is the argu-
ment you always get. Unless Congress is willing to legislate, as you
nearlv did this year, then the Board, it seems to me, is left in the
middle, because there is not a single governmental policy. And under
the act, the Board. I think, is required to follow a governmental
policy. But, if you have an unclear governmental policy because the
President and Congress disagree, then I think the Board is left in a
very ambiguous situation, and it probably has to formulate its own
policy in those cases.

Chairman HUMPHREY. I do not disagree with that. I said yesterday
in the hearings that I think Congress has been derelict itself in setting
what it considered attainable goals, because once the Congress has
laid down the policy, it is not only the Federal Reserve Board that is
supposed to take care of it, it is the President, too, you know. Con-
gress is elected to make policy; not to run the Government, but to
make policy. And my judgment is that we have been derelict on our
side of the fence on implementing the Employment Act of 1946.

Do you feel the Fed's targets for money supply are consistent with
a strong and sustained recovery from the present recession?

Mr. MAISEL. No, sir, I do not.
Chairman HUMPHREY. Mr. Eisner.
Mr. EISNER. Yes. I also do not feel they are consistent. I would like

to indicate very quickly where I come by the 15-percent figure, be-
cause I think that there tends to be a great deal -of compromise that
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* develops when a lot of people are confronted with a policy which is
foolish. They hesitate as to how far to go.

There is an article in the most recent issue of the Brookings Papers
on economic activity, coauthored by Franco Modigliani, president-
elect of the American Economic Association, and he points out very
well with his coauthor, that in order to recover from a high rate of
unemployment we have a substantial path to follow in that the
economy will tend to grow at about a 4-percent rate per year if it
simply is to keep at the same rate of unemployment. We know when
we have high unemployment we have along with that a loss in over-
time, lower hours, and less productivity; so with all of that he comes
out with the notion that we would require a growth in real output
over the next 2 years of 17 percent.

Chairman HUMPHREY. On an annual basis?
Mr. EISNER. No, 2 years, 17 percent, which is an annual rate of

growth of 8 percent in order to get unemployment from the 9 percent
to 6 percent in 2 years, and 6 percent, I would say, is still not living
up to the better or the spirit of the Employment Act of 1946.

Now, that then is 8 percent per year in real growth. All of us are
agreed that a 5 percent of inflation would be probably, would be cer-
tainly as much as we can hope for, or as little as we can hope for, and
that adds up to 8 and 5, and to multiply, comes pretty much to 14
percent.
-Whenryou-add-the-fact-that -you-want-to-start-te eeonom-y-moving-

rapidly, that there are lags, it is pretty rational, I would say, to press
the Fed for a rate of growth of the money supply of 15 percent.

I agree with a good bit of what has been said. I agree very much
with the thrust of the chairman's remarks on the importance of em-
ployment. I think a lot of people, most curiously our neighbors on
the other side of Chicago, the University of Chicago, are guilty of
what I would only call money illusion. Inflation is something every-
body says he is against. I had a cute debate with Milton Friedman a
few years ago that I lost.

Chairman HUMPHREY. I would like to have heard that one.
Mr. EISNER. I lost on the issue of "Shall we act now on inflation?"

Everybody wants to act against inflation, and if you are in a great
depression, people say act against inflation. The fact is, of course, if
prices go up even at 12 percent, and money incomes are going up at
16 percent, people on balances are better off. That means real output
is going up 4 percent per year. Some people will be suffering, but
there would be enough real output to redirect so that you could avoid
suffering for everyone you wanted to.

Where you have unemployment, it is not merely the tragedy to the
individual unemployed, it is the loss on the output, and there is no
way to redistribute lost output, so that you can leave everybody better
of. Of course, the public sees inrflation as a problem because they say,
my God, prices have gone up 5 percent, and my income has not gone
up at all. I have lost.

If we had a situation where prices were going up 5 percent, and
employment were rising and incomse were rising by like 9 and 10
percent, then people would still grumble about inflation, but it would
not be the issue.
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I was delighted by the chairman's remarks about MI, and I at-
tempted to make the same point, And while I have agreed with a fair
;amount of what Mr. Bethke says, I would suggest that I cannot
,believe the inflation psychology is broader, the fact that Mr. Bethke
has observed, because people know that M1 has grown by 11 percent
in the last 2 months. Indeed, the inflation psychology will be more
if people know that interest rates are rising, because interest rates are
a cost that affects them, and they will be affected in the cost of petro-
leum prices going up, and if you slap another dollar on import taxes,
that is going to cause rises in prices to people, and people will see
that. They see prices going up.

Now, I would differ a bit with Mr. Maisel, though I would agree
with most of what he said, on the matter of fiscal restraint. This is
no time for fiscal restraint. And I would also suggest that on the
-matter of whether tax cuts should be temporary or not, there is an
important analytical distinction to be made between two kinds of tax

*cuts, tax cuts which are cuts on personal income, or on business income
generally for that matter, which are cuts are not likely to have a
-quick effect, and not a substantial effect if they are tempory. Here
-again, there is a recent theory and experience ironically of both
Milton Friedman and Franco Modigliani pointing out that a tem-
porary cut in taxes on personal income is likely to develop largely
in the short run an increased rate of savings. Only as people perceive
-that there incomes are permanently raised, will they consume more.

Now, there are other kinds of tax cuts which, if temporary, can be
very effective, and here are curiously the housing issue lies again. I
-am very much against equipment tax credits and investment tax
credits. They are a huge squandering of public funds for a relatively
small result. But a temporary tax credit on equipment will be more
ef fective than a longer range one. The same thing could apply, I agree
with Mr. Maisel, on certain kinds of housing subsidies. If you tell a
man, look, if you buy your house in the next year or two, you will
get it for $2,000 less, but after that there is no subsidy, and then he
has an incentive to buy it now. And the same thing in business equip-
ment. If you tell a man, look, we are giving you this 10 percent credit,
but we are doing it now because of the recession, we are not going to
give you a credit for good because you do not deserve a credit for
good, and it is not good for the economy. We will give you a credit
if you buy the equipment in the next year when we want you to buy
it. That kind of temporary tax advantage which affects the cost of

-items, which affects what we call intertemporal substitution, substitu-
-tion over time, is desirable. Tax cuts should be temporary there, but
in terms of income tax cuts, there is a strong argument to make them
permanent. In terms of figures we have pointed out, which, of course,

rare not mine-they come from the Council of Economic Advisers on
.the full employment budget surplus-we have much too tight a fiscal
-policy. You know, it is one thing to say that at full employment we
should run a surplus in the budget. That is entirely different from

-saying that we should have a full employment budget surplus when
-we are in recession, because when we are in recession we want a fiscal
-policy such that we are stimulating. Ancl the measure of that is that
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if we were at full employment, we would be running a deficit, which
is to say that we then have to have a full employment budget deficit
now. When we get to full employment, then we can shift back to a
full employment budget surplus, if we can do that at that time with-
out jeopardizing our goals for employment.

Chairman HRuiPHREY. Just a quick question, yes or no. Do you
think they ought to extend the tax cut next year?.

Mr. Bethke.
Mr. BETHiKE. I see no logical facts right now that say that the

answer is "yes" or "no". I would wait. I do not see how you could say,
or make a decision today, and not likely miss the target of truth.

Chairman HUMPHREY. Mr. Maisel.
Mr. MAISEL. I think we could wait, but the answer clearly looks to

be yes at the moment.
Chairman HUMPHREY. Mr. Eisner.
Mr. EisNEn. I would not wait. The argument looks to be yes, and

the best way to stimulate the economy is to make that decision clear
so that people go ahead, can begin to plan and anticipate so they
know they will have the income out of which to spend.

Chairman HUMPHREY. Let me tell you about a telephone call that
I had last night in my office from a businessman at home who had
been listening to our discussions on the radio a couple of days ago,
and he was concerned about what he ought to do. He wanted to know
whether the tax cut would be extended.

This man said if you are going to keep the taxes down I am going
to build, but if you are not, I am not going to build, and not only
that, the people that are going to do the financing of this program
have said if the taxes are going to stay down, they are not going to
finance.

Now, there is a practical example right out of the Twin Cities that
came to me just last night. This is very interesting and it was in the
millions of dollars.

Mr. EISNER. I would argue there, Mr. Chairman, that that is not
an accident, that example. That follows consistently from basic eco-
nomic principles with respect to it.

Chairman HUMPHREY. Excuse me. Go ahead, Senator Proxmire.
Senator PROXMIRE. I see we have a quorum call and I will just take

a couple of minutes.
I want to follow up on what you said, Mr. Eisner. You expect that

after the third quarter of 1975 that we will shift to a substantial full
employment surplus, as I understand. Now, would a simple extension
of the tax cut, in your view, be enough. I take it that you would want
more than that. All that would do, as I understand it would be to
give a $12 billion extension, and that would simply keep taxes from
going up.

Mr. EisNiRn. Yes.
Senator PROxMIRE. Do you want more than that, or what do you

want in addition?
Mr. EISNER. I am taking, of course, the Council of Economic Ad-

visers' estimates, reported in the Survey of Current Business. and
they are making their estimates on the basis of certain existing legis-
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lation in what they are forecasting. So it becomes simply a matter of
calculating dollar by dollar now. If you cut taxes below what they
are anticipating, you will reduce the surplus or increase the deficit.

Senator PRoxCURE. How much should we cut it? You talk about
quite a vigorous stimulation.

Mr. EISNER. I would say a very vigorous stimulation.
Senator PROXMIRE. You would do it entirely in the tax cut area or

would you rely on expenditure increases, too?
Mr. EISNER. This becomes partly a political question. I think there

are very major needs for Government expenditures, and I am gener-
ally sympathetic to the Congress' efforts to make expenditures in
areas that are need. And I am appalled at the vetoing of these expend-
itures on the ground that they will stimulate the economy too much
and cause too much inflation.

Senator PROXIIRE. What I am asking is do you have a specific
kind of a program, how much of it would be tax cuts and how much.
of it would be expenditures?

Mr. EISNER. I have not made that division. I should say that expend-
itures for goods and services have a more immediate and dollar-per-
dollar greater impact generally than tax cuts, because if the Govern-
ment goes out and buys goods and services of any kind, whether it is.
roads or mass housing or educational services, that is income as the
money is spent.

Senator PROXMIRE. You know, we are expected to have a deficit of
about-well, it varies. Some say $70 billion, some say $75 billion, and
Secretary Simon said it would be $88 billion. How big should it be?

Mr. EIsNER. The deficit-you see, that is an interesting question,
question, but it is not one, if you will excuse me, to which one can give
an unambiguous answer, given the recent state of the economy.

Senator PROXMIRE. I understand that.
Mr. EISNER. It would be much better now to have $88 or $100

billion.
Senator PROXMIRE. Let me ask you how big a full employment

deficit we should have, if the economy improves? Obviously, it affects
your real deficit, and how big a full employment deficit should we
have under the present circumstances?

Mr. EISNER. I have made no calculations, but I just throw out a
number, that given the slack that we are talking about, $250 billion
in output, given the fact that we are anticipating a full employment
budget surplus of $12 billion for the next year, I would say that it
would be well within reason to shift that by $30 billion to an $18
billion deficit. That would be modest.

Senator PROXMIiRE. $18 billion full employment?
Mr. EISNER. Yes. I am picking that number honestly out of a hat.

You know, one feels one's way. The point is-
Senator PROXMrIRE. Translated into perhaps a $100 billion deficit

in 1 year.
Mr. EISNER. It might be. although the estimates are that if you turn

the economy around that the actual deficit will decline. If it does not
decline, then we should have a greater full employment budget deficit.
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Senator PROXMIRE. Let me ask, unfortunately there is a rolldall and
I have to run, let me ask Mr. Bethke one question. I agree with the 11
specific recommendations you make and they are very helpful.

Mr. BETHKE. Thank vou.
Senator PROXMIRE. They are well thought out, and I certainly sup-

port, as the chairman has said, that he does, most of them. I am par-
ticularly concerned with your recommendation, your fourth recom-
mendation, when you say to monitor and keep on top of the weaker
aspects of private credit. As the chairman of the Senate Banking
Committee, I am very concerned about that. We are being asked to
consider financing problems such as New York City and many other
areas.- Do you have a recommendation with respect. to what we do
about these private credit problems, as they develop.

Mr. BETHKE. Well. let me taken them in order and just to suggest
a few things. On REIT's, the banks today have attitudes that if
interest rates do not suddenlv skyrocket, with time, REIT's will get
healthy because the building properties are backed up by REIT,
mortgages will eventually come into use. But, any sharp increase in
interest rates would probably say to the bank system-that owns
REIT loans-chuck them; they are going to die in the squeeze. So
government needs to handle policies in a way that does not shoot
interest rates up. I have emphasized to you what I think it would
result in this, and what will shoot up interest rates.
Wow, as-for-mature-itiest-Jtsiwmply-boilsowiithat every city, and

every person, has got to shape himself up before he is going to get
help from. his favorite uncle or grandmother. And if you have ever
seen a case of not shaping up-just yesterday New York City was
supposed to have a 12 o'clock deadline, when everything would be
settled. Next day, one reads that "Oh, it has been postponed; we are
going to talk about it a little bit more." City managers have-got to
get going and shape up.

Take airlines. Clearly, there are hundreds of millions in bank
credit involved there. Airline losses are a combination of fuel costs
and routing. On all of these things, somebody in Washington should
be worrying and doing something about them. This is what I mean
by monitoring.

Senator PROX3IRE. I understand. So vou would su gest that various
regulatory agencies with respect to airlines and banks and so forth
stay on top of the situation and make recommendations to make sure
that the institution remains sound. However, that would not really
solve the economic problem, the economic problem of the unavailabil-
ity of credit in these many areas we are discussing.

Unfortunately, I have got to run for the rollcall. I have not missed
one in 9 years.

Chairman HnMrPHREY. I thank our witnesses today. You have given
so much in your oral testimony that it is exceedingly helpful to us.

I was going to ask a question on the international outlook. I do not
know whether any of you want to make any comments on that? Mr.
Maisel, do you?

Mr. MAISEL. No.
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Chairman HUMPHREY. Mr. Eisner.
Air. EISNER. No.
Chairman HiUimPHRY. Well, thank you very much. We appreciate

your helpfulness and your courtesy.
AMr. BETHKE. Thank you for your courtesy.
Mr. MAISEL. Thank you.
Mr. EISNER. Thank you, sir.
Chairman HMIPHREY. The committee stands adjourned.
[Whereupon, at 12:30 p~m., the committee adjourned, subject to the

call of the Chair.]
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