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LETTERS OF TRANSMITTAL

APRIL 13, 1981.
To the Members of the Joint Economic Committee:

Transmitted herewith for the use of the members of the Joint
Economic Committee, other Members of Congress, and the interested
public is a committee volume entitled "The Economy of 1981: A Bi-
partisan Look." This volume comprises the official proceedings of a
Congressional Economic Conference which was held in Washington,
D.C., on Wednesday, December 10, 1980, and which was sponsored by
the Joint Economic Committee, the Lyndon Baines Jolmson School of
Public Affairs, the Lyndon Baines Johnson Library, and the Harvard
Competitiveness Group. It includes the texts of all speeches and state-
ments made during both the plenary sessions and the seminar sessions,
except for those made by speakers who spoke from notes, as well as ad-
ditional statements that were submitted for the proceedings by par-
ticipants and nonparticipants alike.

This Congressional Economic Conference was convened by former
Joint Economic Committee Chairman Senator Lloyd Bentsen, to
gather ideas for a report on economic policy which Senator Bentsen
and Representative Clarence J. Brown submitted earlier this year to
President Ronald Reagan. The report is included at the beginning of
the proceedings.

The views expressed in the contributions to this volume are those
of the authors and do not necessarily represent my views or the views
of any other member of the Joint Economic Committee. The speeches
and presentations by members and former Members of the Joint Eco-
nomic Committee represent their own views and do not necessarily
represent findings or recommednations of the Joint Economic
Committee.

Sincerely,
HENRY S. REIJSS,

Chairman, Joint Economic Committee.

APRIL 6, 1981.
Hon. HENRY S. REUSs,
Chairman, Joint Economic Committee, Congress of the United States,

Washington, D.C.
DEAR MR. CHAIRMAN: I am pleased to submit a volume of speeches

and papers entitled "The Economy of 1981: A Bipartisan Look." This
volume comprises the official proceedings of a Congressional Economic
Conference which was held in Washington, D.C., on Wednesday, De-
cember 10, 1980, and which was sponsored by the Joint Economic
Committee, the Lyndon Baines Johnson School of Public Affairs, the
Lyndon Baines Johnson Library, and the Harvard Competitiveness
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Group. It includes the texts of all speeches and statements made dur-
ing both the plenary sessions and the seminar sessions, except for those
made by speakers who spoke from notes, as well as additional state-
ments that were submitted for the proceedings by participants and
nonparticipants alike.

This Congressional Economic Conference was convened by former
Joint Economic Committee Chairman Senator Lloyd Bentsen, to
gather ideas for a report on economic policy which Senator Bentsen
and Representative Clarence J. Brown submitted earlier this year to
President Ronald Reagan. The report is included at the beginning of
the proceed'ns

Althoueghedis volume is being presented for publication during the
97th Congress, the Conference was held during the 96th Congress, and
the participants are identified by their titles and positions at the time
of the Conference.

This volume was compiled and edited by Dr. William R. Buechner
of the Joint Economic Committee staff.

Sincerely, JAms K. GALBRAIH,

Evecutive Director, Joint Economic Committee.
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JOINT ECONOMIC COMMITTEE

REPORT ON
CONGRESSIONAL ECONOMIC CONFERENCE

December 1980

"President-elect Reagan will have the opportunity
to take advantage of a promising alignment of
forces in our economic universe. We have a once-
in-a-lifetime opportunity to succeed in the
future when we have failed in the past. We await
a new Administration that has promised and won a
mandate for new approaches to old problems."

Senator Lloyd Bentsen
Chairman
Joint Economic Committee

"Inflation cannot be fought by high taxes which
reduce the supply of goods on the shelf. Unemploy-
ment cannot be lowered by aggravating inflation
because inflation causes unemployment. The key to
our unsurpassed rising standards of living was our
unequalled productivity growth. To reverse our
miserable productivity performance, we must adopt
policies that stimulate saving and investment.
Economic growth is a worthy, proper and absolutely
necessary solution to our economic problems."

Rep. Clarence J. Brown
Ranking Republican
Joint Economic Committee

(IX)
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On December 10, 1980, the Joint Economic Committee -- in

conjunction with the Lyndon Baines Johnson School of Public

Affairs, the Lyndon Baines Johnson Library, and the Harvard

Competitiveness Group -- heard the economic advice of approxi-

mately 150 representatives of labor, government, business,

consumer and minority groups who attended the Congressional

Economic Conference.

The objective was not to develop consensus on economic

policy, but to determine how best the diverse interests in

America can contribute to the restoration of a strong economy

and provide advice to the new Administration.

The first economic policy steps of the new Administration

must be dramatic in degree, must be sweeping in scope and must

be clear in content. Now is not the time for passive leader-

ship but instead for immediate, bold and reasoned action.

Needed in the early days of the Administration are policies

which seek to rebuild confidence in the future, and in our

institutions. For that to take place, policies must be set

into motion which establish real economic growth as the highest

priority on the Nation's agenda.

Government has the responsibility to provide a total

environment which enables the private sector to make its maximum

contribution to the economic strength of our Nation. As stated

by one Conference speaker, "The task requires the cooperation

of all of us -- a cooperation which will produce some winners

and some losers, but no winner take all."
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Twenty million Americans are expected to enter the work

force during the next 10 years. Do we plan to offer them

work in moribund industries whose only hope for survival is a

government-installed life support system? Or a reinvigorated,

healthy and productive economy eager for the input of their

time and talent? Real economic growth must be our Nation's goal.

As a major part of the Conference, participants conducted

seminars on the subjects of inflation, productivity,, employment,

energy and international trade. The following pages contain

policy recommendations on these issues which we believe can

offer the best hope of turning the economy around.

Business, government and labor alike agreed that no longer

can the Nation attempt to combat inflation by increasing unem-

ployment.

Carefully targeted policies to create increased saving,

more capital formation, significantly increase productivity, to

produce more domestic energy supplies and to establish secure

rather than insecure supplies of energy are among the recom-

mendations.

These bipartisan recommendations are offered in the spirit

of creating the early lines of cooperation between the Congress

and the Administration.
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INFLATION

The success of economic policies of the Reagan Administra-

tion will most likely be judged by whether a cure is found for

the persistent recurrent and expanding inflation that has

plagued our economy for the past decade.

During the 1970's, consumer prices virtually doubled, rising

at an annual average rate of just over 7 percent. During 1980,

in all likelihood the CPI will have risen another 12.5 percent

or even more, and forecasters predict that the inflation rate will

stay above 10 percent during 1981 as well.

By comparison, consumer prices rose only 2.3 percent

annually on the average during the 1960's and by 2.0 percent

annually during the 1950's.

The severe inflation of the 1970's has weakened our

economy and caused major dislocations, while imposing hardships

on American workers and consumers, particularly those at the

bottom of the income scale.

As a result of inflation, business investment has become

inadequate to meet the growing needs of the economy. Inflation

creates unnecessary uncertainty for business expectations con-

cerning the risks and profits of potential investments. It

discourages investment in long-term projects and research and

development efforts needed to spur economic growth, in favor of

spending that promises short-term payoffs. It siphons business

earnings into the government's tax coffers by playing havoc with

depreciation allowances that are based on historical rather than

current replacement costs. Inflation also reduces saving by
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individuals by reducing the real value of interest, dividends

and capital gains. Taxes, which are also increased after

inflation, further reduce the incentive to save. In addition,

the high inflation of the past few years has caused interest

rates to rise to record heights, and contribute directly to

inflation as businesses raise prices to compensate for increased

costs.

In many other ways, the current inflation has been under-

mining the strength of the American economy. During the 1970's

we have had three major recessions, all related to problems and

policies caused by inflation. High home mortgage interest rates

have twice this decade knocked the bottom out of the housing

market, contributing to inadequate housing supply and rising home

-prices. The rate of productivity growth in the American economy

has come to a virtual standstill, the balance of payments is in

chronic deficit and less expensive foreign imports have been

capturing the domestic markets of important basic American

industries.

Most important, the living standard of the average American

family is declining -- as the real weekly earnings of the average

American workers now stand lower than at any time during the

1970's -- while millions of lower income workers and pensioners

stand on the brink of an inflation-fed financial disaster.

The most important task facing the new administration will

be to reduce the rate of inflation. This should be its first

priority.
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There will be no easy solutions. The anti-inflation

effort must be a well integrated attack dealing with both infla-

tion and economic growth.

For a number of years, the Joint Economic Committee has

recommended a combination of policies designed to address

inflation and stagnation simultaneously. Instead of putting

all of our policy tools on "stop" to fight inflation, or all

on "go" to fight unemployment resulting from stagnation, the

various fiscal and monetary policy tools would be used separately

to address the problems over which they had the most influence.

Inflation is too much money chasing two few goods. It should

be attacked from both ends -- less money creation, more creation

of real goods and services. The goal is the disinflation of

nominal demand while encouraging the growth of real supply and

employment.

Monetary policy would aim at reducing nominal demand and

inflation. It is widely agreed that there is no hope of

reducing inflation if rapid expansion of money and credit are

pumping up spending several times faster than the economy's

capacity to supply goods and services. A gradual reduction in

the growth rates of the monetary aggregates over time to levels

which match the rate of growth of real output is essential if

inflation is to be stopped.

Fiscal policy would be used in two ways.

First, the rate of growth of government spending would

be reduced. This would reduce nominal demand while freeing up

real resources for the private sector to use to increase invest-
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ment, productivity, economic capacity and the real supply of

goods and services. Spending restraint would also be of great

assistance to the Federal Reserve in pursuing a stable monetary

policy. Large Federal deficits put pressure on the Federal

Reserve to create additional money and credit to prevent Federal

borrowing from crowding too many private borrowers out of the

market.

Second, tax policy would be used to create incentives to

encourage the private sector to work, save and invest, expanding

the supplies of labor, capital and real output. Its main

emphasis would be on combating stagnation and promoting real

growth. Real growth is essential both for its own sake and to

make the process of restraining the growth of money and spending

to fight-inflation politically acceptable. In addition, faster

productivity growth would be of modest but significant help in

.reducing inflation directly by expanding output more rapidly.

This is not to say that better performance on the supply

side and faster productivity growth can eliminate inflation by

itself. For example, if real output is growing at 4 percent a

year and the money supply is growing at 12 percent, then roughly

8 percent inflation might be expected over the long run. An

increase in productivity growth which caused an increase in the

growth of real output to 5 percent a year would lower the

inflation rate only to 7 percent. The remainder of the inflation

would have to be eliminated over time by a reduction in money
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and spending growth rates. Thus, supply side policies are

aimed primarily at the stagnation part of stagflation.

However, the productivity increase is more important in

reducing inflation than it may appear to be from this type of

example. A rise in productivity growth and a drop in the rate

of inflation would help to change inflationary expectations.

The rise in productivity growth would enable the Federal

Reserve to take the first step in reducing the growth of the

money supply with no adverse effect on real output, since infla-

tionary expectations would already be declining. If the

inflation rate were expected to continue to fall, the Federal

Reserve could continue to move toward its non-inflationary

long-run targets with far less impact on the real economy than

traditional analysis would bear, and there would be far less

political pressure on the government to reflate spending.

This three-pronged approach to inflation, involving

monetary policy, spending policies, and tax policy, is not

traditional.

In traditional stop-and-go policy, this splitting of fiscal

policy to address separate problems was never done. It was

at one time thought to be an inconsistent approach. Would not

a tax cut worsen the deficit? And would this not defeat the

attempt to reduce inflation by cutting spending and cutting the

deficit? This concept of the deficit as the primary statistic

to watch is at the head of the rigid and counterproductive

stop-go policies of the past.



XVII

It is true that the government can reduce interest rates

and free up funds for private sector growth by reducing govern-

ment spending to lower the deficit and reduce Federal borrowing.

However, a tax rate increase to reduce the deficit would be

counterproductive. Tax rate increases reduce corporate and

personal saving by reducing the after-tax return to saving.

The deficit per se does not determine the degree of crowding

out or inflation. Rather, it is the relationship between the

deficit and the supply of saving to finance it without infla-

tionary creation of new money that determines the impact on

inflation. In fact, a tax change that created a bigger jump

in saving by individuals and firms than it cost in revenue

would produce "crowding in" lower interest rates, less inflation

and more real growth.

There are several areas relating to saving, investment,

productivity and employment that the government should address

through fiscal policy.

First, to encourage investment, faster tax write-offs on

business investment in new plant and equipment should be enacted.

Depreciation allowances should, to the extent possible, be based

on replacement rather than historic costs. To encourage savings,

tax rates on dividends and interest income and on capital gains

should be reduced.

Second, the Federal Government should expand its support

for research and development, both in the public and the private

sector, to offset the decline that has occurred as a result of

the uncertain or unprofitable economic environment resulting

73-057 0 - 81 - 2
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from the current inflation. Research and development is essential

for enriching the basic scientific knowledge that businesses 
can

draw upon for developing new products and utilizing new techniques.

Third, the Federal Government should focus on improving the

productivity of the American economy, through a series of

measures that we describe in the Productivity section.

Fourth, we must reduce the inflationary impact of govern-

ment regulations by assuring that all regulations are cost-

effective and that the private sector is not forced to comply

with regulations that are wasteful, ineffective, duplicative,

conflicting or unnecessary All regulations that are issued

by government agencies should achieve their objectives at 
the

lowest possible cost to the economy. We can achieve our goals

of clean water, clean air and safe workplaces without wasting

precious resources. In addition, a regulatory budget should be

enacted that will permit Congress to tabulate the annual cost of

government regulations and channel the resources used in

regulatory programs to where-they will do the most good.

Finally, as we discuss in the employment section, our job

training programs, operating in-both public-and private sectors,

should be better directed toward providing job skills that will

be in demand in a growing economy.

It is our belief that a sophisticated and imaginative mix-

ture of monetary policy, spending policy, and tax policy 
can

produce stable growth and stable~prices. Such a program could

let the economy off the boom-and-bust-rollercoaster which 
has

saddled us for too long with unacceptable inflation and unemploy-

ment.
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PRODUCTIVITY

An acceleration of productivity growth is essential if

the Nation is to be able to satisfy the growing claims on

its output, if the erosion of U.S. competitiveness in inter-

national markets is to be reversed, if inflation is to be

reduced and if America's standard of living is to improve.

But economic well-being will come about only if the Nation

takes action to reverse the productivity decline.

The decline of net investment -- particularly in the

context of an expanding labor force -- is one of the key

problems. So too is the increasing propensity to consume

rather than to save. Adversarial relations among management,

labor and government have played a decidedly negative role, as

has the tendency of business executives to think short term

rather than long term, to emphasize current rather than future

profits, and the effort by government to use economic policies

to attempt to "fine tune" the economy rather than to provide

an environment that is congenial to long-term economic growth.

The proliferation of regulations without cost effectiveness has

been damaging, as has the sluggish growth of R&D expenditures.

The rapid rise of energy prices and the continuing question of

energy availability have retarded investment in more modern and

productive plants and equipment, and encouraged the substitution

of labor for capital and for energy.

Prospects need not be bleak, however, if appropriate tax,

energy, regulatory, worker training and other policies are

marshalled.
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If living standards are to be raised and if the United

States is to regain its competitive edge, productivity-enhancing

policies must be developed and implemented as a part of a 
broad-

based anti-inflation program. Central to this effort is a

commitment to put money supply growth on a steady, stabilizing

course, and Federal expenditures should be reduced as a ratio of

GNP. Success in these efforts would help prevent a displace-

ment by government of private capital spending and would 
have

the beneficial effect of stabilizing interest rates. Such an

economic environment is congenial to saving, to investment and

to economic growth, and it will contribute directly to the

development of the cooperative, unified efforts needed to

face America's challenges.

At the productivity seminar, an informal survey was taken

of the participants' suggestions for solving our lagging major

recommendations of the seminar participants:

PROPOSED SOLUTIONS TO OUR LOW PRODUCTIVITY GROWTH

Number Citing Solution

Tax Structure/Policy Revisions to:

Increase R&D, increase saving and

capital formation, promote faster

depreciation allowances, increase

investment tax credits, reduce capital

gains taxes and reduce personal tax rates 43

Reduce government regulation 14

Improve education of the workforce 10

Balance the Federal Budget and reduce

government spending 
8

Establish more effective energy policy 6

Encourage cooperation between labor-management-

government 
4
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Other ideas cited were to formulate a "national policy"

for reindustrialization and productivity, reduce interest

rates, provide stable monetary and fiscal policies, give

attention to employee health, provide better opportunities for

minorities, relax antitrust laws for joint research and develop-

ment, rely more on the market system and encourage the growth of

small business.

To develop a sound economic environment would require the

following actions:

To encourage investment, business should be permitted faster

tax write-offs on plant and equipment. Tax write-offs should,

as nearly as is administratively possible, approach current

replacement costs. To encourage savings, tax rates on dividend

and interest income and on capital gains should be reduced.

Increased saving and the reduction of government borrowing com-

petition if federal budgets are balanced would make more invest-

ment funds available for private venture borrowing, thus reducing

interest rates and increasing return on investment.

To encourage energy conservation and domestic energy

production and thus reduce production costs, special incentives

will be required. Also, up to 40 billion barrels of oil in

the United States that are not presently recoverable could be

produced with enhanced recovery techniques. Because present

technologies are so expensive and because technological improve-

ments are still on the horizon, consideration should be given

to accelerating Federal research into enhanced recovery.

As the real prices of oil and natural gas rise, the produc-

tion of synthetic fuels will become more economic. The Federal
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Government should encourage the use of a broad range of energy

sources. This could include efforts to reduce the cost of

coal pollution abatement and the pursuit of a safe, secure

nuclear energy supply program.

To encourage access to alternative international energy

sources, conversion from insecure sources should be a major

goal of Federal policy. The United States should encourage oil

and natural gas exploration in the less developed countries.

To encourage cost-effective regulatory initiatives,

Congress should adopt a regulatory budget. A regulatory budget

would impose limits for a given time period of the compliance

costs that the Executive Branch could impose on the private

sector or on governmental units by its regulations. The purpose

of the regulatory budget would be to encourage cost-effective

implementation of regulatory mandates and to enable the

Congress and other interested parties to gain a more comprehen-

sive view of the Federal Government's command over resources.

The regulatory budget would be a logical extension of the

fiscal budget.

Environmental, health and safety regulations should be

implemented on the basis of performance rather than design

standards. For price-regulated industries, such as public

utilities, permissible rates of return should be based on

current rather than historical costs.

To encourage research and development, there should be --

in addition to the current allowable deductions -- investment

credit for business expenditures incurred specifically

in R&D. More favorable treatment should be given to firms



XXIII

which increase levels of R&D spending, with special treatment

during the early years of high technology firms.

Contributions made by individuals and corporations to

nonprofit research-oriented activities should be encouraged,

possibly through tax credits. In addition, capital gains

derived from the sale of venture capital stock-could be exempted

from taxation if the capital gains are reinvested in new, small,

R&D-oriented businesses. More favorable treatment should also

be given to those who invest in new, high technology companies.

To encourage investment in human capital, the Federal

Government should encourage the development of programs:

(a) to reduce illiteracy; (b) to strengthen consistent science

and engineering education; (c) to provide vocational training

which matches skills and training to the needs of the work world

and eases the impact of structural changes in the labor markets.

The Federal Government should continue its efforts to end

discrimination. Discrimination reduces potential output by

hampering employment opportunities of minorities, women,

handicapped and elderly workers.

While the Federal Government must shoulder its share of

responsibilities in the battle to revitalize productivity growth,

it is the private sector that must confront the problem of

adversarial relationships between management and labor, a

contributor to the erosion of productivity growth. The available

evidence here and abroad suggests that joint labor-management

committees can identify opportunities for productivity gains and

that this can lead to significant improvement in worker morale.
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Establishment of a Council on Productivity in the Office

of Management and Budget to serve as a clearinghouse for

Federal actions that might affect productivity would be a

positive step. However, great care is required to assure it

is not to be a new Federal regulatory body or new Federal

bureaucracy., One specific area which should be addressed by

this body is the need to promote higher productivity through

the cooperative efforts of labor, management and government.

A primary task of the productivity office should be to determine

the positive or negative effects of proposed government programs

and to "sound the alarm" when programs are proposed which will

impede productivity growth efforts.

An effective, thoroughgoing and long-lasting commitment

on the part of the Federal Government to the provision of an

environment that is congenial to long-term economic growth could

encourage more cooperation between labor and management. If

that is the result, then the attack on declining productivity

will have fostered a timely partnership of labor, management and

government, a partnership that can usher in a new era of dynamic

American economic strategy.
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ENERGY

The United States places undue and needless reliance on

insecure foreign sources of oil. This reliance is largely a

result of unbalanced ad hoc energy policies characterized by

inconsistent objectives and conflicting techniques. These

policies have magnified our vulnerability to imported energy

inflation and the resulting unemployment, and slowed economic

growth and productivity to a trickle.

A national policy must be developed which addresses these

major and fundamental energy issues confronting the United

States.

As leader of the industrialized West, the United States

cannot divorce its own energy issues from those of Western

Europe and Japan. Due both to security treaty commitments and

to historic ties of commerce and friendship, energy shortfalls

in other major Western nations or Latin America will involve

the United States as well. Our energy problems do not end at

the shoreline.

U.S. Government policies have discouraged the utilization

of enormous domestic energy resources. Vast underutilized coal,

gas and oil deposits are scattered across America, some of them

on untapped and even unexplored Federal lands. Yet, Federal

energy and environmental policies have confused social with energy

objectives and hamstrung private-sector efforts to maximize energy

production.

Minimizing dependence on insecure foreign sources of oil

will be a lengthy process. The United States must develop a
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credible and effective interim program to ameliorate the domestic

impact of oil import interruptions. Twice in the past eight

years, the U.S. economy has been subjected to oil shocks which

sapped real incomes, drove up unemployment, accelerated inflation,

and reduced savings, investment, and productivity. Yet, in that

period, no effective program has evolved to ameliorate the econo-

mic and social effects of either a major or minor oil import

disruption or sharp cartel price increases.

Because of energy's preeminence as a factor of production,

resolution of the domestic gap between energy demand and supply

will have an enormous impact on our economy. This relationship

can be a source both of conflict and of mutual reinforcement.

To restore a large degree of energy -independence requires massive

new investment in energy exploration, production, and conserva-

tion. That investment can and will be a source of renewed

economic growth. Yet, this investment will have to come at a time

when other sectors of the economy are desperate for investment

funds to restore productivity growth, provide jobs for new

workers and regain a competitive U.S. position in international

trade. The combination-of these needs suggests more saving

will be required.

Integrating domestic energy and economic policies is

perhaps the greatest economic challenge confronting the new

Administration. It is a challenge that can be met in part only

through the design of an effective national energy policy.

Any energy policy must recognize that the energy crisis

encompasses the entire Western Alliance. It must focus on both

.conservation -of energy use and the maximum utilization of
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potential energy supplies. The major objectives of such a

policy should be to diversify sources of supply between

various energy fuels and their geographic source in order to

minimize reliance on Middle East petroleum, and to place

maximum reliance on the price system to rationalize both energy

use and resource allocation. In particular, heavy oil produc-

tion in Venezuela should be promoted, the World Bank (IBRD)

energy exploration and production loan program should be

enlarged, and passive solar and biomass resources utilized

worldwide to a much greater extent. A major and rapid expansion

of domestic coal exports is appropriate, as well.

Full use of domestic energy resources must be promoted.

It is conceivable that rapid development of domestic resources

could substantially enhance our energy security by 1990. To

attain that objective, however, these components of a national

energy policy must be established:

. Speedy deregulation of oil and natural gas to promote

conservation and energy production.

. A Federal stimulus program targeted at tertiary oil

deposits, unconventional natural gas reserves and alcohol fuels.

. The opening of more Federal lands to environmentally

sound energy exploration and production.

. Consolidation of siting and environmental regulations to

permit prompt and positive decisions to be rendered by the

public sector on major energy projects.

A clear distinction between policies to achieve energy

independence and policies to ameliorate the social effects of

such action.
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. Resolution of nuclear waste reprocessing and disposal

and operating safety issues to permit resumption of nuclear

energy growth.

* Accelerated phase-out of the windfall profits tax on

new oil and oil recovered with tertiary techniques.

* Rendering coal environmentally acceptable and increasing

the use of its supply at home and abroad.

Coal production and utilization is a key element in the

international component of the Nation's energy policy. Unfortu-

nately, the international demand for coal as an alternative to

oil is being frustrated by this Nation's inability to deliver

and load this fuel at export points. Fleets of coal freighters

remain anchored for weeks outside the harbors of Baltimore and

Norfolk at a cost of hundreds of thousands of dollars a day in

idle ship time. Although export sales of coal are soaring,

uncertainty concerning expanding and improving rail transport

and port loading facilities prevails in the industry. A coordi-

nated program of Federal, State, local Government and industry

action should be developed and implemented to raise the per-

formance capacity of our export coal delivery system to a satis-

factory level. Meeting the expanding demand for export coal as

expeditiously as possible is one direct action the Nation could

take to reduce Western reliance on oil and strengthen the

economies of our industrialized allies.

Biomass alcohol fuel and coal production and utilization hold

the promise of increasing energy reserves, not only domestically

but worldwide. Brazil is demonstrating the feasibility of alcohol

fuels.
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In the United States, within 20 years alcohol fuel could

furnish a significant portion of the Nation's liquid transporta-

tion fuel requirements without jeopardizing supplies of food or

utilizing oil or natural gas for process heat. But these goals

will not be achieved without significantly expanding both the

financial and technical assistance available to all producers.

Energy price deregulation, with its associated conserva-

tion and resource allocation benefits, is the keystone of any

realistic national energy policy. Such a policy, however, should

acknowledge the disproportionate burden which rising energy

prices place on the Nation's poor. Limited transfer payments

to the poor and programs to assist in the stimulation of energy

conservation are appropriate components of that policy.

A pressing and urgent component of any national energy

policy is development of an energy crisis management capability.

There is a high probability that the new Administration will

confront a partial cutoff of oil imports from the volatile Middle

East sometime over the next four years. Our ability to pursue

an independent foreign policy and to minimize economic turmoil

at such a time rests on our ability to absorb a decline in oil

consumption without undue domestic dislocation. We do not have

that ability now. Our standby rationing plan is designed to

focus a drop in imports on reduced gasoline consumption. It

would require from three months to one year to institute. And,

while capable of much more rapid mobilization, the Federal

petroleum allocation program proved inflexible and inequitable
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in its only application. Its authority expires in 1981, as well.

Finally, the Strategic Petroleum Reserve contains barely a 17 day

supply of imports. That reserve must be filled more rapidly, and

additional domestic and foreign stocks accumulated. A ready

surge production capability of both oil and gas must be created,

and our obligation to share domestic energy resources with our

allies clarified, as well.

The scale of investment in energy production and conserva-

tion required to reduce our energy dependence is staggering. Yet,

that investment offers the hope of restoring price stability to

world oil markets while reducing unemployment and stimulating

economic growth. It offers the hope, as well, of revitalizing

declining industries most in need of energy efficient conserva-

tion investments.

Balancing these benefits is the threat such a massive

diversion of resources holds for renewed productivity growth

and for stable interest rates. For that reason, any national

energy policy must include provisions to stimulate savings,

including reduced taxation of capital gains, interest, dividends,

and simplified, accelerated depreciation of plant and equipment.

The Federal deficit must be minimized, as well.

These steps to raise savings and investment must be

accompanied by other signals from the Federal Government if energy

investment of the necessary scope is to be made. Of paramount

importance is a reduction in investor uncertainty which so

characterized previous energy programs. Featuring an unwieldy

regulatory system and a constant reexamination of policy alterna-
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A combination of reduced uncertainty and incentives designed

to encourage entrepreneurship and innovation are prerequisites

to a mustering of the private sector resources necessary to

raise energy production and conservation. They must be the

foundation of any effective national energy -- and economic --

policy.
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EMPLOYMENT

Only strong economic growth will permit full utilization

of the Nation's human resources and provide employment oppor-

tunities for all Americans willing and able to work.

A weak, protracted recovery--that leaves much of our

productive capacity and millions of Americans idle--will

simply make stagflation worse. From each post-war recession,

the country has emerged with a higher core rate of inflation

and higher troughs for unemployment rates. The boom-and-bust

cycles have also stunted productivity growth and added sub-

stantially to structural unemployment. In this context, the

current combination of high interest rates and rising tax

burdens is particularly risky, and could send the economy into

another recession early next year.

The Nation must pursue the goals of reducing unemployment

and inflation actively and simultaneously, adopting a mix of

macroeconomic and structural policies designed to return the

economy to a steady growth path. Tax cuts can be structured to

alleviate inflationary pressures and promote economic growth

which will lead to an expansion of employment. Reductions in

payroll taxes, tax cuts to encourage saving and the liberaliza-

tion of depreciation rules would have a powerful and positive

effect on employment without worsening inflation.

In addition, structural measures that provide a range of

incentives to private industry to increase investment in both

capital and human resources must be adopted. Close coordination

of these actions will be needed to minimize the possibility of

bottlenecks and assure a trained work force in fields of

employment growth.
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Effective methods of targeting employment and training

programs must be developed to remedy the problems of chroni-

cally high unemployment of particular groups in the labor

force. While encountering different kinds of labor market

difficulties, minorities, youth, women, older re-entrants

and workers in declining industries will need assistance in

securing permanent employment and acquiring the skills and

training to advance their careers.

Government should seek maximum involvement of the private

sector--of both employers and labor organizations--in pre-

paring workers for jobs. Education and training programs must

be able to adapt to changing economic needs and, at a minimum,

assure competence in basic skills. It is obviously a major

failure that large proportions of young workers graduate from

high school unable to read and write. Employers are also

urging greater attention to math, science and technical training

in vocational programs. Given the imprecision of forecasts and

the inability to predict even relatively broad industrial shifts,

incentives to private firms offer a direct means of assuring

that the training and preparation of workers will be relevant.

The government has had some experience with employment

tax credits which should offer guidance on the structuring of

an adequate incentive. Studies show that the New Jobs Tax

Credit was very effective in creating jobs, particularly among

small businesses. However, employer reliance on the Targeted

Jobs Tax Credit, which provides subsidies of up to $3,000 for

the hiring of specific categories of workers, has been relatively

73-057 0 - 81 - 3
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low, perhaps because of administrative complexity 
and the

absence of aggressive publicity and promotion. 
Many local

communities, in addition, have extended favorable tax 
treat-

ment, reduction in regulatory red tape, 
and other assistance

to industry to foster expansion in their 
areas. The value of

these incentives to employers, their influence on hiring and

locational decisions, and their ability to generate new job

opportunities should have a major bearing 
on the shape of

any new initiatives along these lines.

In general, two actions are necessary to fight unemploy-

ment. One, the tax system in this country must provide

incentives for growth. Tax reductions which increase the rate

of return to work, savings and investment are particularly

needed. Second, it is essential to review the existing 
array

of programs, to learn what effects they have had on 
the employ-

ment and earnings prospects of those they intend to help. Such

evaluations must begin immediately.
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INTERNATIONAL TRADE

In the coming decade, the United States faces a number of

challenges that could affect its economic strength at home and

its ability to meet its economic and strategic commitments

abroad.

At home, the United States must bolster its economic base

to meet growing competition for domestic as well as foreign

markets. Throughout most of the 1970's, the United States had

difficulty balancing its merchandise trade account, particularly

as energy prices and imports have increased. In more recent

years, the trade deficit has hovered around the thirty billion

dollar mark.

Although there has been some recent improvement in the level

of U.S. agricultural and manufactured exports, the outlook for

trade balance remains bleak. The rising price of imported oil

is part of the problem, but our domestic economic policies have

been a major factor, as have the economic strategies of our

trading partners. Tax and regulatory barriers to investment and

modernization, plus continuing inflation, have hampered U.S.

productivity growth and competitiveness. Meanwhile, Europe and

Japan are both attempting to move aggressively into high tech-

nology fields where current U.S. export strength is concentrated.

At the same time, the newly industrialized countries will take

a larger share of the market for traditional manufactures.

In terms of the world market, the United States has been a

major exporting nation since the close of the second World War.
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Until recently, however, exports have not been vital to the

overall performance of the American economy. In the past

decade, exports as a share of GNP have doubled and now amount

to a substantial share of profits and production for a number

of industries.

The nature of the American export market has also changed.

Developing countries have joined Europe and Japan as key 
targets

for American exporters. Almost 40 percent of U.S. exports are

now destined for developing countries. With U.S. manufactured

exports concentrated in capital goods, the United States has a

major economic stake in the continued growth of the developing

world. The prospects for steady growth in that part of the

world are now clouded by the attempt to adjust to the high 
price

of oil and reduce dependence on imported energy.

The sudden, sharp increases in the price of energy have also

posed a challenge to the international financial system. In the

early 1970's,oil was one of the forces that contributed 
high

and varied rates of inflation throughout the industrial world.

As a result, the world had little choice but to maintain 
a

regime that permitted considerable exchange rate flexibility.

The oil generated surpluses of the OPEC countries have put

further strains on the international financial institutions.

The tendency to make long-term loans based on short-term

deposits and the emergence of what appear to be chronic pay-

ments imbalances in a number of developing countries are both

causes for concern.
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The world and America's place in it have undergone consider-

able change in the post-World War II era. The Western Alliance

is now composed of several economic powers instead of one and

the developing world has become a major actor in international

economic matters. Despite these changes, much of the world

still looks to America for economic and strategic leadership.

To meet the complex problems and responsibilities of the coming

decade, the United States will need to wield considerable polit-

ical imagination from a strong domestic base.

America's problems are so complex and the world situation

so critical, that an effective bi-partisanship will have to

play an important role in the construction of U.S. foreign

economic policy.

Dependence on imported oil has severe economic as well as

foreign policy implications for the United States. In terms of

adopting a policy to strengthen the U.S. overseas, reducing

strains on the international financial system, improving the

U.S. trade balance, and contributing to economic growth in the

developing world, there is probably nothing that would have a

more direct impact than reducing America's need for imported

energy. We must move quickly to stimulate domestic production

and conservation. We endorse the proposal to accelerate the

decontrol of oil and natural gas. Other recommendations are

found in the chapter on Energy.

A resilient domestic economy is the key to meeting foreign

competition at home and abroad. In other sections of our report,

we have urged the incoming Administration to adopt tax and other



xixvm

incentives that will encourage saving and investment 
in new

plant and equipment for increased productivity and compet-

itiveness as well as encouraging more research and 
develop-

ment. In this chapter, we want to stress how much saving,

investment and research mean in terms of improving our standing

in the international economy. Our traditional export strength

has been in high technology goods. In structuring policies

designed to insure the overall health of the economy, we must

take special care that we maintain an adequate level of 
research

and a flourishing venture capital market.

The U.S. export performance has long relied on the better

mousetrap to attract world wide customers. As world competition

and our export dependence grow in tandem, we will have 
to adopt

a more aggressive policy. What we propose is a four-pronged

approach to an effective export posture.

First, the United States can no longer shackle her export

industries with tax and regulatory restraints without 
carefully

weighing the costs. In addition to general economic problems

facing the whole economy, the United States has adopted a

series of specific export disincentives ranging from the 
extra-

territorial application of our antitrust laws to the severe

taxation of the overseas earnings of U.S. citizens. We urge

the incoming Administration to move expeditiously to eliminate

or reduce these disincentives.

Second, the United States must be prepared to deal with

the export practices of her major competitors. We urge the

Administration to equip the Export-Import Bank with enough funds
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and flexibility to meet foreign competition on an equal footing,

or to negotiate an agreement among major nations to prevent

such competitive financing practices. Incentives should be given

to encourage private U.S. lending institutions to be more

aggressive in helping domestic U.S. producers and their foreign

customers in business arrangements.

Third, many industrial countries have continued to protect

their domestic markets--particularly in agriculture and high

technology goods. We urge the incoming Administration to adopt

the type of international negotiating strategy that will help

create new markets for American business. We remain skeptical

that the current division of authority between the Commerce

Department and the U.S. Trade Representative will prove to be

effective.

Slow growth in developing countries has become dangerous

to our own domestic economic health. America has long responded

to the plight of the world poor with generosity and determination.

The more recent emergence of the developing world as a critical

export market makes a successful U.S. international development

strategy even more pressing.

We have already mentioned the contribution that an effective

energy policy would make to the developing world. In addition,

economic growth in the United States and the open American

market will itself provide an important stimulus to development.

And an aggressive U.S. export policy will allow the United States

to improve her existing market share in many developing countries.
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An international development strategy also has a key role

to play. A chaotic adjustment to higher oil prices and payments

imbalances will cause considerable economic suffering and

reduction of trade. We urge the incoming Administration to

strive to continue economic growth in the developing world.

The new Administration should favor incentives that encourage

the growth of the private sector in developing countries. We

also endorse an enlarged role for the International Monetary

Fund and the World Bank in dealing with oil induced economic

adjustment. The adjustment must be made, not avoided. None-

theless, international lending can smooth the transition process

and lead to a far stronger, more broadly based economy in the

developing world.

We urge the incoming Administration to push more of the

responsibility for recycling directly onto the OPEC powers.

Either the countries must be willing to deposit their funds

for much longer periods or they will have to shoulder directly

a greater risk in lending to developing countries.

In addition, the United States should continue to support

an expanded role for the IMF and the World Bank. The inter-

national commercial banks are already approaching the limits

of prudence in their exposure to overseas lending and should

not be expected to bear the full burden of future recycling.
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Furniture Companies.
Building & Construction Trades, AFL-CIO.
Chairman of the Board & CEO, Modular Com-

puter Systems, Inc.
Executive Director, Consumers for World Trade.
Chairman, American Productivity Center.
Chairman, CREF Finance Committee, Teachers

Insurance & Annuity Association of America.
President, American Retail Federation.
Senior Associate, Pfizer, Inc.
General Partner, Brentwood Associates.
Chairman & CEO, The Environmental Fund.
President, U.S. Conference of Mayors.
Chairman, The Continental Group, Inc.
School of Business & Public Administration,

Howard University.
President, Lowe's Companies, Inc.
Chairman & CEO. Houston Natural Gas Corp.
President, Committee for Economic Development.
Senior Vice President, Federated Department

Stores, Inc.
Chairman & CEO, Nationwide Insurance Co.
LBJ Library.
Chairman & CEO, General Electric Co.
LBJ School of Public Affairs.
Professor of Economics, Harvard University.
Executive Director, Consumers Union.
Vice President, Corporate Finance, Kidder Pea-

body & Co.
President, Opportunity Funding Corp.
Former Member of Congress.
Professor, Michigan State University.
President, Foreign Policy Research Institute.
President, AFL-CIO.
Dean, Graduate School of Business, University of

Texas at Austin.
Vice President, Coordinating & Planning, Conoco,

Inc.
Vice Chairman & Executive Vice President, An-

heuser-Busch, Inc.
President, The Columbia Gas System, Inc.
President, U.S. Chamber of Commerce.
President, Northern Energy Corp.
Chairman, W. J. Levy Consultants Corp.
Chairman, Pennzoil.
Chairman. Pogo Producing Co.
CEO, ITEK Corp.
International President, United Steelworkers

Union.
Vice President, United Telecommunications, Inc.
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McCloskey, Peter F.
McClements, Robert
McGuire, Willard
McSwinney, James W.
Malmgren, Harold
Marlowe, Howard
Massa, Cliff III

Martin, William F.
Maurer, Richard S.
Mayer, Arnold

Meese, Edwin
Middleton, Harry
Miossi, Alfred F.
Murphy, Charles
Nevin, John J.
Perera, Ana Maria

Peterson, Peter
Peterson, Russell
Place, Geoffrey
Randall, Edward III
Rashish, Myer
Rettgers, Forrest

Reynolds, David P.
Robinson, James D. III
Rohatyn, Felix
Rosovsky, Henry
Ross, Steven I.
Rostow, Elspeth
Rostow, Walt W.

Russell, Milton

Samuel, Howard D.

Sarnoff, Robert W.
Schelling, Thomas

Schwab, Charles
Shanker, Albert
Shaw, Harry A.
Shepherd, Mark Jr.
Siebert, Muriel

Smiley, Donald B.
Smith, Herman

Smith, James F.
Smith, Richard M.
Southard, Shelby E.
Sprinkel, Beryl

Staats, Elmer
Stemper, Malcolm
Strawbridbe, Herbert E.
Swiggett, Robert L.
Thompson, John P.
Toupin, Art
Train, Russell E.
Trimble, George
Twomey, Thomas

President, Electronic Industries Association.
Executive Vice President, Sun Co., Inc.
President, National Education Association.
Chairman & CEO, Mead.
Malmgren, Inc.
Associate Director of Legislation, AFL-CIO.
Vice President, National Association of Manu-

facturers.
Chairman of tthe Board, Phillips Petroleum Co.
Vice Chairman, Delta Airlines.
Vice President, United Food & Commercial Work-

ers International Union.
Adviser to President-elect Reagan.
LBJ Foundation.
Executive Vice President, Continental Bank.
Murphy Oil Corp.
President, Firestone Tire & Rubber Co.
President, National Association of Cuban Ameri-

can Women of the U.S., Inc.
Lehman Brothers Kuhn Loeb.
National Audubon Society.
Vice President for R&D, Proctor & Gamble.
President & CEO, Rotan Mosle, Inc.
Economic Consultant.
Executive Vice President, National Association of

Manufacturers.
Chairman & CEO, Reynolds Metals.
Chairman, American Express Co.
Lazard Freres.
Dean, Harvard University.
CEO, Warner Communications, Inc.
Dean, LBJ School of Public Affairs.
Professor, College of Liberal Arts, University of

Texas at Austin.
Director, Center for Energy Policy Research, Re-

sources for the Future.
President, Industrial Union Department, AFL-

CIO.
Chairman, Planning Research Corp.
Kennedy School of Government, Harvard Uni-

versity.
Charles Schwab & Company, Inc.
President, American Federation of Teachers.
President, Huffy Corp.
Chairman, Texas Instruments.
Superintendent, New York State Banking De-

partment
Former Chairman & CEO, R. H. Macy & Co.
President-elect, National Association of Home-

builders.
Chief Economist, Union Carbide Corp.
Vice Chairman, Bethlehem Steel Corp.
Cooperative League of U.S.A.
Executive Vice President & Economist, Harris

Trust & Savings Bank of Chicago.
Comptroller General of the United States.
President, The Boeing Co.
Chairman of the Board. The Higbee Co.
President, Kollmorgen Corp.
Chief Executive Officer, Southland Corp.
Vice Chairman of the Board, Bank America Corp.
President, World Wildlife Federation (U.S.).

President & CEO, Aminoil.
Director, COMPAC United Mine Workers.
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Ueltschi, Albert L.
Usery, Bill
Verity, J. William
Waidelich, C. J.
Walker, Charls
Wasserman, Lew R.
Watkins, Sam R.
Weidenbaum, Murray L.

Weintraub, Ronald
Wexler, Anne
Whitman, Marina
Wilson, Robert
Woolley, Donald
Wright, John Winthrop
Wurf, Jerry

Young, Howard
Zayas, Edison

President, FlightSafety International.
Bill Usery Associates.
Chairman of the Board, Armco, Inc.
President, Cities Service Co.
Charls Walker & Company, Inc.
Chairman of the Board, MCA, Inc.
Vice President, I. C. Industries.
Director, Center for the Study of American

Business Washington University.
President, Flexnit Company, Inc.
Assistant to the President.
Vice President, General Motors.
Associate Dean, LBJ School of Public Affairs.
Senior Vice President, Bankers Trust Co.
President, Wright Investors' Service.
President, American Federation of State, County,

& Municipal Employees.
Social Security Program, United Auto Workers.
Chief Economist, National Federation of Inde-

pendent Business.

D. Biographies of Speakers
ELSPETH RosTow, Conference Master of Ceremonies, is Dean of the

Lyndon B. Johnson School of Public Affairs of the University of
Texas at Austin, a position she has held since 1977. She holds de-
grees from Barnard College, Radcliffe College and Cambridge
(England) University. Dean Rostow has served on the President's
Advisory Committee for Trade Negotiations and the President's
Commission for a National Agenda for the Eighties. She has been
a Trustee for the College Board and a Director for Sarah Law-
rence College, Barnard College, Texas Arts Alliance and the
Lyndon Baines Johnson Foundation. She is a member of the Na-
tional Academy of Public Administration and has been Director
of the Executive Council of the National Association of Schools of
Public Affairs and Administration.

REPRESENTATIVE CLARENCE J. BRowN (R-Ohio), Presenter of Open-
ing Remarks as Ranking Minority Member of the Joint Economic
Committee and Chairman, Conference Productivity Seminar: Con-
gressman Brown has been a member of the House of Representa-
tives since 1965 and currently serves on the Joint Economic Com-
mittee as well as the House Committees on Government Operations
and Interstate and Foreign Commerce. He is an Economics grad-
uate from Duke University and an M.B.A. graduate from Harvard
University. Before his election to the House, Congressman Brown
was a newspaper editor and publisher and manager of a radio sta-tion in Ohio. He is currently a farm owner and Board Chairman
of Brown Publishing Company. He is a member of the board of
trustees of several universities and organizations and is a member
of the Advisory Commission on Intergovernmental Relations.

SENATOR HOWARD H. BAKER (R-Tennessee), Conference Keynoter:
Senator Baker was first elected to the Senate in 1966, and in 1977
won the post of Minority Leader. When the 97th Congress con-
venes in January, he will become the Senate's new Majority Leader.
The Senator's committee assignments include: Environment and
Public Works, Foreign Relations, Rules and Administration, and
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the Select Comunittee on Intelligence. A candidate for the Presi-
dency in 1980, Senator Baker first won national recognition as Vice
Chairman of the Senate Watergate Committee. In 1976, he was
chosen to give a keynote speech for the Republican National Con-
vention. The Senator is a graduate of Tulane University and the
University of Tennessee Law College, from which he received his
LL.B. Before his election to the Senate, he was an attorney in pri-
vate practice in his hometown of Huntsville, Tennessee. Senator
Baker comes from a family that has devoted many years to public
service: his father and stepmother were members of the House of
Representatives and his grandmother was a county sheriff in Ten-
nessee. His father-in-law, Senator Everett M. Dirksen, like Senator
Baker, served as Minority Leader in the Senate. In his spare time,
the Senator is an avid photographer.

WILLIAM M. BATrEN, Conference Keynoter, is Chairman of the Board
of the New York Exchange, Inc., a position he has held since 1976.
Prior to joining the New York Stock Exchange, he had spent his
business life with the J. C. Penney Co., Inc. He joined the depart-
ment store chain as an extra salesman in 1926, became a regular
salesman in 1928, and then moved up through executive ranks. He
was elected President and Chief Executive Officer of J. C. Penney
Co. in 1958 and elected Chairman of the Board of Directors and
continued as Chief Executive Officer in 1964. He retired from the
department store chain in 1974. Mr. Batten is now a Director of The
Boeing Company. A graduate of Ohio State University, he received
a B.S. degree in economics. He did graduate work at the University
of Chicago and holds several honorary degrees. Mr. Batten was
presented the Gold Medal Award of the National Retail Merchants
Association in 1969 and the Equal Opportunity Award of the Na-
tional Urban League in 1976. The Wharton School of Finance of
the University of Pennsylvania named him Man of the Year in 1977.
He was selected to receive the Humanitarianism Award of the Fund
for Higher Education in 1979 and was named to the Junior Achieve-
ment National Business Hall of Fame in 1980. A native of Reedy,
West Virginia, Mr. Batten served as a Lieutenant Colonel in the
Office of the Army Quartermaster General during World War II.

CONGRESSWOMAN BARBARA JORDAN, Conference Keynoter, is currently a
Professor teaching Intergovernmental Relations and Ethics in Pub-
lic Affairs at the Lyndon B. Johnson School of Public Affairs of
the University of Texas at Austin. Prior to joining the fac-
ulty at the LBJ School, Congresswoman Jordan served three
terms in the U.S. House of Representatives before declining to seek
reelection. Recognized for her outstanding oratorical ability, Con-
gresswoman Jordan was chosen to give a keynote speech for the
1976 Democratic National Convention. Congresswoman Jordan was
elected to the Texas State Senate in 1966. During her six years as
State Senator, she rose to the post of President Pro Tem of the
Senate. Congresswoman Jordan has been on the Board of Directors
of a number of companies and has been named one of the Ten Most
Influential Women in Texas, one of 100 Women in Touch With Our
Time, Woman of the Year in Politics, and headed the poll of Red-
book magazine on Women Who Could Be President. Her book,
"Barbara Jordan-Self Portrait," was published in 1979.
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LANE KIRKLAND, Conference Keynoter, was elected President of theAFL-CIO in 1979 after serving ten years as Secretary-Treasurer,the labor federation's second highest office. His election to the Officeof President in 1979 was without opposition. He graduated in 1942from the U.S. Merchant Marine Academy and received a B.S. de-gree in 1948 from Georgetown University School of Foreign Service.He studied at Georgetown University at night while working as anautical scientist with the U.S. Navy's hydrographic Office inWashington, D.C. He joined the research staff of the AFL in 1948and over a ten-year period handled a wide range of assignmentsfor AFL and AFL-CIO. Mr. Kirkland became Director of Researchand Information of the International Union of Operating Engineersin 1958 and two years later returned to the AFL-CIO as ExecutiveAssistant to President George Meany. He is a Fellow of the Ameri-can Association for the Advancement of Science. The recipient ofthe Distinguished Public Service Medal from the Department ofDefense, he served on the Blue Ribbon Defense Panel, the Presi-dent's Commission on CIA Activities Within The United States,the General Advisory Committee on Arms Control and Disarma-ment and the President's Missile Site Labor Commission. He wasa member of the U.S. Delegation to the International Labor Or-ganization Conference in Geneva in 1980 and several prior years.
SENATOR LLOYD BENTSEN (D-Texas), Conference Luncheon Key-noter: Chairman of the Joint Economic Committee, Senator Bent-sen was first elected to the Senate in 1970. In addition to his positionon the Joint Economic Committee, the Senator is a member of theCommittees on Finance and Environment and Public Works andserves as Chairman of the Finance Subcommittee on Private Pen-sion Plans and the Public Works Transportation Subcommittee.Senator Bentsen holds a law degree from the University of Texaswhere he graduated in 1942. During World War II, he served inthe Army Air Corps as a Commander of a B-24 squadron and flew50 missions over Europe. Before completing his military service,he was promoted to the rank of Colonel and received the Distin-guished Flying Cross and the Air Medal with three oak leaf clusters.After the War he was elected Hidalgo County Judge and at theage of 25 was Texas' youngest county judge. Elected to Congressin 1948, he served three and one-half terms before declining to seekreelection. Between his service in the House and his election to theSenate, Senator Bentsen became President of Lincoln Consolidated,a financial holding institution, and served as director of a numberof major corporations.

SENATOR WILLIAM V. RoTH (R-Delaware), Chairman, ConferenceInflation Seminar: Senator Roth first came to the Senate in 1971and is currently serving his second term. Along with his positionon the Joint Economic Committee, the Senator is also a member ofthe Senate Committees on Finance and Governmental Affairs. Be-fore his election to the Senate, he spent four years in the House, aRepresentative-at-Large from Delaware. Senator Roth holds a B.A.degree from the University of Oregon, an M.B.A. from the HarvardBusiness School and an LL.B. from Harvard Law School. DuringWorld War II he served in the U.S. Army, earning a Bronze Starand the rank of Captain.
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REPRESENTATIVE PARREN J. MrrcHELL (D-Maryland), Chairman,

Conference Employment Seminar: Congressman Mitchell was
first elected to the House of Representatives in 1970. In addi-
tion to his membership on the Joint Economic Committee, the
Congressman also serves on the House Banking, Finance and Urban
Affairs Committee and the Small Business Committee. He received
his A.B. degree from Morgan State College and an M.A. from the
University of Maryland. He has been the recipient of a number of
awards including the National Bankers Association Distinguished
Service Award and the Southern Christian Leadership Conference
Black Achievers Award.

SENATOR JACOB K. JAvrrs (R-New York), Chairman, Conference In-
ternational Seminar: Senator Javits has served four terms in the
Senate after first winning his seat in 1956. His Senate Committee
assignments include: Labor and Human Resources, Foreign Rela-
tions and Governmental Affairs. Senator Javits is a graduate of the
New York University Law School and holds a number of honorary
law degrees. Before entering the Senate, he served four terms in the
House of Representatives. Senator Javits has held the post of Chair-
man of the North Atlantic Assembly's "Committee of Nine" to
study the future of NATO and has been a member of the National
Commission on Marijuana and Drug Abuse.

REPRESENTATIVE WIT uAM S. MooRHEAD (D-Pennsylvania), Chair-
man, Conference Energy Seminar: First elected to the House of
Representatives in 1958, Congressman Moorhead has served as the
Assistant Democratic Whip. He is a member of the Joint Economic
Committee and the House Committees on Government Operations
and Banking, Housing and Urban Affairs. Congressman Moorhead
earned a B.A. degree from Yale University and a law degree from
Harvard University. Before his election to the House, the Congress-
man served as the Assistant City Solicitor of Pittsburgh, and was a
member of the Allegheny County Housing Authority. He has been
a member of the Board of Trustees of several organizations.

FINN M. W. CASPERSEN, Cochairman, Conference Inflation Seminar,
is Chairman of the Board and Chief Executive Officer of the Bene-
ficial Corporation. He has held this position since 1976. He received
a B.A. degree in economics from Brown University and a law degree
from Harvard University. He serves on the board of directors of
several companies and has been a member of the New Jersey Board
of Higher Education. Mr. Caspersen has been a Trustee for the New
Jersey College Fund Association, the Camp Mejeda Foundation for
Diabetic Children, Brown University, and the Committee for Eco-
nomic Development. He is Vice President of the 0. W. Caspersen
Foundation.

SOL C. CHAIKIN, Coehairman. Conference Employment Seminar, has
been President of the. International Ladies Garment Workers Union
and Vice-President of AFL-CIO since 197.5. He received an LL.B.
from Brooklvn Law School and began his association with the
International Ladies Garment Workers Union in 1940. He was a
member of the Business Roundtable and Brookings Institution and
has served on the Board of the Trilateral Commission. Mr. Chaikin
was the recipient of the Three Founders Award from the Ameri-
can Veterans Committee in 1976, the Parsons Award from the Par-
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sons School of Design in 1977, and the Labor Human Rights Award
of the Jewish Labor Committee in 1977. He was recognized by the
American Society of Personnel Administrators in 1975.

C. JACKSON (GRAYSON, Jr., Cochairman, Conference Productivity
Seminar, is a former college professor and has headed the Ameri-
can Productivity Center since 1975. He was Chairman of the Price
Commission in 1971-73, and was Dean of the School of Business
Administration of Southern Methodist University before founding
the American Productivity Center. He had also been Professor
and Dean of the School of ]Business Administration at Tulane
University. Dr. Grayson holds degrees from Tulane University,
University of Pennsylvania and Harvard University. He has been
a newspaper reporter and a Special Agent for the FBI. He has
been a member of Operations Research Society of America and the
American Finance Association.

REPRESENTATIVE HENRY S. REUSS (D-Wisconsin), Cochairman, Con-
ference International Seminar.: Congressman Reuss is currently
Chairman of the House Banking, Finance and Urban Affairs Com-
mittee and serves on the Joint Economic Committee. In addition
to his career in the House, Congressman Reuss is an author whose
works include: "The Critical Decade," "Revenue Sharing: Crutch
or Catalyst," "On the Trail of the Ice Age," and "To Save Our
Cities: What Needs to Be Done." Before his election to the House
in 1954, he was Assistant Corporation Counsel in Milwaukee Coun-
ty, President of the White Elm Nursery Company, Director of the
Marshall and l1sley Bank, Milwaukee, Wisconsin, and the Niagara
Share Corporation in Buffalo, New York.

WALT W. ROSTOW, Cochairman, Conference Energy Seminar, is a
Professor of Economics and History at the University of Texas
at Austin and is the author of several books, including "Getting
From Here to There" and "The World Economy: History and
Prospect," both published in 1978. He received a B.A. and Ph.D).
from Yale University and was a Rhodes Scholar. Dr. Rostow was
Deputy Special Assistant to the President for National Security
Affairs in 1961, Special Assistant to the President from 1966-69,
and Chairman of the Policy Planning Council of the Department
of State. He was awarded the Presidential Medal of Freedom with
distinction. Dr. Rostow taught at Oxford, Cambridge (England)
University and Massachusetts Institute of Technology and was a
staff member of the Center for International Studies.

HOWARD D. SAMUEL, Presenter, Inflation Seminar, is President of the
Industrial Union Department of AFL-CIO. He is a former Deputy
Under Secretary for the Bureau of International Labor Affairs in
the Department of Labor. A graduate of Dartmouth College, he
served as Secretary of the National Committee for Full Employ-
ment and as a member of the National Manpower Advisory Com-
mittee. He was Vice-Chairman of the New York Urban Coalition
and a member of the Governing Board of Common Cause. Mr. Sam-
uel has been a Trustee for the Carnegie Corporation and the Joint
Council on Economic Education and served on the Board of the
American Civil Liberties Union.

73-057 0 - 81 - 4
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BERYL SPRINKEL, Presenter, Inflation Seminar, is an Economist and
Executive Vice President of Harris Trust and Savings Bank of
Chicago, a post he has held since 1974. Dr. Sprinkel joined the bank
in 1952. He holds degrees from the University of Missouri and the
University of Chicago. He has been a consultant to the Federal Re-
serve Board, the Bureau of Census and the Joint Economic Com-
mittee, as well as the House Banking and Currency Committee and
Senate Banking Committee. He received the Alumni Leadership
and Service Award from the University of Chicago, the Hamilton
Bolton Award from the Financial Analysts Association and the Uni-
versity of Missouri Alumni citation merit.

ROBERT C. HOLLAND, Presenter, Employment Seminar, President of
the Committee for Economic Development, was formerly associated
with the Federal Reserve System. He has a B.S. in Finance, an M.A.
and Ph. D. in Economics from the University of Pennsylvania-where
he was an instructor in money and banking before joining the Fed-
eral Reserve Bank in Chicago in 1949. From 1961 to 1976, he was
with the Board of Governors of the Federal Reserve System. He has
been a member of the Board of Wharton School and on the Finance
Department Advisory Committee there. He serves on the Board of
Pensions for the Lutheran Church.

CHARLES KILLINGSWORTH, Presenter, Employment Seminar, is an eco-
nomist and has been a member of the faculty at Michigan State Uni-
versity since 1947. A professor since 1960, he previously headed the
Department of Economics. He was Panel Chairman and Special
Hearing Officer of the National War Labor Board in 1943-46. He
has been a member of several Presidential labor dispute boards. Dr.
Killingsworth has degrees from Missouri State University, Okla-
homa State University and the University of Wisconsin. He has
been an arbitrator of labor-management disputes since 1943 and has
served as a member of the National Council on Employment Policy.

BILL USERY, Jr., Presenter, Productivity Seminar, a former Secretary
of Labor, is the President of Bill Usery Associates, a Washington-
based firm specializing in employer-employee relations. Mr. Usery
formed the company in 1977 after leaving government service where
he held five Presidential appointments. He has been the National
Director of the Federal Mediation and Conciliation Service, As-
sistant Secretary of Labor for Labor-Management Relations and
Special Assistant to the President for labor-management negotia-
tions. Mr. Usery is on the Board of Directors of the American
Productivity Center in Houston and the Institute of Collective
Bargaining in New York. He was the industrial union represent-
ative on the Presidential Missile Site Labor Committee and Grand
Lodge Representative to the International Association of Machinists
and Aerospace Workers, AFL-CIO.

CHARLS WALKER, Presenter, Productivity Seminar, is a consulting
economist and has been President of Charls E. Walker Associates,
Inc., in Washington, D.C., since 1973. Dr. Walker, who holds degrees
from the University of Texas and the University of Pennsylvania,
previously taughtgt those universities and was associated with the
Federal Reserve Bank. He has served as both Under Secretary and
Deputy Secretary of the U.S. Treasury Department. A Trustee for
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the Joint Council on Economic Education, Dr. Walker was Chair-man of the American Council for Capital Formation and on theboard of the Wharton School of Finance. He received the Alexander
Hamilton Award from the Treasury Department and was Executive
Vice President of the American Bankers Association.

REGINALD H. JONES, Cochairman and Presenter, International Semi-nar, began his association with General Electric in 1939 and became
Chairman of the Board and Chief Executive Officer in 1972. Bornin England, he became a naturalized citizen of the United Statesin 1925. He has a B.S. degree in economics from the University ofPennsylvania. He has been Chairman of the Board of Overseers
of the Wharton School of Finance at the University of Pennsylvaniaand a Trustee for the university. Mr. Jones served as Cochairman ofthe Business Roundtable and Chairman of the Business Council.
He has been a member of the Advisory Committee on International
Monetary Reform.

PETER PETERSON, Presenter, International Seminar, former Secretaryof Commerce, has been Chairman of the Board of Lehman Brothers
Kuhn Loeb, Inc., since 1973. He was previously Chairman of theBoard and Chief Executive Officer of Bell and Howell Company.
Prior to becoming Secretary of Commerce in 1972-73, he wasAssistant to the President for International Economic Affairs in1971-72. He is a graduate of Northwestern University and received
an M.B.A. from the University of Chicago. He has been a member
of the Trilateral Commission and Trustee of the Council on ForeignRelations and the University of Chicago. He was named outstanding
young man in the Chicago Junior Chamber of Commerce in 1955and by the United States Junior Chamber of Commerce in 1961.

JOHN W. WRIGHT, Presenter, International Seminar, is President ofWright Investors Service in Bridgeport, Connecticut. He becamepresident of the company in 1960 after serving as Founder and Presi-
dent of Wright Power Saw and Tool Company and Chairman of theBoard of Rototiller, Inc. A graduate of Amherst College, he is theauthor of "Q.V.T. Three Keys to Stock Market Success." He is aDirector for the Institutes for the Achievement of Human Potential
and a Trustee for the Center for Financial Studies at Fairfield Uni-versity in Connecticut. Mr. Wright served on the President's Finan-cial Summit Conference on Inflation in 1974. Later this month Mr.Wright will speak for the tenth consecutive year to the New YorkSociety of Security Analysts on the subject of economic and stock
market forecasts.

EzRA VOGEL, Presenter, International Seminar, is a Professor at Har-vard University and has been Chairman of the Council on EastAsian Studies since 1977. He was a member of the Joint Commit-
tee on Contemporary China and the Committee on Scholarly Com-munication with Peoples Republic of China, and is currently amember of the Joint Committee on Japanese Studies. Dr. Vogel
holds degrees from Ohio Wesleyan University, Bowling Green State
University and Harvard. In 1970 he was named the recipient of the
Harvard faculty prize for the book of the year. He was a Guggen-
heim Fellow in 1972 and has been a Trustee of Ohio Wesleyan Uni-versity. Dr. Vogel has authored several books, including "Japan AsNumber One," published in 1979.
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THoMAs SCIELLING, Presenter, Energy Seminar, is a Professor of Eco-
nomics at Harvard University where he has taught since 1958. Since
1978 he has served as Chairman of the Research Advisory Board of
the Committee for Economic Development. He formerly was an econ-
omist for the U.S. Government in Copenhagen, Paris and Washing-
ton and taught at Yale University. He holds degrees from the Uni-
versity of California at Berkeley and Harvard. Dr. Schelling was
the recipient of the Frank E. Seidman Distinguished Award in Poli-
tical Economy in 1977 and was named a Fellow of the American
Academy of Arts and Sciences.

MARINA WHITMAN, Presenter, Energy Seminar, was named Vice Presi-
dent and Chief Economist for the General Motors Corporation in
1979. She previously was Professor of Economics at the University
of Pittsburgh. Dr. Whitman has degrees from Radcliffe College and
Columbia University. She was Senior Staff Economist for the Coun-
cil of Economic Advisers in 1970-71 and a member of the Price
Commission in 1971-72. She has been a member of the President's
Advisory Committee on Technology and World Trade and the
President's Advisory Group on Contributions of Technology to
Economic Strength. Dr. Whitman received the Columbia Medal for
Excellence in 1973 and the George Washington award of the Amer-
ican Hungarian Foundation in 1975.

REPRESENTATIVE RIcHARD BoLLING (D-Missouri), Committee Vice
Chairman and Presenter of Concluding Remarks: First elected to
the House of Representatives in 1948, Congressman Bolling cur-
rently serves as Vice Chairman of the Joint Economic Committee
and Chairman of the House Committee on Rules. Congressman Boll-
ing received his B.A. and M.A. from the University of the South and
did further graduate work at Vanderbilt University. He later was a
teacher and coach at the Sewanee Military Academy and served as
Veterans Adviser and Director of Student Activities at the Uni-
versity of Kansas City. He volunteered as a private in the Army in
1941 and rose to the rank of Lieutenant Colonel before completing
his distinguished military career. Congressman Bolling authored
two books on the House of Representatives: "House Out of Order"
and "Power in the House."



II. ADDRESSES BY KEYNOTE, LUNCHEON, AND
CLOSING SPEAKERS

A. Introduction

STATEMENT OF REPRESENTATIVE CLARENCE J. BROWN (R-O1o),
RANKING MINORITY MEMBER, JOINT ECONOMIC COMMIrTEE

It is my distinct pleasure and honor to welcome all of you to this
Conference. For the 34 years since its establishment by law in 1946,
the Joint Economic Committee has served the Congress as an eco-
nomic sounding board and policy prescriber. For the 12 years I have
served on the Joint Economic Committee, I have had the privilege and
opportunity to listen to and be part of the lively debates on national
economic policy from this unique forum. It has been a valuable ex-
perience to discuss major public policy questions directly with the
brightest economic minds in the country.

This Conference today marks a unique accomplishment for the
Committee, however, as we have with us in one place, at one time,
more than one hundred of America's most effective leaders, practical
achievers, and applied visionaries.

And this Conference today marks a special challenge to the Com-
mittee and to you, for it has been convened at a time when the Na-
tion's economic problems are so severe. Consider these developments.

The U.S. economy is now completing its second consecutive year of
insufficient, almost nonexistent, growth. American productivity
growth lags well behind that of every other major industrialized
country in the world. Inflation is dangerously out of hand and appears
to be skyrocketing again as it did in the first quarter of this year. Un-
employed workers now number more than at any time since the Great
Depression. And many employed workers have no confidence in their
own job security. Minority unemployment has reached a point beyond
the crisis stage which threatens catastrophic consequences for the
Nation's social structure and the future stability of other elements of
our society. America's historic basic industries, such as autos and steel,
face an uphill fight for survival against international competition.
The average paycheck of American workers after adjustment for in-
flation and higher tax rates has fallen almost 15 percent during the
past few years. The Federal budget has rung up over $200 billion in
debt over the past four years, even though Federal revenues through
taxes have doubled in that same time period. And, above all, while un-
employment and inflation are still ruinously high, the first signs of
economic recovery have been discouraged by higher and higher inter-
est rates.

These cruel statistics and their accompanying human misery bear
out the existence and extent of our current economic problems. These

(13)
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frightful developments clearly provide the impetus for undertaking
immediate efforts to turn the U.S. economy around. This is the first
reason why we have requested your attendance: to draw on your ex-
pertise and advice in accomplishing this huge task.

The task is all the more difficult because the evidence is overwhelm-
ing that the economy is not in an historically normal economic cycle.
The traditional business cycle and normal economic relationships
truly have not been in existence for almost a decade. Consider the8e
developments.

Inflation has not dropped back to previous lows during times of
recession or economic slowdown. Unemployment no longer lags re-
cessions. Instead, it rises in the initial stages of an economic downturn.
Interest rates increase in the short run when the growth rate of the
money supply increases. Large tax increases over a long period of time
have moved the budget away from balance. And above all, there no
longer appears to be a successful trade-off between unemployment and
inflation-both are on an increasing trend whether the economy is in
relatively good or positively bad times.

Because traditional economic cycles and patterns are not being fol-
lowed, historic policies have not only been unsuccessful in reducing
inflation and unemployment, they seem to have worsened inflation and
unemployment.

And this fact leads to the second reason why we have asked you
here. The traditional verities are not holding up, old policies have
failed, and we need fresh approaches to U.S. economic problems. We
have invited you 150, from many different backgrounds, to provide us
with your vision in structuring these new solutions. You all are leaders
in business or labor or academics or social movements because, above
all, you have had visions of turning the improbable into the possible
through hard work and reasoned thought. This Committee and this
country needs to hear from people like you.

And we need especially to hear from you at a time when stability
in the world is threatened for many reasons: natural resources are
dwindling and many are being controlled by cartels; the economic
disparity between nations is wide and growing; political differences
within entente blocs threaten armed confrontations at a time when
military imbalances encourage adventurism; world power appears to
be decentralizing into unpredictable patterns; and individual stand-
ards and aspirations have been modified into unconventional attitudes.
Each of these striking changes will have its impact on future economic,
political and social conditions, and your assessment of these new de-
partures is needed so that we can anticipate, assess and address these
changes as the situation merits. But we need the appraisals of the
impacts of change now so our judgments of the courses of action will
be relevant to the future rather than the past.

The Joint Economic Committee is the proper forum for the devel-
opment of a new economic doctrine for it was the first congressional
body not only to recognize the error of this country's economic policies,
but the harm those policies were doing. The recognition was biparti-
san, and the conclusion reached in the Committee's 1979 Annual Re-
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port and subsequent Reports were supported by all the Democrats and
Republicans, liberals and conservatives, on this Committee.

Reports of the Joint Economic Committee in recent years have
emphasized that a policy shift aimed at stimulating the supply side
of the economy was needed:

That inflation cannot be fought by high taxes which reduce
the supply of goods on the shelf;

That unemployment cannot be lowered by aggravating infla-
tion because inflation causes unemployment;

That the key to our rising standards of living-until recently
unsurpassed-is our unequalled productivity growth;

That to reverse our recent miserable productivity performance,
policies that stimulate saving and investment must be adopted;
and

Finally and above all, economic growth is a worthy, proper
and -absolutely necessary solution to our economic and social
problems.

While the Committee is justifiably proud of its meaningful achieve-
ment, you have not been asked here today to merely set your stamp
of approval on a prepackaged set of solutions. This Conference has
been convened today to seek your advice, to learn from your special
knowledge and experience and to be invigorated by the exchange of
ideas between all the participants here.

This day's work is not an extraneous exercise. The conclusions
reached at this Conference will be presented to President Reagan as
the Committee's recommendations drawing from your advice and
counsel, as to the economic policy steps to take to lay the foundation
during the first 100 days of the new President's term and to set the
patterns for the decade ahead.

This is our task today. All of you have put aside your important
work to be here. Many of you have traveled thousands of miles to
participate. Your effort has a purpose in that you are fulfilling your
duty to your country. Your generosity in agreeing to piece together
an economic agenda shows your willing and quick response to aid
your Nation in an hour of distress.

But your effort has a sounder purpose, a higher meaning. For dutyto your country is nothing more than service and responsibility to
the people of your country. We must never forget that worsening
economic statistics are a cold reflection of human misery. High unem-
ployment 'and inflation damage peoples' lives, harden peoples' atti-
tudes and threaten peoples' hopes and dreams.

The Joint Economic Committee for over 30 years has attempted
to provide expert economic analysis to all branches of Government.
Because the economic times of this country are unusuZly troubled,
the Committee has taken the extraordinary step to ask all of you for
your advice to aid our deliberations. Your participation will help
this Committee. It will have an impact on our Government. And most
importantly, it will provide a unique and necessary service to your
fellow citizens.

It is for this last reason that I most sincerely welcome you here
and most fervently thank you for coming.
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B. Keynote Speakers

STATEMENT OF WILLIAM M.. BATTEN, CHAIRMAN,
NEw YORK STOCK EXCHANGE, INC.

A TIME OF OPPORTUNITY, A TIME OF DANGER

This is an historic event. Never before, to my knowledge, have a
group of leaders of government, labor, business, academia and en-
vironmental and consumer groups sat down together to discuss policy
options and recommendations for presentation to a new Administra-
tion.

I would like to express my gratitude, which I am sure all of you
share, to the sponsors of this conference and especially to Senator
Bentsen and the Joint Economic Committee of Congress for taking
the leadership in planning this gathering.

The timing of the conference could hardly be better. Our Nation's
poor economic performance during the Seventies is a matter of rec-
ord, as these all-too-familiar statistics illustrate:

Our annual economic growth rate fell a full point from that of the
Sixties. It was 3.8 per cent in the 1960s and 2.8 per cent in the 1970s.

Consumer price inflation more than quadrupled in the last decade,
from a rate of 1.8 per cent a year in the 1960s to 7.6 per cent in the last
10 years. It has been in the double digits recently.

Our annual productivity growth rate for the Seventies was less
than half that of the Sixties-dropping to 1.2 per cent in the last
decade from 2.9 per cent in the Sixties. And in the last two years,
total productivity actually declined in this country.

Our share of fre world exports has declined substantially, from
18 per cent in 1960 and 15 per cent in 1970 to 12 per cent this year.

Of the eight major industrial nations, the United States ranked
last in average annual per cent increase in savings during the 1970-
1978 period.

During the same period, the U.S. also ranked last in business capi-
tal expenditures as a percentage of GNP.

We created almost two million jobs a year since 1970, which was
quite an accomplishment, yet at the same time our unemployment
rate was climbing, from an annual average rate of 4.8 per cent for
the Sixties to 7 per cent the last five years.

Finally, the typical real U.S. wage has been trending downward
since 1973, and the biggest drop occurred during the last two years.
In purchasing power, the typical American worker's wages in 1980
are no higher than they were in 1962 and are almost 15 per cent less
than they were in 1972 and 1973.

And what's even more discouraging, we face a new decade with no
evidence of any real improvement in the unfavorable trends.

Our poor performance has serious economic and human implica-
tions. The American people understand the seriousness of the situation,
as we have found out in two public opinion surveys commissioned this
year by the New York Stock Exchange. The most recent poll was taken
three weeks ago. Here are a few of the key findings:

The American people understand the problems we face are severe.
Sixty-one percent say this is a genuine crisis and not just a situation
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involving some minor problems. In fact, more than half of the re-
spondents think the nation is likely to suffer a 1930s-type depression
in the next two or three years.

The people are feeling the effects of our economic problems per-
sonally. More than 80 percent say inflation has cut their buying power
during the last year, and two-thirds feel their income is increasing
more slowly than prices.

The public expects major changes to be made by the new Admin-
istration and Congress, and it is willing to give new policies a chance
to work. Fifty-four per cent expect major changes in economic policy.
The Administration's new economic policies should be given three
or more years to work before we can expect results, 64 percent say.
And, significantly, 93 percent of the respondents say that, since noth-
ing else has seemed to work, they are willing to see the new President
try new policies even if they don't agree with the policies themselves.

The public sees no overnight improvement and in fact expects the
economic situation will get worse in the next year. Fully 48 percent
of Americans say that inflation will actually increase in the next year,
while 34 percent say it will remain the same and only 16 percent say
it will decrease. Thirty-one percent of the respondents say they think
unemployment will increase next year, while 44 percent say it will
remain the same and 22 percent say it will decrease.

The people know that solutions to our problems will take a long
time. Of the 61 percent who say we face a real economic crisis, three-
fifths say it will last three years or more, 22 percent say it will last
more than five years, and only 8 percent say it will be over in a year.
Looking ahead, 67 percent of Americans say it will take three or more
years to reduce inflation to 5 percent a year. Sixty-five percent say it
will take three or more years to reduce unemployment to 5 percent.
And 57 percent say they believe it will take three or more years to
balance the budget.

Interestingly, Americans indicate a willingness to suffer short-term
hardships if they can achieve long-term economic benefits. Seventy-
seven percent of the respondents say they are willing to accept a
higher rate of inflation for a year if that means a stronger economy
in the long run. Eighty-three percent say they are willing to accept
almost any program that has a chance of reducing inflation-even if
it makes things difficult for the short haul.

To sum up the survey findings, we see the public is more sophisti-
cated than might have been thought. While the people do not expect
the nation's economic problems to be solved overnight, they want and
expect major change and they expect to see significant, positive change
within a reasonable timeframe.

This, then, is a time of opportunity for those in leadership roles-a
time for the development of a new economic strategy and the necessary
policies for implementing it. It is a time when new strategies and
policies may be accepted with considerable public understanding and
forebearance.

Others have observed that this is a period of difficult problems. As
the report of the Commission on Critical Choices for Americans said
in 1976:

... institutions and values which have accounted for our astounding progress
during the past two centuries are straining to cope with the massive problems
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of the current era. The increase in the tempo of change and the vastness and
complexity of the wholly nev situations which are evolving with accelerated
change, create a widespread sense that our political and social system has serious
inadequacies.

We can no longer continue to operate on the basis of reacting to crisis, counting
on crash programs and expenditure of huge sums of money to solve our problems.
We have got to understand and project present trends, to take command of
the forces that are emerging, to extend our freedom and well-being as citizens
and the future of other nations and peoples in the world.

The difficulties in taking command of the forces that are emerging
must not be minimized.

Our society is highly fragmented, for example. The traditional
political power centers-the political parties and the chairmen of the
Congressional committees, for instance-have seen their power erode.
The old-time party loyalty and discipline, the cement that helped to
get agreement on policies and programs, has been greatly weakened.

Adding to the fragmentation of our society is the rapid growth of
single-issue constituencies with skill in gaining acceptance for their
views through effective use of the media. In describing the fragmenta-
tion, I do not mean to judge it. Whether it is good or bad, it is a fact
of life.

Another difficulty is the dangerous erosion of our competitive posi-
tion in the world, threatening both our economic health and our na-
tional security. Foreign competition is more severe than ever before.
Our domestic corporations must compete against companies that are
more competent and more aggressive today and that often have their
governments as allies and partners for both financial and research
resources.

Perhaps our most difficult task is settling on an overall strategy to
begin with. There are, however, a few basic goals that I think we all
can agree on that can help us shape a viable strategy.

One is the recognition that the individual is more than merely an
economic beino. Economic benefits alone will not fulfill people's hopes;
they want a higher quality of life. As the preface of the Report on
Critical Choices for Americans said:

Concern for the quality of life for all Americans has reached a new level of
awareness in this country. The comfortable belief has all but disappeared that
with enough legislation and enough money, quality could become a reality for
everyone. Americans, and particularly young people, are looking beyond the
"standard of living" as the measurement of quality-they are searching for
new meaning, new self-realization and new purpose in their lives.

There is no GNP for quality of life, for individuals or for a society. Quality
in one person's life can be, and often is, meaningless in another's. While we
can and do measure the objective areas of quality of life-per capita income,
level of education, employment status, health care, housing-the subjective
elements of quality of life-the values, the attitudes, the philosophies by which
we perceive quality-are much more elusive. We pursue it in very different
ways.

In that same report, Senator Moynihan, then a professor at Har-
vard University, posed two questions that I think can help focus our
discussion on the most important choices we face. "There axe only
two critical choices affecting the quality of life," he wrote. "The first
is, How much growth do we want; the second, How much government
do we want."
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Real economic growth has provided the basis for our present stand-
ard of living. Unless we want to risk a further decline in our quality
of life, we must accept at least some economic growth. And an accele-
ration of the rate of real economic growth is the only way we can
provide the 15 million new jobs we need in this decade.

A national consensus on a goal of real economic growth would pro-
vide the broad policy base for' the formulation of specific implement-
ing strategies. We must have policies that create additional, new
wealth rather than policies that merely redistribute the existing store
of wealth. To do otherwise would create unmanageable social conflict
and tear our society apart as each group tries to improve its economic
position at the expense of all other groups.

Trying to answer the second of Senator Moynihan's questions, how
much government do we want?, requires us, because we have a mixed
economy, to think through not only the appropriate role for govern-
ment but also the role of the private sector and the relationship be-
tween the two.

Government's role, in addition to its normal responsibilities of estab-
lishing and enforcing necessary laws and regulations, should have a
responsibility to provide a total environment which enables the private
sector to make its maximum contribution to the economic strength of
our nation and the quality of life of our people. Operating in the right
environment, management and labor jointly determine, to a large ex-
tent, the productivity and thus the contribution of the private sector.

We can see some examples of corporations that have good produc-
tivity increases. They seem to have common characteristics. Their
management establish priorities for healthy, long-term growth. They
allocate significant resources for research and development, for capital
investment and for people development. Their management style is
based on respect for the individual and on the belief that the individ-
ual worker can make a contributioin for improvement of work ar-
rangements. The net result is increased job satisfaction for the worker,
a climate of growth for people, and more innovation, resulting in
higher productivity.

Our complex problems will not yield to a compartmentalized ap-
proach by government or the private sector. New and additional ways
to cooperate, to work together for the common good, must be found.
Our survey shows that the American people want such cooperation.
Eighty-seven per cent of the respondents say there has been too little
cooperation among business, labor and government, and 83 per cent be-
lieve closer cooperation should be a higher priority for the next few
years.

The American people are saving to all of their leaders-government,
business, labor, environmentalists, consumer groups: Put aside your
parochial differences, identify the crucial policies necessary for
healthy !Trowth and work together to make a higher quality of life a
reality. You can and must work together to marshal our nation's
abundant resources-human, natural, physical and technical-to bring
this about.

One of the greatest deficiencies today is in the development of our
most important asset-our human resources. A dramtic example, of
course, is the number of employable people who don't have jobs. Less
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dramatic, but very important, is the failure to match the requirements
of jobs with knowledge and skills of people. Young people are enter-
ing our workforce today ill-prepared for today's jobs-let alone to-
morrow's jobs. We are at the beginning of a technological revolution
which is driving a maj or change in job content and the skill require-
ments to fill the more technical Jobs.

If we are to improve the development of our human resources and
train our young people properly, government, business and labor must
work together closely with our educational institutions.

This is but one example of the crying need for cooperation.
The fragmented nature of our society and the nature of our polit-

ical process combine to create a demand for an extraordinarily high
level of leadership. How many times have we heard the commit, "It's
a sound idea but it's not politically do-able"?

Effective leadership today calls for the ability to organize coalitions,
to develop consensus and to communicate effectively.

There are, in fact, some encouraging signs of consensus-building.
The bipartisan reports of the Joint Economic Committee, with their
emphasis on the need for policies that would encourage savings, invest-
ment and job creation, are evidence that consensus-building is possible.
In addition, the Conference on U.S. Competitiveness at Harvard last
April and this conference, among others, represent encouraging signs
of cooperation.

The American people in our survey say they are willing to give new
economic policies a chance to work, perhaps as long as three or four
years. In reality, the length of time will depend on their level of under-
standing of the new policies and programs and the extent to which
they perceive benefits will be derived from them.

In today's world, effective communication by the President is essen-
tial if the people are to understand our problems and the status of our
progress and thus have a basis for evaluating fairly the policies and
programs. The corporate world has found it desirable to supplement
the annual report with quarterly and interim reports to try to keep
its constituencies adequately informed. Perhaps consideration should
be given to supplementing the State of the Union Address and press
conferences with more frequent, perhaps quarterly, progress reports to
the American people.

This is a time of opportunity for leaders in business, government,
labor and other areas, a time when the American people will accept
strong economic measures and will endure short-term difficulties look-
ing for fundamental solutions.

This is the time for all leaders to find effective ways for their constit-
uencies to work together. The adversarial tone and mutual distrust
that still mark those relationships must give way to a higher level of
trust and cooperative action. Only then can we begin to reverse the re-
cent unfavorable trends. Only then can we begin our journey on the
high road that will help all of our people achieve a better quality of
life, both material and non-material. Only with a new higher level of
cooperation among our major constituencies will we be in a position to
effectively discharge our responsibilities as a world leader.

In addition to a change in attitude, we must make a commitment to
work together, institutionalizing, if possible, that commitment through
various means.
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Yet this is also a time of danger. One clear implication of the sur-
vey results is that the American people perceive a failure of leadership
in all sectors of our economy. Unless we take advantage of the present
window of opportunity to make some strong moves to change our eco-
nomic direction, increasing public cynicism and distrust can pose a
serious threat to the continuance of our political and economic system.

This is the challenge we face now.
Poor economic performance for a decade, a deep and pervasive con-

cern in the public about our economic results and direction, plus the
expressed forebearance of thOAmerican people in accepting long-term
solutions, make this a time of unique opportunity.

As leaders, we cannot hesitate.
Nobody knows how many more windows of opportunity American

leaders will have.
We must act now.
We dare not wait.

STATEMENT OF BARBARA JORDAN, PROFESSOR, LYNDON BAINES JOHNSON
SCHOOL OF PuBLc AFFAIRS

The letter inviting me to speak at this conference stated in part,
"Would you give us your thoughts . . . on the issue agenda which the
next President must face during the first critical 100 days of his ad-
ministration. We want to know what you think the priority issues are
and we want to hear your suggested solutions." Like most political
observers, I will be definitive about the issues and less so about their
solutions.

More specifically, the letter indicated that the Joint Economic
Committee is working on an agenda for economic policy to be presented
to the President-elect prior to the inauguration.

I congratulate you for this undertaking. The American people
place economic issues at the center of their concerns and somewhat
indistinctly perceive the effects of correct decisions at the center. What
is decided regarding economic issues could have far flung interrelated
effects. Each of the subjects of today's seminars-unemployment, in-
flation, energy, productivity and international trade, represent a criti-
cal component of the economic conditions which beset us and each are
concerns of the public and private sectors.

I further congratulate you on the mix of invited conference partic-
ipants. Your invitees reflect what I hope is a developing view that any
program which portends to offer workable solutions to the problems
of the economy in the 80's must include representatives from the cru-
cial triumvirate, (government, business, labor) as well as others with
vital interests in such an undertaking. No negative intent inheres in
my reference to government. business and labor at the crucial trium-
virate. It is simply a recognition of the practical reality that if effec-
tive action on the economic problems of the 80's is to be taken, coopera-
tion between these threegroups is essential.

No single component of our society can unilaterally make the econ-
omy healthier and restore America's confidence in the future. The Con-
gress cannot do it alone, nor can business, labor or the President go it
alone. The task before us requires the cooperation of all of us. . . . A
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cooperation which will produce some winners and some losers, but no
"winner take all." The people will look to the President for leadership,
but they will insist on a clear definition of where we are being led.

In a September speech to the Economic Club of Detroit, Lane Kirk-
land said, "We welcome the President's proposal to establish an Eco-
nomic Revitalization Board that will make labor and management
partners with their government in this critical program."

William Batten said in an April speech at the Conference on U.S.
competitiveness, "All of us have to work together to build a consensus.
Government, business, labor, academia, consumer groups-all have to
join in a coalition to decide on what we should do and then to make
sure that it gets done."

A recent survey conducted by Cambridge Reports, Inc. for Union
Carbide Corporation finds that, "Americans are strongly convinced
that the most important first step toward solving these problems is a
greater degree of cooperation among all the groups and institutions in
our society. The public does not believe the government and business
today work together closely enough on economic problems and it wants
business, labor and government to cooperate in stimulating greater
growth."

There appears to be significant agreement that greater cooperation
is needed if satisfactory solutions are to be found to the economic prob-
lems which abound. But how will such cooperation be engendered? It
will not be easy. Joint appearances at conferences by representatives
of business and labor cannot obliterate decades of hostility and con-
frontation. We cannot expect that labor will renounce its Samuel
Gompers heritage of devotion to self-interests, such as improvements
in wages, fringe benefits and working conditions. Similarly, we cannot
expect business to abandon its devotion to the. self-interests of profit
and growth.

What we can-and do-ask is that business and labor enlarge their
bargaining framework-widen their perspective-raising their sights
from limited, narrow interests to national interests, from considera-
tion of a domestic market to a worldwide market. We want business
and labor to consider the effects of its decisions and make the public
interest and equity the overriding/predominant criteria of its de-
cision making. Structuring such a new framework would require the
unusual negotiation teams of management and labor-persons of
good will and vision who would allow the outlines of their common
interests to emerge.

As an observer who listens, I hear the strains of discontent, indeed
it is a clamour, arising from the public and private sectors. We want
to have confidence in the future. We want to have confidence in our
institutions. For this confidence to exist, real economic growth must
have the highest priority on the nation's agenda. Without such pri-
mary goals, solutions to the problems of unemployment. inflation,
energy, productivity and international trade will continue to elude
us. The need for the economic growth of which I speak is too great
to be met by merely an incrementalist or tinkering approach. The
target set should be high but reasonable and action to reach it should
be sustained.
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I quote from and subscribe to, a recent New York Tim-e editorial
titled, "How to Defend America" "The great temptation will be to
do a little of everything, and not much of anything. But a bold new
President would cut through the clamor and directly attack the*
source of America's weakness: A sputtering, inflation-ridden, en-
ergy-dependent economy.

"Unless it achieves significant economic growth in the next few
years, America, with or without more missiles, will not regain the
confidence of allies or the respect of adversaries. And real economic
growth depends overwhelmingly on government discipline and in-
centives that stimulate production and restrain consumption. The
more goods and gasoline that Americans can produce, and the less
that they immediately consume the safer and more prosperous they
will become....

"Details aside, there is simply no way to defend American security
without putting the economy ahead of every other claim. Without
economic revival, inflation will hobble new weapons programs and
dissipa~te military pay increases. Without economic revival allies will
become trading enemies and nations depending on American support
will turn elsewhere. Without economic revival, social tensions will
tear at public morale."

My friend, Walt Roston of the Department of Economics, Univer-
sity of Texas, wrote in a recent letter to me, "A real surge in produc-
tivity will not be possible without high sustained growth; and con-
tinued high inflation will frustrate that most essential condition for
the continued social progress of our society, except for the equally
important freeing of ourselves from the tyranny of oil imports."

I join the advocates of high sustained economic growth. The al-
ternative is totally unacceptable. Twenty million Americans are ex-
pected to enter the work force during the next ten years. What will
they do? Do we plan to offer them work in moribund industries whose
only hope for survival is a government installed life support system?
Or a reinvigorated, healthy and productive economy eager for the
input of their time and talent? Real economic growth must be our
nation's goal.

Of course, it is easier to state a goal than to meet it. A number of
possible solutions have been proposed for our economic problems,
solutions that to me, a non-economist, are worthy of consideration. Be-
cause if properly conceived and executed, they could meet the criteria
of equity and serving the public interest.

One such proposal would be, "A wage, price, dividends freeze to
break the unit cost inflationary expectations now built into our econ-
omy and its institutions, to be followed by a long-term incomes policy,
not permanent wage-price controls. It would be understood that the
freeze would hold until business, labor and government representa-
tives achieve agreement on criteria and a method for negotiating
wage-price stability and Congress acts in support of that agreement."

Felix Rohatyn, chairman of the N.Y. Municipal Assistance Corpo-
ration, states that, "Any national economic program to have a chance
of success must combine austerity with growth." He then proposes
that in order to "begin to control inflation, an incomes policy that
relates wage and price increases to productivity is essential; it should
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be administered through benefits and penalties of the tax system
rather than through a new bureaucracy. A wage/price freeze should
be imposed until such an incomes policy can take its place."

From the political sector, Senator hibicoff tells us that our anti-
trust laws may require adjustment to allow U. S. corporations to com-
pete effectively abroad as other nations do, permitting certain prac-
tices we would normally discourage at home in terms of combined
marketing strategies.

Sen. Bentsen asks, "How do we put the brake on inflation, restore
stability and remain competitive without throwing our economy into
a major recession." He responds, "We begin with a balanced budget-
and there is every reason to believe we can balance it in 1981. We be-
gin by holding the lid on government expenditures ... by continuing
to pursue stable fiscal and monetary policy."

Lesley H. Clark, writing in the Wall Street Jour'nal recently said,
"The Reagan administration, with a strong commitment to a free econ-
omy, won't push for wage or price controls at any time soon. But high
inflation, high interest rates and a weak economy could bring eventual
controls."

Whatever solutions are proposed, I believe we will find substantial
agreement that our economic problems will not yield to a quick fix,
political posturing or bureaucratic tinkering. We must take the long
view and offer structural and programmatic changes that will last not
just through the next election, but as long as warranted. What we do
here may heighten public cynicism or plant the seeds for a revitalized
America.

Collectively, we have been participants in decades of inter-group
hostility and confrontation. We are labor, management, government,
minorities, environmentalists, consumers, people. Is it at all possible
for these strangers to become friends and partners working together
in a spirit of cooperation?

It will not be easy, but we must begin. We begin without any pre-
fixed notion of placing blame on any persons, groups or institutions.
There is enough blame for all to share. We must shed our parochial
sensitivities. Labor must understand that complaints of declining pro-
ductivity are not a polite condemnation of the American working men
and women. As one of my students, Art Ziev, wrote in a recent paper
on declining U.S. productivity, "In order to keep the productivity is-
sue in proper perspective, it is important to note that the concern about
declining American productivity refers to the rate of productivity
growth and not total productivity." Business must not apologize for
being motivated by profit but develop ways to enlarge the distributive
share available for the public good. Government must be willing to
change past policies which stifle growth and discourage competition.

If sacrifice is required it must be mutual.
Any programs developed must be fair.
The public interest must be served.
You may reject my pleas for serving the public interest as unrealis-

tic. You may view self-interest as inevitable . . . an undeniable fact
of human nature. I say you are wrong. It should be reason/intellect
which controls us. We decide on the Rational/Reasonable approach
to solving our problems. For political philosophers from Socrates



and Plato to Walter Lippmann caution us that to be controlled by our
appetites is barbarism.

To paraphrase Reinhold Niebuhr, we have an obligation to check
our own egoism, to comprehend the public interest and thus enlarge
the area of cooperation.

This is a time for Lyndon Johnson's invocation of Isaiah's
invocation,

Come now, let us reason together.

STATEMENT OF LANE KIRKLAND, PRESIDENT, AMERICAN FEDERATION
OF LABOR AND CONGRESS OF INDUSTRIAL ORGANIZATIONS

Dean Rostow, Mrs. Johnson, Senator Bentsen, ladies and gentle-
men, I would like to commend Senator Bentsen and his colleagues on
the Joint Economic Committee for convening this forum. It is my
sincere hope that the purpose of this assembly-the development of a
bipartisan economic agenda-can be achieved.

I will not offer you my particular list of mistakes and misfortunes
that have led to the nation's current sad state of economic affairs. I
have too much faith in the strength and resiliency of the nation's
people, processes and institutions to admonish and warn in terms of
"watersheds" or imminent crises.

But the fact that the economy is adrift is undeniable. Bearings must
be determined, a destination established and an appropriate course
charted.

There are immediate problems to solve like the day-to-day financial
and emotional plight of those who are unemployed and those whose
only hedge against inflation is a tighter belt and a lowered aspiration.

And there are fundamental issues exemplified by urban decay, en-
ergy insecurity, falling real incomes and the stagnation and decline
of industries essential to domestic economic balance, growth and in-
ternational security.

The first task is to put aside the polemics and false dichotomies that
permit demagogues to leap from concrete discussion of need and
genuine injury to the fingering of scapegoats and demands for pen-
ance and retribution.

A division between those who think government is too big and
those who think it too small will not clean up a stream, repair a
bridge or enhance a skill; nor will it get rid of a cumbersome form, an
outmoded regulation or an unnecessary program.

Do we really need to answer the question, "Are the taxes too high or
too low?" when the critical questions are "Who is paying their fair
share, who is not and are public facilities and service adequate?"

Should policies be shaped in response to a "consumption versus in-
vestment" aggregation that fails to recognize that consumption in-
cludes bread as well as caviar and "investment" makes no distinction
between a lathe and a gambling casino?

We still imprison ourselves in an ideological trap of free trade versus
protectionism. I suspect that few Americans endorse the motion that
we can grow indefinitely and ignore environmental and resource limita-
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tions. Yet that does not mean we can no longer afford progress nor
does it mean that goals and values must be redefined-ever downward.

I might point out that the inflation versus unemployment dilemma
was resolved by attaining both, and I submit that the mutual ex-
clusivity implied in the newest formulation-dichotomy of demand
versus supply-side economics-could lead to the attainment of neither.

It is my understanding that after this opening session, each of you
will be participating in seminars specifically addressed to five topics:
Unemployment, inflation, energy, productivity and international eco-
nomic problems.

Trade unionists will participate in each seminar and, in the spirit
of this conference, emphasis will be on ways to unify rather than
divide. We arle comfortable with such a framework; free collective
bargaining is, after all, an institution to resolve differences.

Last summer the AFL-CIO presented a program and an agenda
to the platform committee of both political parties. No attempt was
made to devise one program for presentation to the Democratic Con-
vention and another that might be more suitable for Republican
acceptance. Our theme and our goal, at that time, was "An America
that works for everyone." Nothing has happened since then to change
that objective.

Unemployment and inflation-two of the issues before you-repre-
sent the most graphic indicators of national economic failure and indi-
vidual hardship.

I am convinced that the persistence of the notion that one must be
fought by sacrificing the other, regardless of cause and insensitive
to effect, has been the most serious impediment to progress against
either. Most frustrating is the fact that this ideological trap is a self-
imposed one, and, despite all the evidence of damage and destruction,
policy makers stubbornly refuse to recognize that the emperor has no
clothes.

In November, according to the Department of Labor, unemployment
was 7.5 percent of the labor force and almost eight million people were
jobless. An additional 969,000 had dropped out of the workforce be-
cause they knew the search was futile and another 1.6 million were on
part-time wages because full-time work was not available. But this
overall number, as bad as it is, represents only the tip of the iceberg.

For blacks, for example, unemployment is almost twice the national
average, and one out of every 3 black teenagers is jobless. Over the past
year, 800,000 manufacturing production worker jobs have been wiped
out, unemployment is above 9 percent in 4 States and 31 cities includ-
ing 8 metropolitan areas with reported rates of 12 percent or higher.

These sharp departures from the average argue for programs and
policies that can address specific needs and particular problems such
as public serivce jobs, accelerated public works, energy and trans-
portation programs and housing construction. Public employment
programs provide needed services and new skills which add to the
nation's productive potential. Public works programs can be targeted
to provide jobs and facilities such as sewers, water and transportation
essential to econommic develo-ment. Upemploved workers can be put
to work in energy conservation projects for schools, hospitals and the
homes of low-income families. Improving railroad, mass transit, high-
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way, maritime and airport facilities would also lead to further energy
conservation. Spurring housing programs for low and middle-income
families would help reduce the severe housing shortages that drive up
home prices.

I fail to see how huge across-the-board tax cuts for business or even
individuals can solve these problems in a timely, effective or efficient
manner. Tax policy has a role to play, but I urge you to recognize that
tax cuts generate jobs in a very indirect and imprecise fashion. They
add to budget and inflationary pressures and divert resources and
attention from programs that can be specifically and precisely targeted
to the industries, areas and the people who are most in need. They also
provide another excuse for the Federal Reserve Board to squeeze the
economy.

Similarly, inflation must be dealt with in terms of specific causes and
selective effects. It is not the spending habits or the wages, pensions
and welfare needs of low, moderate and middle-income Americans that
are responsible for a 16.9 percent increase in the cost of fuel over the
past year, or the 14.1 percent jump in housing costs, the 10.9 percent
rise in medical care or the 10.1 percent in food prices.

Specific targeted policies-to channel credit. moderate energy price
increases, increase housing supply, control medical costs, maximize
agricultural output-are essential to deal with inflation.

Such policies, admittedly, are not particularly fashionable topics
around Washington these days. Nevertheless, we cannot permit our-
selves to experiment with the lives and the futures of ordinary people
by trying to prove that less is really more.

In developing your agenda for inflation and unemployment, I urge
you to recognize that the policies that lead to the enforced idleness of
men. women. machines and equipment-policies that create huge gaps
between the economy's potential and its performance-are the funda-
mental impediments to curbing inflation. A fully employed economy
would generate the output, savings and investment needed for price
stability.

And, a fully employed economy would generate jobs' for the growing
labor force. The basic human right of every American to full opportu-
nities, for useful paid employment at fair rates of compensation is part
of this nation's. body of laws. It is not -a will-o-the-wisp nor an item for
compromise and concession. It is a social and economic imperative.

I am pleased that one seminar will deal specifically with energy.
Our extraordinary dependence on unstable supplies has been a barrier
to economic progress and a major contributor to worldwide tension
and instability. For seven years the nation has been -at the mercy of
the OPEC cartel and the multinational oil companies. The sanction-
ing and encouraging of higher prices for consumers has been the major
means to promote needed conservation and development. The result
has been hardship for many and greater wealth for a privileged few.

One key to breaking OPEC's stranglehold on the U.S. economy is to
provide the federal government with the authority to determine the
amount of oil to be imported, to negotiate its price, and to see that it is
allocated in a manner which meets the needs and interest of all seg-
ments of society.

Conservation is of major importance but its approach must be equi-
table as well as effective. Among such measures are gasoline rationing;
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heating, lighting and cooling controls; mandatory building efficiency
standards; restructed gas and electricity utility rates, conversion of
oil-fired boilers; cogeneration; strengthening of automobile fleet
standards and establishment of energy efficiency standards for
aDDliance.

Government loans, loan guarantees and grants should also be avail-
able to private citizens, as well as businesses, for installation of new
conservation equipment. Goals should be established for oil and nat-
ural gas to be replaced by alternative forms, and a substantial commit-
ment must be made toward the advancement of solar, gasohol and
geothermal technology.

The nation must never relax stringent health and safety regulations
governing nuclear power and nuclear waste disposal. Safety hazards
must be further reduced so that nuclear power will enjoy the public
support it must have to become a significant energy source.

To finance the high cost of technology to develop synthetic fuels,
President Carter and the Congress established a multi-billion dollar
Energy Security Fund. This has already stimulated development of a
variety of synthetic fuel production processes such as shale and coal
liquification and gasohol.

These efforts to promote synthetic fuels must be expanded and they
must be administered in a fashion which leads to the selection of the
most promising and efficient production methods.

The Federal Government must also bear the responsibility and
expense for expanded research into any potential environmental haz-
ards which may result from development of synthetic fuels.

I believe the decision to decontrol the price of oil was wrong. The
control of energy prices and energy company profits is a legitimate
responsibility of Government. Legislation is needed to prevent oil
companies from diverting the capital resources needed for develop-
ment of domestic energy sources to acquisitions or mergers with
companies in other industries.

High on the priority list in any consideration of economic prob-
lems facing the U.S. is the question of Maritime policy, and I am
glad to note that President-elect Reagan, in addressing one of our
affiliated unions, stated, "a major goal of my Administration will be
to assure that American flag ships carry an equitable portion of our
trade. . . ." Let me offer three suggestions which would help to
achieve this goal.

First, let us insure that the sharp increase in coal exports is handled
in a way to further the national policy to strengthen our merchant
marine. The nations of the world need our coal.

Let us strike bilateral shipping arrangements as part of the bar-
gain which will assure that American flag ships carry on equitable
portion of our coal exports.

Second, let us make sure that the U.S.-China Maritime Transport
Agreement is fully implemented. The agreement states that it is the
intention of the Parties "that their national flag vessels will carry not
less than one-third of bilateral cargoes." We need to make certain
that this provision is honored in practice and not ignored, as has
been the case with respect to the U.S.-Soviet Maritime Transport
Agreement.
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Third, let us see to it that our Merchant Marine again would be
able to carry out its responsibilities as a naval auxiliary in wartime.
We must have men committed to that aim heading up our Navy and
Military Sealift Command. The spectacle of a British fast store ship
entering our harbors this week, under charter to the Military Sealift
Command, for use in the troubled spots of the world because U.S. ships
were not available to fulfill its mission, is a disturbing symbol of our
present condition.

As to productivity and international economic problems, the re-
maining issues on today's agenda, I urge you not to waste time or
tears in mourning the alleged demise of something called the "work
ethic", and nothing will be accomplished if you direct your attention
to the pursuit of an academic abstraction called "free trade."

The notion that productivity growth is essential to solving economic
problems begs the question. Perceived lags in growth of productivity,
as presently measured, however, provide an easy excuse for economic
failures and a convenient rationale for attacks on unions and on laws
that protect consumers, the environment and workplace, health and
safety.

I also suspect that the legislative history of virtually every busi-
ness tax loophole and gimmick contains the appropriate genuflection
to a "need to increase productivity and enhance international
competitiveness."

Productivity improvements stem from many factors. More private
sector machinery, equipment and structures is certainly one source,
but it is not the only one. The most definitive study on the issue indi-
cates that such investments explain only some 15 percent of the nation's
long run productivity gains and that the most significant factors are
education and advances in knowledge which account for over two-
thirds of the gains-most of which are financed through the public
sector.

In light of such evidence how can so many self-styled protectors
of the "taxpayers dollars" advocate a $50 billion plus corporate
depreciation tax giveaway that will primarily pay firms for doing
what they would do anyway and at the same time argue that unem-
ployment compensation is a deterrent to hard work, that welfare
destroys character and that a publicly financed facility such as a
bridge, road or sewer is a make-work boondoggle.

It seems to me, there's a double-standard in effect which asks that
a corporate tax giveaway be 'accepted as an article of faith and a pub-
lic investment as a bar to economic freedom.

One item that is not explictly on your agenda-the urgent need
to reindustrialize America-is fundamental to and perhaps even
transcends the issues you will be discussing.

The U.S. economy is rapidly losing essential industries and nar-
rowing its base. In the process, our options become limited and more
and more economic mishaps and misfortunes-from oil supply inter-
ruptions to predatory trade practices-fall into a category of "beyond
our control."

America must continue to be a diversified Nation with a broad and
firm industrial base. It cannot stake its future on the successes or
failures of a -handful of industries nor can it continue its slide into
an economy that provides the services, while others produce the goods.
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We firmly believe that you can't write off major industries in this
country withont paying for it dearly in the future. Nor do we
believe that whole cities and regions of America can be allowed to
become ghettoes of poverty and decay, while others prosper, without
the most grievous social and economic consequences.

The world is not so constituted that this nation can risk limiting it-
self to its own particular list of specialties based on some economic
model makers' idea of cost effectiveness or some academic theory of
comparative advantage-if for no other reason than no other nation
accepts the notion.

Reindustrialization means a recognition that substantial amounts
of capital are required for modernization of plant and equipment in
manv but not all industries and in many but not all areas. Implicit in
this is a need for selectivity and consensus that will require the com-
bined efforts of labor, business and government.

Government must take the lead in developing such a partnership
and be willing to make the huge financial commitment that is neces-
sary. This, of course, cannot come about if the Treasury is laid bare
through massive tax cuts and in the belief that some eighteenth cen-
tury "invisible hand" will guide us-if only everyone else steps aside.
The full cooperation and concerted efforts of business, labor and gov-
ernment will be required. I hope today represents its start.

Thank you.
C. Luncheon Speaker

STATEMENT OF SENATOR LLOYD BENTSEN (D-TEXAS),
CHAIRMAN, JOINT ECONOMIC COMMITTEE

On behalf of the Joint Economic Committee-and as a member of
America's newest minority-I want to thank all of you for joining
us today in Washington and contributing to the success of this
conference.

You are here during a period of domestic change, and I can tell
you it is sometimes difficult adjusting to the new order in the Senate.

Just this morning I had some last-minute scheduling problems, so
I called my good friend Howard Baker, told him what a wonderful
meal we'd be having this afternoon. and asked if he could switch
appearances with me at the conference.

Howard said, "Well, I'd sure like to help you out, Lloyd. But I
think we've already eaten your lunch."

So I think it's safe to predict that the next few years will be an
interesting time in the Senate. They will also be a very critical period
for our Nation, which is facing its most difficult and dangerous eco-
nomic crisis since the Great Depression.

We are here today because we understand that the challenge of
the American economy transcends politics. It goes far beyond our
special-and legitimate-concerns as labor leaders, businessmen, mi-
norities, consumers, or elected officials of both major parties.

We are here because we recognize that the future of America
hinges on our ability to regain control of our economic destiny. to
hammer out a new consensus on where this country is headed and
how we want to get there.



31

That is the challenge of the eighties and that is what this con-
ference is all about.

Since I have only a few weeks remaining as Chairman of the ,JEC,
I will throw modesty to the wind and tell you how proud I am of the
Committee and the fact we are hosting this conference.

During the past two years the Joint Economic Committee has pro-
vided the best evidence I have seen that liberals and conservatives,
majority and minority, can actually agree on the economic Problems
troubling America and the best way to resolve them.

We have demonstrated that it is possible to overcome two decades
of partisan bickering and get twenty members of the House and
Senate to agree unanimously on bold new economic policies for the
future.

The diversity of America is evident in our Committee and at this
conference. But so is a deeper sense of unity and shared purpose
that has always been the secret of America's success.

Our task is to forge unity from diversity. In the Senate we must
demonstrate that bipartisanship can be more than a slogan. I'm
confident we can do it; we can work together to turn our economy
around.

I'm ready to work with President Reagan, his Administration and
the new Senate leadership to restore stability and real growth to the
American economy. To provide the incentives for savings and in-
vestment that will increase productivity and create millions of new
jobs, millions of new opportunities, for all our people.

I'm not going to tell you that we shall always agree; you wouldn't
believe me if I did. But I can promise you that we will walk the
extra mile in the search for consensus. We will aim at the same ob-
jectives and if we can't agree on the best means to attain them we
shall offer responsible, constructive alternatives.

We've got to start today, because there will never be a more promis-
ing time to attack our economic problems. Years ago American sci-
entists probing the frontiers of space saw a once-in-a-lifetime oppor-
tunity. They say the planets of our solar system nearing an unusual
alignment in which a single satellite launched from Earth could
survey Mfars and Jupiter. Saturn and Neptune.

With American technology and know-how, we were able to ex-
ploit that opportunity. We created Voyager II; we sent it on a bril-
liant, flawless mission of more than a billion miles. And today we
have opened up new horizons of understanding in our universe.

As President-elect Reagan prepares to assume office next month, he
will have the opportunity to take advantage of a promising alignment
of forces in our economic universe. We have a once-in-a-lifetime op-
portunity to succeed in the future where we have failed in the past.

Recent studies, for example, have suggested that we can deal more
effectively with even deep-seated inflation if the public is convinced
their government has a workable fiscal and monetary plan to stop it.

For the past fifteen years inflation has been a fact of life in this
country. We, raise prices, wages, rents and interest rates to accom-
modate it. We jaw-bone, we stimulate demand, we prime the pump
and then we pump the prime. The only rational expectation is for
more of the same. Policymakers have failed to demonstrate either the
will or the means to overcome inflation.
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But today we are at a watershed. We await a new Administration
that has promised and won a mandate for new approaches to old prob-
lems. People are alert and watching. For the first time in a long time
they are ready to take a new look at their inflationary expectations.
They are willing to give a new Administration the benefit of the doubt.

That's only the beginning of the good news. Back in the days when
all the pundits were predicting a cliffhanger on November 4 I was
saying we would see a whole new emphasis in economic policy regard-
less of the election outcome.

Today, in the cold light of December, we can see the clear outlines
of agreement on the pillars of a new economic strategy for the eighties.

We see Republicans and Democrats, business and labor lining up
behind policies to increase productivity in our economy, to encourage
more spending by the private sector and less by government, to reduce
the tax burden, to restore freedom and incentives to our economic
system and to blow away some of the regulatory fog that shrouds our
economic performance.

Sure, there are differences-important, vital differences-that must
still be resolved.

We must establish that regulatory reform does not mean dismant-
ling the safeguards that have brought America cleaner water, cleaner
air, a safer workplace, and an honest understanding of product con-
tent. Then we can all agree that cost effectiveness has a vital and legiti-
mate place in the regulatory process.

We must establish that "supply side economics" is not some buzz
word for a business bias in tax policy. Then we can all agree that poli-
cies encouraging our economy to produce goods and services more effi-
ciently will enable us to beat inflation with production lines, not
unemployment lines.

We must establish that a tax cut carefully designed to increase pro-
ductivity, encourage job-creating investment, and help individuals
cope with bracket creep and higher social security taxes need not be
inflationary. Then we can agree that new depreciation schedules to
encourage massive investment in our economic future will pay hand-
some dividends for all segments of our society.

Our workers and consumers, our businessmen and minorities, our
public and private sectors will never see eye to eye on every issue. But
they can-and they must-stand prepared to bargain with tolerance
and good faith to seek the unity and consensus that is vital to our fu-
ture strength and prosperity.

Congress deals in public policy and may have the easiest job of all.
We have heard the voters and they have spoken in angry voices. We
have no real choice but to heed the call for some fundamental changes
in the way government conducts its affairs.

But the search for solutions to America's problems must extend be-
vond the realm of public policy. It must reach every group or interest
represented at this conference.

We count among our guests today some of the top managers of
American business. some of the best educated and most professional ex-
ecutives in the world. But all too often they operate with goals imposed
by the financial community that are counter-productive to the long
range interest of our economy.
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The top levels of American management today have a vested interest
in short term success and profitability, because that is the time frame
in which their performance is judged. Bonuses and tenure are based on
corporate goals as short-term as a politician's next election.

There are exceptions, of course, but too many managers today are
reluctant to devote scarce resources to the sort of research, develop-
ment and global marketing activities that will pay off during th ten-
ure of their successors.

Until the American business community is willing to look and plan
beyond the short term, we will have problems with productivity and
inflation regardless of what we do in the area of public policy.

Labor has an equally important role to play in the long-term battle
against inflation. The word "productivity" has been a red herring for
too long. Some people think it means machines replacing workers.
Others believe it is a veiled call for American labor to work longer and
harder on the job.

Both those stereotypes are wrong. The industries with the highest
rates of productivity increase are the strongest, most competitive sec-
tors of our economy. They are the areas where employment opportuni-
ties-solid, well-paying jobs-are most readily available.

Increased productivity is a bonus for labor; it is good for business
and for the consumer. It is a key element on the road back to stability
and real growth to our economy.

No, the American worker is not to blame for the fact that we have
the lowest rate of productivity growth in the industrialized world.
Lagging productivity in our economy is a result of tax and fiscal pol-
icies that discourage invesment in new plant and equipment. And the
only answer to the problem is incentives for investment that will place
the most modern tools of production in the hands'of the American
worker.

We've lived with our economic problems long enough to recognize
that there are no simple or painless answers, no magical cure for the
plague of inflation.

A bipartisan Congress will help, but it won't be enough. Bipartisan
means two parties-in this case Republicans and Democrats. But we
have seen at this conference that both the source of our problems and
their solution involve more than two parties.

For a decade our country has been in the grip of a centrifugal force.
We have suffered political paralysis; major groups have been warring
against each other, straining the fabric of our unity. Labor and Man-
agement, business and the regulators, the individual and the govern-
ment, Congress and the bureaucracy, Sunbelt and Snowbelt, consumer
and marketer. The list goes on and on. In the absence of consensus,
there has been little effective action. We have let our problems build
to a critical mass.

This conference will be a success if we can set aside the differences
of the past and work together to achieve the unity that is the true
strength of America. When we're united, this country has the assets to
overcome any challenge and succeed as never before in our history.

I don't know about you, but I get awfully tired of listening to for-
eign leaders criticize America. With most of them, our problems would
be their solutions.
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We worry about energy, but it is a fact that we produce half the
energy we consume in America. Competitors like Japan and Germany
would love to have our energy resources.

We talk about unemployment, but it is a fact that we've created
9 million new jobs in three years. No other nation in the world could
even come close to that achievement.

We talk about instability, but it is a fact that the smart money from
all over the world is beating a path to our door, seeking to invest in
America.

Why? Because this is the greatest market, the most stable democ-
racy, the freest economy in the world. And because America is being
sold below book value.

There are over 4 billion people in the world today and half of them
would brave any danger to come here tomorrow if they could share in
America's freedom and opportunity.

Make no mistake about it. For billions of people, America still repre-
sents the dream of a better, freer, brighter tomorrow.

We who are living that dream have an obligation to preserve it. As
we stand at the doorway of a new decade and a new Administration,
let us resolve to seek a new consensus and work together to build a
prosperous, dynamic and secure America that can look with confidence
to the challenges of the future.

D. Closing Speaker

STATEMENT OF SENATOR WILLIAM V. ROTH, JR. (R-DELAWARE),

MEMBER, JOINT ECONOMIC COMMITTEE

As we conclude our discussions on the economy in 1981, I think it is
safe to say that at least one consensus opinion has emerged: the
prospects for the economy in 1981 are gloomy.

Continued inflation, high unemployment, and a stagnating econ-
omy-these are the problems we will face in 1981.

The recession is still with us, and inflation continues at double-digit
levels.

The Nation is confronted with stagnant, if not declining, economic
growth. Working Americans face lay-offs and falling real incomes.

Our major basic industries are declining, and nothing is being done
to reverse the deterioration of our capital stock.

Savings and investments are at record-low levels, and people are
encouraged by government policies not to save and invest for the
future.

In addition to recession, inflation, and stagnating economic growth,
we face a Federal budget completely out of control.

The fiscal 1980 budget, once described as being lean and austere, is
now expected to have a $60 billion deficit.

And instead of being balanced, the fiscal 1981 budget could be as
much as $50 billion in the red.

Federal spending is increasing at a seemingly uncontrollable rate, as
inflation and unemployment push up mandated spending on program
after program.

And federal taxes have increased to unprecedented levels, pushing up
tax rates and imposing a tremendous drag on the private economy.
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Against this background of economic deterioration, the new Admin-
istration and the new Congress face enormous challenges.

No matter what positive steps the new Administration may take, our
economic decline will not be reversed in one year. Prosperity will not be
restored overnight by government fiat.

It is extremely important to realize there are no instant cures. It has
taken us years to get into this economic problem, and we will not solve
our economic proulems unless we make long-term, structural changes.

Despite the temptation to take temporary steps to provide temporary
relief, real economic growth can only be restored through a long-term
strategy.

Nothing is more important than economic growth. And while we
cannot expect to restore economic growth overnight, substantial gains
can be made in the long run, as the following example illustrates.

From 1973 to 1979, tne U.S. economy grew in real terms at a rate of
only 2.5 percent a year. This is well below the 4.4 percent growth rate
realized from 1962 to 1969.

If, after the current recession, the economy continues to grow at the
recent rate of 2.5 percent, GNP will barely reach $3.1 trillion by 1990
in real terms.

But if the economy can regain the growth rates experienced during
the 1960's, GNP will reach $3.7 trillion by 1990, nearly 20 percent
higher.

If this kind of growth can be obtained, incomes and living standards
would be substantially higher; jobs would be plentiful; fewer people
would be dependent on welfare or unemployment benefits.

Federal revenues in 1990 would be nearly $120 billion higher, enough
to provide for a balanced budget, increased defense spending, and ade-
quate funding of nondefense programs. Higher employment levels and
lower price levels would revitalize the Social Security System, as more
funds were paid into the system and less were paid out.

The federal tax burden could be reduced, and prices would stabilize
as the expanding economy eliminated budget deficits and reduced pres-
sure on the Federal Reserve to create niore money. Obviously, the social
gains from economic growth would be enormous.

Three fundamental steps must be taken to restore economic growth
to our economy.

First, we must reject quick-fix solutions and develop a long-term
strategy for growth.

Second, we must concentrate on expanding the supply side of the
economy.

And third, we must enact a tax cut which sharply reduces the high
with more unemployment and continued inflation.

As four straight consensus Joint Economic Committee reports have
emphasized. our economic problems cannot be solved by stimulating
short-run demand. Instead, we must make long-term structural changes
to revive the supply-side of the economy.

For the last fifteen years, our economy has followed a boom and
bust scenario.

To fight every economic slowdown, we have inflated the economy.
Then to fight inflation, we have thrown the economy into a recession.
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And at the end of every recovery, we have had higher rates of inflation
and unemployment, and lower rates of economic growth.

To fight the 12 percent inflation of 1974, we had the recession of
1974-1975.

To fight the 8 percent unemployment of 1975-1976, we pumped up
spending in 1978-1979, which gave us the 18 percent inflation of 1980.

And to fight this new round of inflation, we had the 1980 recession,
with more unemployment and continued inflation.

Each time we have fought recession, we have hyped up demand. We
have increased spending, run up budget deficits, and printed more
money. And at the end of each recession, we have found ourselves with
higher federal debt, higher levels of spending and taxation, and higher
inflation.

Government policies have caused inflation-which is too much
money chasing too few goods-by hyping demand and strangling
supply.

Budget deficits and excessive money creation lead to too much
money.

And a rising tax burden and excessive regulations result in the pro-
duction of too few goods.

Therefore, in order to fight both unemployment and inflation, we
must make long-term structural changes to remove unnecessary con-
straints on the supply of goods in the economy.

We must lower the tax rates on income. We must lower the tax
rates on savings. We must revitalize our productive capacity through
new depreciation laws. And we must restrain the growth of Federal
spending to reduce the percentage of GNP eaten up by the Federal
government.

In my judgment, the present tax system, with its high marginal tax
rates, is one of the principal causes of our economic stagnation.

The individual income tax system is characterized by steeply pro-
gressive marginal tax rates. These high tax rates blunt incentives to
work, save, invest, and produce-and all of the ingredients needed for
economic growth.

That is why I believe it is so necessary to reduce individual tax rates,
and that is why I reject the notion that substantial individual tax cuts
are inflationary. In fact, it is the tax increases, not tax cuts, which
are inflationary.

Substantial tax cuts are needed just to offset the massive tax in-
creases facing the working people of this country over the next five
years.

In fiscal 1980, the total tax burden on the economy as a percent of
GNP equalled 20.6 percent.

In order to keep the tax burden at this same level, Congress would
have to enact a $40 billion tax cut in fiscal 1981 and a $187 billion
tax cut by fiscal 1985.

Holding taxes at last year's level will not increase inflation.
But allowing taxes to increase-which will happen if we do not

have substantial tax cuts-will increase inflation as savings, invest-
ments, and production are further retarded.

Since the tax cuts we are proposing will just barely offset the pend-
ing tax increases, the tax cut will not dump barrels of money into the
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economy. However, the tax rate reduction will allow workers, savers,
and investors to keep more of any additional income they earn from
working, saving, and investing.

The bill we are proposing reduces individual income tax rates across-
the-board by approximately 10 percent a year. When fully effective,
marginal tax rates would be reduced from the present rates ranging
between 14 and 70 percent to rates ranging between 10 to 50 percent.
And once the tax rates are reduced, a tax indexing system would go
into effect to keep tax rates down.

Across-the-board reductions in individual tax rates are not intended
to stimulate consumption and demand.

Instead, marginal tax rate reductions are designed to stimulate
supply by reducing the barriers to work effort, savings, production,
and growth. The high marginal tax rates are the major impediments
to saving, and substantial rate reductions will increase the incentive
to save.

Combined with rate reductions, specific tax incentives to encourage
individual savings must also be enacted to maximize savings.

It is for these reasons that I refute the notion that the best supply-
side tax cuts are business tax cuts.

In my opinion, the best supply-side tax would be one which sharply
reduces the high marginal tax rates on personal income and reforms
business depreciation laws.

Individuals are not only consumers, but workers, savers, investors,
and producers as well. And unless individuals receive a major share of
next year's tax cut, supply-side economics will not work.

Entirely independent of and aside from the economics of tax cuts,
individual tax cuts are essential to build support for our long-term
economic strategy. If we want an ongoing political climate where
we can make the changes necessary for growth, the working people
of this country must be involved.

If we can accomplish these actions, we can indeed help solve our eco-
nomic ills. But, I believe we must also go a step further.

Not since 1947 have we taken a long, hard look at government, its
relationship to business and consumers, its crcss-functions, and if it is
providing adequate services to the American people.

As the incoming chairman of the Senate's Government Affairs Com-
mittee, one of my first priorities will be the establishment of a Hoover
type commission to look at all elements of government, their impact on
the economy and what changes can be enacted to improve government
delivery and effectiveness.

For over 30 years, we have been adding layer upon layer without a
total knowledge of the effect each layer has on another. I believe we
should initiate an overall study of government.

I believe that former President Gerald Ford will be an ideal selec-
tion to head such an effort.

I do not believe we can tolerate another period of layering without
knowing exactly the effect that government is having on the economy.

Before we make quick-fix changes, we must establish an overall
study of government.

I welcome the opportunity this Conference has provided to develop
a bipartisan strategy to deal with our economic problems in 1981 and
beyond.
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And I am hopeful the new Administration and the new Congress
will follow the example set by the Joint Economic Committee and
work together to develop a bipartisan consistent set of policies.

These policies-fiscal and monetary restraint and sharp reductions
in the tax and regulatory barriers to production-will restore the U.S.
economy to health at home and to strength abroad. There is no reason
that this country with unity of purpose and strong leadership cannot
regain a strong and buoyant economy.



III. ADDITIONAL REMARKS BY A MEMBER OF THE
JOINT ECONOMIC COMMITTEE

STATEMENT OF REPRESENTATIVE CHALMERS P. WYLIE (R-Orio)

There is no question but that productivity growth is slipping, and
it is a problem which deserves the attention of the Congress of the
United States, the Administration, as well as the business, the labor,
and the consumer sectors of our economy. As David Rockefeller noted
on October 13 at the American Bankers Association convention in
Chicago, "If inflation can be roughly summed up as too much money
chasing too few goods, a relative decline in production is as inflation-
ary as a relative increase in money." He also noted that, "Each sus-
tained increase of one percent in productivity growth can bring a
two percent reduction in the rate of inflation."

Clearly, we need to increase productivity because it is important
in combatting inflation. It is also important in making the United
States competitive in world markets.

There are a variety of factors which have gone into the decline in
productivity. Among those mentioned are worker attitude, lack of
research and development tax incentives, work-force expansion (influx
of teenagers and housewives), energy costs, and lack of investment
capital. It seems to me that our best hope for an immediate gain in
increasing productivity is to increase investment capital.

The national debt has increased by $400 billion over the past seven
years. The central problem here is that persistently high federal defi-
cits have forced the United States Treasury to go to the capital
markets, which are short of savings for investment, which has a
decided negative impact on increasing productivity. Because U.S.
Treasury issues are risk-free relative to private sector corporate issues,
the Treasury can and does crowd much of the private sector out of
the markets for capital for investment. Without adequate capital, the
private sector cannot purchase the equipment needed to increase
productivity.

If there was one message that came through loud and clear follow-
ing the last election, it is that there is a consensus among all segments
of our society that the number one problem facing this nation is
inflation. There is no question but that inflation has an adverse effect
on productivity. The one entity that can do something about inflation
is the Congress of the United States. Beyond the fact that I feel that
the huge budget deficits are the root cause of inflation, a balanced
budget could have a strong psychological impact on inflationary
expectations.

We must also reduce taxes. Time and again, I hear workers say,
"What's the use of trying to earn more money? What's the use of
working harder? It just all goes to the federal government, anyhow."

(39)
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There is a psychological attitude which has an impact on production,
which could be addressed by a concerted effort to balance the federal
budget early next year. Then we can turn to the urgent task of reduc-
ing taxes.

In these extraordinarily inflationary times, we have no excuse at the
federal level for not balancing the budget. This will serve as both sign
and substance so our constituents will both know and feel that we at
the federal level are no longer the cause of inflation. It is crucial for
political stability in this country that this be done as a top priority of
the new Republican Administration.

The announced intention of President-elect Reagan to increase de-
fense spending, cut taxes, and balance the budget forces the choice
between guns and butter on the Congress. We must, as a nation, do
whatever is necessary to be able to defend ourselves against armed ag-
gression. How many guns this will take cannot be determined with
certainty. What can be said with certainty is that inflation is the na-
tion's number one problem and that we must pursue a course to bring
it under control. Almost everyone who appears before our Joint Eco-
nomic Committee now agrees that it is federal deficits and the rising
costs of government which are the root causes of inflation.

In addition to balancing the budget, we at the federal level must
adopt measures to encourage investment to increase productivity.
Higher productivity will increase the supply of goods and services
which in turn will help cool inflation.

In the 1970's total employment in the United States increased by
about 19 million persons or 25 percent. Far more persons entered the la-
bor force and got jobs than retired and left jobs open. The post-World
War II baby boom matured and entered the labor force, and their
mothers, in many cases, decided they wanted a career, too. Our econ-
omy, and the business people who provide its muscle, performed a sub-
stantial miracle in hiring all these millions of people. American
business kept faith with the political system in this country and made
it possible for 19 million people to have a livelihood. This promoted
political stability during a difficult decade.

Now I feel it is important for the political establishment to return
the favor. The American worker needs more and better equipment to
increase productivity. Consequently, Congress should agree on a pro-
gram to help business obtain the capital for its employees to use which
would result in increased worker productivity. We need a number of
measures to promote business saving. Therefore, I favor higher per-
manent investment tax credits for new business investment in plant
and equipment. Suggestions made to me to broaden the definition of
investment tax credit to include research and development have merit,
and I think Congress should amend the law to increase federal support
of research and development. I will also support measures to permit
accelerated depreciation of plant and equipment and business tax cuts
to increase the cash available for investment. These measures will all
increase business cash flow which I feel is appropriate and necessary
as an objective for our economy in the 1980's.

Furthermore, I feel that we desperately need to slow the growth
of the federal government relative to the private sector. I have intro-
duced several bills to tie federal spending to 20 percent of gross na-
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tional product. The purpose of this approach is to make sure that the
federal government does not grow at a faster rate than the rest of the
economy. Unfortunately, what has been happening for a number of
years is that the federal government has been growing more rapidly
than the private sector. If this faster rate of growth continues indefi-
nitely, then, as a simple truism of arithmetic, the private sector will
disappear and all that will be left will be the public or government sec-
tor. If you feel for any of hundreds of reasons that the private sector
of our economy must be preserved, then I urge you to look for oppor-
tunities to encourage this approach to limiting the federal government,
strengthening monetary and fiscal policy, and curtailing inflation. The
first legislative priority of our time, as I see it, it is to discipline federal
spending in order to bring the federal government out of the inflation-
ary whirlpool which is buffeting all Americans.

As a member of the House Banking Committee on the Joint Eco-
nomic Committee, I am keenly aware of the need to help financial in-
stitutions promote personal savings in addition to business savings.
Personal savings, which have been a vital source of productivity
growth, are at their lowest level in recent history. This is one of the
most alarming developments in the past few years. Something dra-
matic needs to be done immediately to encourage people to save.

For a number of years, I have sponsored legislation known as the
"Small Savers Act." These bills would exempt $1,000 and $2,000 in
interest or dividends from Federal taxation, depending on marital
status. Such amounts would be much more conducive to increased sav-
ings than the $200 and $400 now in place. Now, I would exempt interest
on new personal savings and dividends income on new investments up
to $10,000.

In addition, there is substantial momentum in the House Ways and
Means Committee for legislation which will make it possible for all
individuals to open their own IRAs, or individual retirement ac-
counts. This momentum should be encouraged. At the present time,
only those who are not participants in qualified pension plans may have
IRAs. There is a growing realization that retirement incomes may need
some shoring up for future retirees and that IRAs would give incen-
tives to individuals to shelter income from taxation and provide for
their futures as well.

Opening IRAs to those now covered by qualified pension plans
means that the IRA would usually be a third source of retirement in-
come for the retiree. That is, the retiree would have his Social Se-
curity income, his company pension income, and then his IRA income.
Consequently, the initial levels of IRA payments to qualify for shelterfrom income taxation do not need to be especially high. My best guess
now is that $500 for single filers and $1,000 for joint returns would
be suitable for initiating this avenue for savings in 1981.

A related approach to encouraging savings in especially inflationary
times is a savings tax credit for amounts saved up to a specified dollar
amount. Such a tax credit could be legislated for use in periods of
unusually high inflation as a way of both dampening demand and
increasing the real return to savings. Politically, a tax credit for
savings has the advantage that a dollar of tax credit is worth the same
(one dollar) for all taxpayers who have a tax liability.

73-057 0 - 81 - 6
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In summary, I feel we should:
(1) Balance the budget.
(2) Exempt the interest on new personal savings and dividend

income up to $10,000.
(3) Make it possible for all individuals to open their own in-

dividual retirement accounts.
(4) Increase investment tax credit and include research and

development money.
(5) Accelerate the depreciation allowance for new plant and

equipment.
- (6) Consider a tax credit for savings.

I think the most pronounced signal from the last election was
that the American people expect us to do something about the state
of the economy. The Administration will be expected to provide leader-
ship, but in the final analysis, the one entity that can do something
about having America assume its rightful role as the leading nation
in the world is the Congress of the United States. I think the signs
are ominous and that the American people might give us just two,
perhaps three, years to come up with solutions to inflation and other
related economic problems.

The role of Congress is to provide an atmosphere of confidence
among the American people that their investments, talents, efforts,
and visions will have a greatly improved chance of bearing fruit by
being realized the way they hope. In short, all segments of society
must feel that faith in America and our free enterprise system will
provide fertile grounds for risk-taking.
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STATEMENT OF FINN A. W. CASPERSEN, CHAIRMAN. BENEFICIAL CORP.

INFLATION: THE PROBLEM AND SUGGESTED SOLUTIONS

The topic of inflation has been marked by innumerable technical
dissertations, many of which have been correct in their proposed solu-
tions. But none have worked. All have failed because they have not
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galvanized the nation to action. Technical expertise is not the answer-
action is. Accordingly, my comments will be extremely broad with
the caveat that implementation will be complex, detailed, difficult,
and indeed. often painful.

Inflation is simply the rapid upward spiral of the price of goods
and services which increases the price of labor-wages, the price of
goods, and the price of capital for investment-interest.

These cost increases have severely disrupted our economy. They have
created an economic lethargy as opposed to an emphasis on dynamic,
productive enterprise. Inventory profits often exceed those of the
operating enterprise. Individuals and institutions are paralyzed-
more influenced by inflationary expectations than by actions that
would enhance society's collective wealth and employment.

Most importantly, inflation levies a disproportionate burden on the
moderate and lower income sectors of America. As Chairman of Bene-
ficial Corporation, the nation's largest lender to these sectors, I am
acutely aware of the problems and deprivation being endured. Simply
stated, it is the middle class and disadvantaged who suffer most from
inflation. Inflation is not a significant problem to the wealthy. Infla-
tion is by far the most regressive tax, afflicting those who can least
afford it.

The causes of inflation are much debated with each group trying to
blame the other. Accordingly, it is easier to start off by stating what
is not the cause.

Inflation is not caused by a profligate American society. Today's
average American is no more profligate or licentious than our pred-
ecessors. The American consumer is merely reacting to the new in-
flationary rules of the game which have clearly set a negative real
return for consumer savings as compared with a positive real return
for borrowing to the hilt.

Secondly, I strongly believe that inflation is not caused by the wage
demands of the American worker. While productivity has decreased
on an annual basis for 1980 and conversely wages have increased ap-
proximately 10 percent, this is a result of inflation, not the cause. In
fact, the real disposable income of the average American, after infla-
tion, is now actually declining.

As a multinational employer, we at Beneficial know that the Amer-
ican worker is as productive, efficient, and innovative as any in the
world. However, to compete internationally and increase productivity,
American workers must be given the tools to properly exercise their
skills and talents and these tools must be purchased by capital made
available to business at a reasonable cost. Productivity in the U.S. is
not just a function of the industriousness of our work force-it is
equally a function of their tools.

What then are the causes of inflationl Obviously, they are multi-
tudinous with no single item having sole responsibility.

The recent dramatic escalation of energy cost is often pointed to as
a prime scapegoat. I disagree! As significant as the OPEC price in-
creases have been, by far the most important cause of inflation is gov-
ernment policies that directly and indirectly cause misallocation of
resources. Specifically, I refer to government tax policy, government
social policy, government monetary policy, government fiscal policy
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and government regulatory policy. In contrasting the relative impact
of OPEC increases with Government tax policy, one must note that
the federal tax burden on American families during the last five years
rose eight times as much as their fuel bill. The correlation between
government fiscal policy and inflation is clear from the deficits of
recent years. During the 1966-79 period, a time of unparalleled infla-
tion, the average annual federal deficit was nine times as much as the
1947-66 period, a time of low inflation.

The solutions to inflation are even more debated than the causes. I
do not believe the solution to our present inflationary crisis lies pri-
marily in restraining demand-i.e., the so-called root canal theory, the
more it hurts, the better it is for you.

Similarly, the solution does not lie solely with restrictive monetary
policy or the variant now being practiced. The Federal Reserve cannot
soak up federal deficits of the present magnitude. High interest rates
themselves exacerbate the federal fiscal deficit and deprive the produc-
tive sector of the economy of needed capital. With close to a trillion
dollars of federal debt, even a one percent interest increase over a
period of time will increase federal debt service and deficits by 10 bil-
lion dollars annually and thus further crowd the private sector from
capital markets.

While monetary policy is not the sole solution, we do need a con-
sistent apolitical monetary policy to provide the necessary environ-
ment for a solution to inflation. Such a monetary policy should aim to
achieve moderate growth over the long-term-a growth that is con-
sistent with the real growth of the economy.

If the country is to truly control inflation, we must alter past policies
which have resulted in misallocation of resources, government, human
and capital.

First, there must be steady movement towards a balanced budget.
We must restore sanity to government fiscal policy-during fiscal
1980 alone, we had a deficit of almost $60 billion with another $20
billion in off-budget items. Present deficits are pricing and forcing
the productive sectors out of the market. Federal deficits decrease
productivity!

Second, Government social programs must be reviewed and re-
vised, including the many sacred cows. I am not, I repeat not, using
this as a shorthand way of advocating the elimination or minimiza-
tion of benefits for those who require them. Those with lower and
moderate incomes are already bearing the brunt of inflation. It would
be socially unthinkable and politically impossible to ask them at the
same time to bear the brunt of anti-inflationary policies.

However, the thrust of most of today's Governmental social pro-
grams is pallative rather than solution oriented. Instead, programs
should be solely aimed at solving structural problems and restoring
the disadvantaged to productive roles. Social programs should not
be aimed at making a miserable existence slightly more bearable.
Such revisions in our social programs will be extremely difficult and
not the least difficulty will be that successful program administrators
will be successfully eliminating their own jobs.

Revisions must be made, not only from the standpoint of social
conscience, but also because we cannot afford the structure of an
unproductive human sector which present programs have produced.
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Third, Government regulatory policies, both federal and state,
must be subject to a most careful cost-benefit analysis and then sub-
ject to regular periodic reviews to see if the original estimates were,
in fact, correct.

These analyses should clearly state how many jobs a given regu-
lation or action will cost and what will be the negative multiplier
effect on the economy as a whole. What is the true cost to society of
Justice Department action in the IBM case, what is the cost of an
FTC judge advancing a novel theory in the Tropicana case.

Artificial governmental regulatory barriers to the allocation of
resources, human and capital, must be discarded. For example, anti-
quated state and federal interest controls must be preempted or
removed.'

Fourth, present federal tax policies must be dramatically revised.
Several specific areas of tax policy require the greatest attention.
Individual income taxes.-Inflation caused bracket creep is increas-

ing the real tax burden on those with low or moderate incomes. At the
same time these groups, because of inflation, have a diminished ability
to pay these taxes. Obviously, changes are needed.

Business taxes.-The entire federal tax policy with respect to busi-
ness must be carefully reviewed. This is where both jobs and produc-
tivity originate.

Capital gains.-The present capital gains tax has resulted in the sys-
temic withdrawal of productive capital from the private sector be-
cause of inflation induced appreciation. This must be changed.

Finally, and most importantly, there must be a dramatically in-
creased incentive to save. We must drive down the cost of capital accu-
mulation if we are to significantly increase productivity and jobs. Such
a program should start with the ultimate saver-the average Ameri-
can, the man or woman on Main Street. But, before we can induce such
savings, an attractive real return must be assured to the small saver,
not the present inflationary induced negative return.

I propose that to accomplish this the federal government give a
limited tax credit for all investments or savings, i.e., a dollar-for-
dollar credit against income tax, not a mere deduction from income.

This "Consumer Investment Tax Credit" would greatly encourage
savings and investment and move urgently needed resources into the
capital markets. Because of the increase in the supply of capital, in-
terest rates would plummet and all segments, individuals as well as
business, would benefit, including the hard hit housing and automotive
sectors.

Obviously, the concept of a "Consumer Investment Tax Credit" is
strikingly different than anything else we have seen in the past. It is,
however, a workable concept. Importantly, it is not regressive. There
is no reason to treat a business capital investment any differently than
a consumer investment in savinas. And what better method is there of
assuring success than giving the average American a direct stake in
the reindustrialization of America.

Doubtless, the task of implementing these necessary changes will be
most difficult. Nor can they be accomplished overnight-it will be a
decade-long effort.

I As a addendum, I am attaching a chart to show the effect of adequate state rates as
opposed to low state rates.
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But ch'anges must and will be made. The present situation is intoler-
able and penalizes those who can least afford it. Change we must, or
the economic and political system as we know it, will not survive.

EFFECTS OF LOW RATES ON LOAN GROWTH

The following information illustrates the tendency of the Beneficial
Corporation Finance Division receivables to flow from states with in-
adequate consumer loan rates to states with more liberal rate ceilings.
The states selected for illustration, have been the four largest states in
the Beneficial System throughout the period since 1974, plus Massa-
chusetts. Massachusetts was added since it was a state with substantial
outstandings where the Small Loan Regulatory Board, in an admit-
tedly experimental move, enacted a very low rate ceiling in 1977, mak-
ing it one of the lowest states in the system thereafter. Both Massachu-
setts and New York have liberalized their laws in 1980, largely as the
result of realizing that their laws were having the very effect that is
illustrated here. The figures used here extend through October 30, 1980
and do not reflect the changes which became effective in Massachusetts,
October 17, 1980 and New York, December 1, 1980. (During the period
New Jersey replaced Ohio in the top four and was again replaced by
Ohio after a major acquisition in Ohio in 1979.)

In the following list, we have shown the yield collected on our per-
sonal loan portfolio in 1979 in the states involved (excluding large real
estate loans which were not available in all states) ,2 and the rate on the
same type of loans for the entire Beneficial Finance System.

Annual percentage rate
Ohio ---------------------------------------------------------------- 23. 88
California ----------------------------------------------------------- 23.52
Pennsylvania -------------------------------------------------------- 22. 8
Beneficial Finance System-------------------------------------------- 22.20
New Jersey- -21.24
New York------------------------------------------------------------ 20.04
Massachusetts ------------------------------------------------------- 18.00

As can be seen, the New York and Massachusetts rates are the lowest
rates by a substantial amount. While other factors contribute to the
growth or decline of receivables in a finance system, rate is the most
significant factor in the normal course and the attached tables show
that the flow of receivables within the system closely mirrors the vari-
ations in the rates.

Ohio, California and Pennsylvania, all of which have had rates in
excess of the system average, have all grown faster than the system
average as best shown by the percentages of outstanding growth dur-
ing the period in Table II. New Jersey, whose rate was just below the
system average, grew at a rate very slightly above the system average,
whereas, New York grew at a rate approximately one quarter of the
system growth and Massachusetts declined 6 percent despite a system
growth of 133 percent. In the space of less than two years, New York

2 It should be noted that during the period for which figures are shown below, there
were various changes in the interest rates and ceilings of the laws of these states, which
affected the yield collected from time to time. However, these changes were not so sub-
stantial as to affect the general relative position of these states.
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fell from the second largest state in the system to the fourth largest and
the percentage of its assets to the system declined from 8.3 percent at
the end of 1978 to only 6 percent as of October 31, 1980. The contrast
with the growth of California from 19.2 percent of the system receiv-
ables to 23 percent of the system receivables is obvious.

TABLE 1.-RECEIVABLES OUTSTANDING

[In thousands]

Beneficial
Pennsyl- Massachu- Finance

California New York vania Ohio ' New Jersey setts 2 System

1974 --- $313, 544 $192, 402 $101, 545 $81, 949 - - $42, 715 $1, 781, 500
1975 -332, 779 191, 988 102, 394 - - $89, 594 41, 287 1,828, 456
1976 -383, 648 208, 504 139, 697 104, 252 43, 902 2,085,042
1977 -469, 869 227, 356 151, 571 - - 116, 204 46, 079 2, 526, 177
1978 -578, 964 250, 281 168, 864 129, 664 48,962 3, 015, 437
1979 -835, 744 294, 216 268, 632 272,-896 49,693 4, 26, 000
Oct. 31, 1980 -958,795 251, 492 253, 882 265,159 -39, 955 4, 153, 403

' Includes a major acquisition in 1979.
2 Massachusetts figures from form P.D. 95 filed with Massachusetts Banking Department, other figures taken from SEC

Schedule 10-K forms.

TABLE 11.-OUTSTANDING GROWTH 1974 TO OCT. 31, 1980

New Penn- New Massa-
California York sylvania Ohio Jersey chusetts System

Percent -205 31 150 223 140 -(6) 133

TABLE 111.-RANK BY YIELD COLLECTED IN 1979

California New York Pennsylvania Ohio New Jersey Massachusetts

Rank -2 5 3 1 4 6

TABLE IV.-RANK BY OUTSTANDINGS

1974 1975 1976 1977 1978 1979 Oct. 31 1980

California I I I I I I I
New York -2 2 2 2 2 2 4
Pennsylvania 3 3 3 3 3 4 3
Ohio -4----- 3 2
New Jersey -4 4 4 4-
Massachusetts (') (') (') (') (') (') (')

I Not available.

TABLE V.-RECEIVABLES AS A PERCENTAGE OF SYSTEM RECEIVABLES

1974 1975 1976 1977 1978 1979 Oct. 31, 1980

California -17.6 18.2 18.4 18.6 19. 2 19.6 23.0
NewYork -10. 8 10.5 10. 0 9.0 8. 3 6. 9 6. 9
Pennsylvania- 5. 7 5.6 6.7 6.0 5.6 6.3 6.1
Ohio -4.6 ----- 6.4 6. 4
NewJersey- 4.9 5.0 4.6 4. 3-
Massachusetts- 2. 3 2.2 2.1 1.8 1.6 1.1 .9
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STATEMENT OF HOWARD D. SAMUEL, PRESIDENT, AFL-CIO
INDUSTRIAL UNION DEPi. RTMENT

Military men tell us-usually long after the event-that we fight
each war with the previous war's weapons. We're doing the same
thing today in our war on inflation.

One would think from the weapons we have chosen to lick inflation
that we were suffering from the classic variety, too much money in
too many people's hands chasing too few goods. So we're frantically
trying to cut the federal budget, reduce wage pressures by rigging
the economy for a recession, and raising interest rates. None of these
so-called remedies have even come close to working. Instead we've
got eight million unemployed, we're cutting key federal support pro-
grams, and interest rates are going through the roof. For the second
time in a year we're heading into a recession, with substantial pro-
duction losses, lower utilization rates and declining investment, which
in turn tend to reduce productivity.

And has all of this at least helped to lick inflation? About the only
thing it licked was an incumbent president and a few dozen incum-
bent senators and representatives.

We are not going to lick inflation until we attack its causes. The
causes are clearly identifiable and are to a major extent limited to
increasing costs of food, energy, medical care and housing. Workers'
wages are clearly not the cause. Real wages of non-supervisory work-
ers in private industry have been going down. In constant dollars,
real wages (after taxes) have declined by almost eight percent since
1967, and most of the decline has taken place in the last few years.

In respect to each of the major causes of inflation, there are steps
that we could taken to moderate the effect of upward pressures. Food
exports, for example, should be closely regulated, especially at a time
of impending shortages. To the extent possible, furthermore, we
should encourage family farming; it has proved to be more effi-
cient than the giant agri-business which now dominates much of
agriculture.

Housing costs have been sharply rising, not because of wage costs-
they represent a smaller part of housing costs today than they used
to-but because of high interest rates. The supply of housing is not
meeting the need. We should be making housing easier to obtain, at
lower costs, through building programs, allocation of credit and
prompt abandonment of the tight money policy.

We have taken some useful steps to conserve energy and we are
in the very early stages of developing alternative sources. But we
are rationing energy today through the price mechanism, which is
wasteful and costly. If rationing is considered a necessary part of a
conservative program, we should ration on the basis of fair shares,
not through price.

Cost controls should be imposed on the suppliers of medical care.
The only rational way to do it is through a comprehensive system
of health insurance.

On a combined basis, these four categories of necessities-food,
shelter, energy and medical care-make up over 60 percent of the
total "market basket" of the Consumer Price Index for urban wage
earners and clerical workers. If we aimed our anti-inflationary efforts
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at the real causes of inflation, we would be more effective in con-
trolling it.

Unemployment, one of the "last war's" remedies for inflation, is
not the answer. We've had several years of proof that unemployment
does not cure the kind of inflation we are experiencing, and in fact
makes it worse. Is unemployment insurance less inflationary than a
day's pay for a day's work? Is lost sales and production good for
productivity? Are either unemployment or lost production good for
political leaders?

The answer is "no" to all of the above.
Is it possible to defeat inflation without relying on fiscal and mone-

tary restraints? It is not only possible, but because of the nature of
the inflationary causes, absolutely necessary. Wage and price controls
could well be an integral part of such an anti-inflationary program,
at least on a temporary basis. Such controls are less painful than a
recession, and unlike a recession, would help counter inflation.

Let me add a word about productivity, which is fundamental to the
inflation problem in the iong term. Productivity is probably talked
about the most and understood the least of any of our popular economic
issues. First of all, let's understand that our measuring tools for pro-
ductivity are very rudimentary, so the whole subject must be ap-
proched with great caution. We're dealing at best with dimly perceived
trends, not hard and fast numbers. Second, it is clear that recession
and high interest rates are bad for productivity, so that those who call
for both increased productivity and fiscal and monetary restraints are
moving in opposing directions. Third, productivity is best approached
on a case-by-case basis. A meat axe approach could lead to some nice
windfalls, but will have little effect on productivity.

That is why organized labor, in calling for a reindustrialization
program, has urged the creation of tripartite committees on an in-
dustry basis, so that we can examine productivity problems selectively
and respond to them the same way. An across-the-board business tax
cut, supposedly aimed at increasing investment in more modern tech-
nology in many industries, would have no such result. It will only
make it more difficult to hold down the federal budget (particularly at
a time of rising defense expenditures) and will thus make inflation
worse. Selective tax relief, aimed at industries where there is a clear
need for investment incentives and where investment is a likely con-
sequence of tax relief, is the only way to assure the country will get its
money's worth.

A final word about regulation, also linked by some, mostly mistak-
enly, to our inflation problems. Some of our friends in business have
been telling us that one of the key problems faced by American busi-
ness is the growth of regulation. No surprise. The country has been
weighing the cost of regulation against the need to save lives on the
job and to clean up our water supply and to breathe decent air, and
we've opted for the latter. That doesn't mean that regulation should be
imposed recklessly or irrationally, but our business friends don't seem
to discriminate when they condemn regulation. They'd like to get rid
of all of it.

Let me suggest instead that business accept once and for all that
regulation is here to stay, that this nation is determined not to allow
workers to die needlessly and cannot afford to pollute or destroy our
most vital resources. What is possible, however, is to examine the effects
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of regulation on specific industries to make sure that we are getting
the end result we want. We will not respond when industries cry wolf,
which the vinyl chloride producers did a few years ago when OSHA
proposed a new standard. You all know what happened; the industry
found it could accommodate itself quite readily to the new standard
and is more productive today than ever before. But we will respond
when it can be demonstrated that a specific regulation cannot accom-
plish its purpose.

Again, I recommend a selective response, rather than a meat axe
approach. And along with selectivity, I also recommend a full measure
of democratic participation. Working people will accept sacrifice if
they've participated in the policy decisions which led to it, and are
assured that all sectors are sharing the burden. But with some excep-
tions, this has not been typical of the decision-making process in this
country. Too often major decisions have come down to us from be-
hind closed doors, on the basis, I suppose, that in times of crisis we
have to let slide some of the niceties of the democratic system. I'd like
to suggest that there is no time when it is more important to elicit ad-
vice and consent from the people as a whole than during a crisis. That's
when democracy can prove itself the best system of government ever
designed, in either peace or war.

STATEMENT OF BERYL W. SPRINKEL, EXEcuTIvE VICE PRESIDENT AND
ECONOMIST, HARRIS TRUST & SAVINGS BANK OF CHICAGO

INTRODUCTION

Most of us agree inflation is an unmitigated evil. Inflation unfairly
redistributes income and wealth. Given our tax system, inflation dis-
courages savings and investment and therefore growth in real incomes,
and can ultimately result in the loss of our economic and political free-
dom. Although inflation produces some short-term winners, few will
publicly champion serious inflation as a permanent way of life. As a
free nation, how did we get in such a double-digit mess?

Some blame greedy businessmen; others unions, OPEC, farmers,
bankers, etc. etc. Unfortunately these explanations are far off the mark.
Citizens of this Nation merely respond to the inflationary forces un-
leashed by imprudent monetary and fiscal policies followed by our
Government. Since we live in a democracy, we are each ultimately re-
sponsible for the kind of economic policies our elected and appointed
officials pursue. Therefore, each of us has the responsibility to en-
courage policies likely to restore nominal inflation rates. If there is a
way out, what is it?

CAUSE

Inflation has always been essentially a monetary phenomenon, i.e.
too much money chasing too few goods. The Joint Economic Commit-
tee has been a leader in pointing out this essential truth. During the
1950's, Senator Paul Douglas, as chairman of the JEC, stressed the
inflationary effect of an excessive money supply. In recent years, under
the leadership of Senator Lloyd Bentsen, the JEC recommended a set
of policies, which if followed, would discourage excessive demand and



inflation while encouraging real economic growth. But until lately,
their pleading fell on deaf ears.

CURE

For the past 15 years, money growth has increased relative to out-
put, and accelerating inflation has been the result. (See Exhibit 1.)
Monetary growth accelerated while real growth declined. Accelerated
monetary growth has been primarily responsible for serious inflation
while the decline in real growth contributed modestly to inflation,
and explains declining living standards. On a technical level, exces-
sive monetary growth resulted from Federal Reserve policies which
have been highly volatile and increasingly stimulative most of the
time. Lest you believe that this pattern no longer exists, let me point
out that while early this year the absolute level of the money supply
declined, the monetary growth rate in the past six months has been
the highest in modern history. (See Exhibit 2.) The recent pattern
contrasts with an annual average increase in the money supply of
only nine-tenths of one percent a year during the Eisenhower years
when inflation was minimal. Although the Federal Reserve System
has the power to promote stable and moderate monetary growth, it
frequently deemed other objectives more important, such as stabiliz-
ing short-term interest rates. Furthermore, large Federal deficits have
compounded the Fed's problems, and from time to time Congress
and the President have encouraged the Fed to provide excessive
money growth in order to provide short-term economic stimulus re-
gardless of the long-run costs. For the Federal Reserve to pursue a
stable non-inflationary policy, it needs the understanding and support
of the public and ultimately the Congress and the President. None-
theless, the Federal Reserve cannot be excused for the volatile and
overly expansive policy it has pursued in the past 15 years. Central
Banks in Switzerland, Germany and Japan have followed far superior
policies during most of the past one and a half decades, despite their
larger relative deficits, and their countries have experienced far lower
rates of inflation. If the Federal Reserve is to contribute to less in-
flation, it must reduce monetary growth in future years.

To compound our difficulties, inflation has dulled the incentives to
save and invest while encouraging consumption and Government
spending. As inflation rose, our unindexed tax system imposed in-
creasing penalties on those who continued to work, save, and invest.
These increased revenues rolled into the Federal coffers and the politi-
cal process made certain those receipts were spent; in fact, increased
Federal deficits have gone hand in hand with these increased revenues.
As a consequence, capital formation has, declined relative to the num-
ber of workers employed, and productivity has sagged. In addition,
the growing abundance of regulatory efforts to achieve laundatory
social objectives has significantly crippled the goose who once laid the
golden egg, i.e., productivity.
- The long-term trend in productivity improvement has averaged

about two percent per year. In the decade ending 1965, average pro-
ductivity increased about 2.6 percent per year. (See Exhibit 3.) Since
that period there has been persistent deterioration until presently
we believe the secular productivity improvement trend is near zero.
This trend means not only are living standards declining as popula-
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tion grows, but inflation is about 21/2 percent higher per year as a
result of annual productivity declining from 21/2 percent to zero. The
remainder of our double-digit inflation is a direct result of excessive
money growth.

There is a way out and it will be well worth the effort. However,
it will be painful and costly in the shorter run.

1. Excessive monetary growth must be restrained and
stabilized.

2. Taxes must be cut to provide encouragement to working,
saving, and investment.

3. Government spending must be severely pared until it be-
comes a smaller percentage of GNP.

4. Finally. regulation of the productive process must become
more rational so that regulation is reduced and the remaining
regulation is clearly worth the added costs.

PROSPECTS

It is the stated intent of President-elect Reagan to move aggressively
on all these fronts, with a coordinated program designed to improve
productivity and reduce inflation. Expect no miracles: in fact, eco-
nomic activity will probably respond adversely in the short run. Un-
fortunately those economic policies that correct longer-run problems
inevitably bear a sizable short-run cost. Conversely, policies which
yield good short-run performance, such as rapid money growth, cause
massive distortions in the longer run. As Lord Keynes said, "We are
all dead in the long run." Now Keynes is dead, and we're left in the
long run!

The election clearly demonstrated that American voters are becom-
ing increasingly unhappy with long-run stagflation. We can restore
stable prices and rising living standards. But this is possible only if
the new Administration pursues stated policies and it the public,
the Congress and the Federal Reserve Board provides support. If not,
our destiny will be one of continued acceleration of inflation and de-
clining standards of living for all of us.

Money, Real. GNP, and Inflation
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MONETARY GROWTH

[Compound annual rates of change, in percentl

December October March to December May 1980
1977 to 1978 to September 1979 to to latest

Targets October 1978 March 1979 1979 May 1980 period

Monetary base - -9.9 6. 3 9. 8 6. 2 10. 4
Bank reserves - -10.0 -. 5 7.8 1.0 10.7
Mi-A- 3-6 7.7 1.8 9.1 -1.2 I. I
Mi-B -44 8.0 6.5 10.9 -.1 13.9
M2- 6-9% 8.4 7.4 10.7 5.9 14.6

Note: Latest 4 week ending average, expect M2, latest month.

Source: Federal Reserve Board and St Louis Federal Reserve Bank.

Date: Nov. 28, 1980.

PRODUCTIVITY CHANGES'

[Annual ratesn

Percent Percent

195565 -2. 6 1980:
1965-73 -1.9 Ist quarter -1. 0
1973-78 -. 9 2d quarter -- 3. 8
1979 -- 1. 2 3d quarter -1. 8

1 Output per hour of all persons in the nonfarm business sector.

Source: Department of Labor.

C. Submitted Statements

STATEMENT OF ANNE DRAPER, ECONOMIST, DEPARTMENT OF ECONOMIC
RESEARCH, AMERICAN FEDERATION OF LABOR AND CONGRESS OF
INDUSTRIAL ORGANIZATIONS

CONSUMER TAX CREDIT FOR SAVINGS

Most workers want and value savings-at the very least as a nest
egg and a buffer against unexpected emergency events. That the sav-
ings rates has been in decline testifies not to a decline in savings incen-
tives but to the struggle to meet ever mounting costs of living-the
very inflation we seek to combat.

Tax credits for savings offer no real likelihood of inducing addi-
tional savings from those already hard-pressed by deteriorating eco-
nomic circumstance. And where savings are small and incomes low, tax
credits would be correspondingly small.

Personal savings tend to come from those with higher incomes,
whose immediate needs are satisfied, and who have a surplus to set
aside in an "economic security account," with its wondrous workings
of producing additional income so effortlessly on the part of the saver.
Money merely sits and grows, with no personal sweat at all! Savings
accounts can almost be classed as a luxury, which many millions of
people would like to have-or have more of.

High income savers hardly need additional incentives: Where else
can they put money? If it is into ever expanding luxury consumption,
the same purpose can be served by sumptuary taxation on luxury types
of expenditures.
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Increased borrowing-both of individuals and businesses-often
signals economic distress, and an inability to save-not a lack of sav-
ings incentives. Indeed a recent analysis in the Wall Street Journal
(Dec. 9) attributed half the recent increase in business loan demand
to distress borrowing and "weakening corporate liquidity."

By way of a further footnote and commentary on the phenomenon
of consumer credit spending and the "reverse incentives" in tax treat-
ment of borrowing and saving, it should be recalled that it has taken a
generation or so to woo consumers into the present extensive use of
credit. Much of this has been accomplished by aggressive vending of
credit by credit suppliers. There remains a vested interest in credit
selling on the part of suppliers, which is hardly likely to be reversed
by tax credits to individuals for personal savings.

DEALING WITH INFLATION FUNDAMENTALS

Current prescriptions for fighting inflation rely heavily on mone-
tary and fiscal policy-especially on tightening the money supply,
cutting federal spending, cutting taxes, and balancing the federal
budget. They even include such drastic proposals as a constitutional
amendment to require that the budget be in balance.

We have taken the position that the important focus is not so much
that of balancing the budget, as it is that of balancing the economy.
Budget balance is not an end in and of itself. In a healthy economy,
the budget will sometimes be in deficit, sometimes in surplus, and
sometimes in balance. No one has been able to show that budget deficits,
as such, have any discernable correlation with the rate of inflation.

I submit that these monetary and fiscal prescriptions do not even
begin to address the fundamental economic dislocations which have
plagued our economy over the entire period since 1972. These disloca-
tions have their origins in: (1) the initial shut-off of energy supplies
in 1973 and the subsequent explosion of energy costs throughout the
economy; and (2) the precarious state of food supplies and escalating
prices dating from the same year. A third basic supply and inflation
problem has emerged in record-breaking interest rates which have
drawn down our housing supply, creating further inflationary pres-
sures in the process, and caused a debilitating and uncertain outlook
for investment generally.

I believe strongly that we need to employ techniques of "supply
management" to address the particular nature of the problems of en-
ergy, food, and housing price inflation. These are the areas that have in
fact dominated the movement of the price indexes and fed most im-
portantly into the pace of overall inflation. These are sometimes set
aside or disregarded as "exogenous" or random temporary events to
which no serious attention need be accorded. But I believe the very
reverse is true.

We need to manage the supply of energy by collective conservation
of its use while developing alternative sources, and the AFL-CIO has
made several suggestions for doing so. We believe the least desirable
solutions are those that involve additional price increases, whether
through abandonment of all allocations and controls, and/or imposi-
tion of heavy excise taxes to the consumer. It hardly makes sense to
cure inflation by prescribing further price increases.
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Most assuredly we ought to be able to do better on food prices. This
country has the most abundant food supply in the world. Yet we have
not succeeded in stabilizing the domestic price level for foods. The
volatile and escalating behavior of domestic food prices is tied strongly
into world markets, and will require management of exports, as well
as maintenance of reserves, in order to abate this pervasive source of
inflation.

Finally, the efforts to curb inflation through a type of money man-
agement that produces yo-yo interest rates, with successively loftier
peaks and plateaus, has been producing devastating impacts on the
economy in terms of reducing supply, increasing inflation, and de-
stroying confidence in our economic future. Interest rate escalation
has been the proximate cause of the back-to-back recessions of the
1970's and the impending second downturn of the 1980's. Nothing is
more destructive to output, productivity, savings and investment, and
to the ability of individuals and businesses to plan for the future. If
we can succeed in controlling the real sources of pressures upon the
money supply, deriving from gigantic price run-ups in key sectors
of the economy, we can avoid any temptations to embark on "Thatch-
erization" as a remedy. Above all, we need a stable economic environ-
ment in which to function.

STATEMENT OF DEAN W. JEFFERS, CHAIRMAN AND CHI.EF EXECUTIvE
OFFICER, NATIONWIDE INSURANCE COMPANIES OF COLUMBUS, OHIO

A FOUR-POINT PROGRAM TO COM3BAT INFLATION

It is an honor and a privilege for me to participate in this Congres-
sional Economic Conference, The Economy of 1981: A Bipartisan
Look. In response to Senator Lloyd Bentsen's invitation, I am sub-
mitting this paper on inflation for inclusion in the Conference Com-
pendium.

In my view, inflation has become the most damaging social and
economic affliction in our nation today. It is a cruel tax, injuring most
severely the aged, the infirm, and the disadvantaged who live on fixed
incomes. It impacts the small business man and the builders who are
most seriously affected by high interest rates and shrinking markets.
It undermines the innate savings habit of American families who
see the value of those savings shrink in purchasing power over time.

At the same time, the expectation of rapid and continuous price
inflation stimulates short-term, non-productive speculation, and dries
up the sources of long-term, fixed-income investments that have pro-
vided historically the foundation for this country's rising standard
of living. Potentially, inflation can destroy the moral and ethical
fabric of our society, and lead us down the road to hyperinflation
and its consequences that were so devastating to Central Europe
after World War I. At stake is the viability, if not the survival, of our
entire economic and political system.

Needed now is a national commitment on the part of all segments
of the nation-public and private-to launch a comprehensive pro-
gram to combat inflation. In my opinion, it is imperative that Presi-
dent-elect Reagan initiate a series of prompt and decisive actions
during the early days of his Administration that will reverse the



57

pervasive expectations of inflation. In the spirit of bipartisanship, it
should be equivalent to President Franklin Roosevelt's "One Hun-
dred Days" of legislative and administrative measures designed to
fight the depression in 1933.

To this end, I am proposing that the new Administration and the
Congress, working closely with Federal Reserve Board, develop a
consistent, cohesive program that will restore the economic health of
the nation. The objectives of such a program, as I see it, are fourfold:

(1) To curtail the excessive and volatile growth in the money
supply.

(2) To curtail the excessive growth in public spending and
in public credit.

(3) To expand economic productivity and stimulate the growth
in total output.

(4) To increase the volume of individual and business savings.

I. CURTAIL EXCESSIVE AND VOLATILE GROWTH IN THE MONEY SUPPLY

In basic terms, the problem of inflation is "too many dollars chasing
too few goods." In general, if the growth in the money supply could
be limited to the expansion in the volume of goods and services pro-
duced, the overall price level would remain stable over time. It is true
that relative prices would fluctuate-oil prices, for example, would
rise while other prices fell-but the index of all prices would remain
level.

This ideal situation was almost achieved during the decade from
1955 to 1965. During that period, the basic money supply was limited
to a growth rate of 2.2 percent per year, on average. At the same time,
the consumer price index rose by only 1.3 percent annually.

However, during the Vietnam War, the Federal government at-
tempted to pursue a policy of both guns and butter, and the seeds of
inflation were planted. The growth in money supply escalated to 6.2
percent during the decade of the seventies. At the. same time, the con-
sumer price index mushroomed to an average increase of 7.4 percent.

The problems of monetary policy were compounded by the massive
Federal budget deficits of the past decade. The money supply ballooned
most noticeably during the years following those major deficits.

The volatility in money supply fluctuations reached a peak this year
and has already produced two major money "crunches." After the im-
position of consumer credit controls in the spring, the money supply
fell by almost 7 percent, in absolute terms. By September, however, the
compound annual rate was rising again by over 15 percent. These wide
swings produced major uncertainties in the money markets, and kin-
dled anew the general expectation of inflation.

It is true, however, that the Federal Reserve alone cannot control
the money supply if other anti-inflationary policies are not in place.
It is for this reason that I am proposing additional policies that should
be closely tied to the Federal Reserve's policies of monetary restraint.

II. CURTAIL THE EXCESSIVE GROWTH IN PuBLTC SPENDING AND IN
PUBLIC CREDIT

Just as the guns-and-butter spending policy of the Federal govern-
ment fifteen years ago initiated the ever-rising cycles of inflation, so

73-057 0 - 81 - 7
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a sharp reversal in the growth of public spending and credit extension
now must begin the process of curbing inflation. Federal expenditures
have taken an increasing share of GNP during the decade of the sev-
enties, particularly those related to social programs.

Federal spending in the fiscal year 1981, as currently budgeted, will
represent 22.4 percent of GNP. This figure compares with 13.9 percent
during the early Truman years (1947-1948) and 19.5 percent during
the Kennedy/Johnson years. Since defense spending has been lagging
relative to GNP in recent years and will now have to be increased, in
light of international developments, any cuts must be made in other
areas. It should be noted, however, that Federal transfer payments for
humanitarian and other reasons have increased from 5.8 percent of
GNP in 1970 to 8.5 percent in 1979.

The new Administration should set a goal of reducing Federal
budget expenditures to 20 percent or less of GNP by fiscal 1984 and
should place an equal priority on balancing the Federal budget by that
date.

The Reagan administration should also set a goal of reducing the
volume of off-budget Federal credit extensions and credit guarantees.
These debt issues compete with the securities of private industry,
thereby increasing interest rates and reducing the volume of funds
available for capital investment.

III. EXPAND ECONOMIC PRODUCTIVITY AND STIMULATE THE GROWTH IN

TOTAL OUTPUT

The United States once enjoyed the world's highest standard of liv-
ing. It no longer does so. Central to this decline has been the sharp
reduction in the growth of productivity. The output per hour of work
for the private business economy rose by 3.2 percent per year during
the period from 1948 to 1965. The increase was only 2.3 percent annu-
ally from 1965 to 1972, and it fell to 0.7 percent for the eight years from
1972 through 1979. In fact, productivity fell by 2.1 percent in 1979.
the first year in our history when we experienced rising total output
but falling productivity.

Improving productivity is a responsibility of both the public and
the private sectors. Obviously, we cannot continue to do what we have
done in the past. As a country, we can only consume what we produce.
If we try to spend more without producing more, inflation will ensue.

To reverse this significant slowdown in productivity and decelerate
inflation, I recommend that the Federal tax laws be changed to: (a)
accelerate tax depreciation allowances; (b) broaden investment tax
credits to include research and development expenditures and new
construction outlays; (c) increase Federal support for research and
development in real terms (R. & D. expenditures fell from 3 percent
of GNP at the beginning of the 1970's to 2 percent at the beginning of
the 1980's; (d) increase the investment tax credit; (e) reduce corpo-
rate income tax rates; (f) reduce or eliminate double taxation of divi-
dends; and (g) further reduce the capital gains tax.

I believe also that onerous regulatory restrictions have impaired
productivity growth and should be modified. It is urgent that, wher-
ever possible, competitive market incentives be used rather than regu-
lations. I would urge the Reagan administration to undertake a com-
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prehensive review of all major regulations and agencies to reduce
disincentives and, where necessary, strengthen incentives for private
investment and savings.

IV. INCREASE THE VOLUME OF INDIVIDUAL AND BUSINESS SAVINGS

The 1981 revision of Federal taxes should be an integral part of a
longer term effort to restructure the tax system in order to create
greater incentives for saving and investment. Conversely, the 1981
revision should be designed to help remove the long-term disincentives
to saving and investment that are contained in the present tax system.
Previous tax cuts have tended to stimulate consumption and to penal-
ize saving.

The Federal government should adopt and adhere to a consistent,
long-term economic policy of fostering individual and business savings
rather than pursuing a series of "stop-go" counter-cyclical palliatives
that focus on inflation one year and unemployment the next.

In specific terms, I would urge the new Congress to consider meas-
ures that would encourage savings by removing the tax on interest
and dividend income up to a relatively high limit. Another measure
would be the deferral of income through retirement savings, at least
to the current level granted self-employed persons under IRA's and
HR 10's. A provision to allow deduction for dividends on life insur-
ance policies, without limitation, would increase the investment capa-
bilities of insurance companies for long-term investments. This meas-
ure might be restricted to dividends applied to purchase paid-up
additions.

CONCLUSION

The people of this country are deeply concerned about inflation, but
there is great uncertainty as to its causes and its solutions. The Federal
government could make a major contribution toward better under-
standing of inflation if it undertook a major educational effort in this
area. Such understanding is vital if progress is to be made in changing
the "psychology of entitlement," which is at the root of the inflation
issue in both the public and private sectors.

STATEMENT OF GEORGE KOZMETSKY, DEAN, GRADUATE SCHOOL OF
BUSINESS, UNIVERSITY OF TEXAS AT AUSTIN

INTRODUCTION AND KEY ASSUMPTIONS

This section sets forth a preliminary plan for developing national
energy alternatives attainable for the United States economy by 1990
that will interact effectively with 1980-1990 domestic and international
economic issues and. at the same time. permit the strengthening of our
nation's security and prestige. The domestic and international eco-
nomic and security issues are related both to the demand and supply-
side of the economy and should form a set of national policies that are
integrated with the natural market mechanisms. Supply-side analysis
of domestic energy resources are related to the supply-side fiscal poli-
cies that deal with investment, technology, productivity, inflation and
unemployment.
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There are certain key assumptions which this study has given con-
sideration that should, in our opinion, be the foundation for the de-
velopment of a national policy for attainable energy alternatives.
These key matters are: (1) Conservation; (2) domestic and interna-
tional availability of petroleum; (3) areas for public risk.

Conservation.-The past three administrations have promulgated
national policies to encourage conservation. The most critical area for
domestic conservation is oil and its liquid fuels derivatives mainly
gasoline and aviation fuels. Oil has been a key factor in inflation, in-
vestment in alternative energy sources, national security, and unem-
ployment. That these measures have provided some degree of effec-
tiveness is already evident in the lower rate of growth of foreign oil
imports, and the projected demands for U.S. oil supply for gasoline
and jet fuels. In this respect, Exxon's Energy Outlook 1980-2000 states,
"Energy consumption in 1980 is estimated to be reduced by the equiv-
alent of about 6 million barrels of oil per day.... These savings are
projected to reach 16 million barrels a day by 1990 and 27 million bar-
rels by 2000." 1 We have assumed that the Exxon forecasts reference to
current conservation matters are practical and feasible.

Availability of petroleum.-The Office of Technology Assessment
technical memorandum titled "World Petroleum Availability 1980-
2000" forms a basis for determining the potential supply of petroleum
resources for the U.S. and the rest of the world. We concur with their
analysis which indicates:

(1) It is highly unlikely that there will be little or no increase in
-world oil production from conventional sources over current levels.

(2) We will not be able to increase our imports above our current
levels.

(3) We will probably face intense competition before the close of
this century for the available petroleum supplies.

(4) Domestically, the U.S. will find new economic reserves (at $30/
bbl) in large fields containing at least 100 million barrels of liquid
petroleum or equivalents. Smaller fields will be economical to develop
when prices exceed $30/bbl.

(5) It would be prudent to consider national policy to reduce our
heavy dependence on petroleum.

Areas for public risk.-There are several obvious, but sometimes
overlooked, points that are important when evaluating "public risk."
Imports do provide the nation and its citizens economic gains. It is
misleading to cite a U.S. deficit as though it represents in some perti-
nent sense a national loss. U.S. needs for energy, certain minerals, and
metals and other commodities are linked with other nations' commerce
in a number of important ways. In no case is the U.S. market wholly
insulated from what happens in other countries. This is fundamental
political and economic matter. Shortages can be a crisis, discomfort, or
a boon depending upon circumstances. When to be without produces a
crisis, then we are in the arena for "public risk" taking evaluation.
When it threatens national security either economically or militarily,
it becomes an arena for "public risk" taking. Petroleum import de-
pendence is both of national economic importance and a threat to
national security. It, therefore, is appropriate to consider the risk as a
public venture.

l Exxon Company, USA's Energy Outlook 1980-2000. December 1979, p. 6.
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American security is put at risk when there are insufficient reserves
of critical materials in private stock to assure economic and military
survival. It is appropriate in such circumstances for the U.S. govern-
ment to build the appropriate security stockpiles.

There are no clearly defined and widely understood policies regard-
ing economic stockpiling. This is particularly true when such stock-
piling will lead to economic inefficiencies, manifested in higher mate-
rial costs, use of unproven technology, conflicts of special interest
groups within the society as well as inside the government. Such stock-
piling will require investments beyond the possibilities and strategies
of the private sector.

Coincident with economic stockpiling is the need for research and
development that is beyond the workings of the normal marketplace.
Today's energy alternatives research that can be used for both national
security and domestic stockpiling for our nation as well as for foreign
trade and assistance require a change in the normal process. Timely
developments from research to prototype to commercial production is
required if we are to have sufficient energy supplies based on domestic
feedstock supply sources in the next decade or two. The normal process
of "scaling up" from energy R. & D. to commercial production is a risk
that is at this time abnormal for the private sector, in our opinion. The
"scaling up" of our current technology is also a matter for public risk
taking.

The energy domestic supply sources have several characteristics.
The first of which is conventional energy sources. The majority
ownership is in the Federal domain. The United States owns over
40 percent of the total coal reserves, over 70 percent of the oil shale,
85 percent of the tar sands, over 60 percent of the oil liquids, and
over 60 percent of the natural gas reserves. The second characteristic
is that the development of our domestic conventional resources re-
quire careful coordination of natural policies that relate to water,
transportation, environmental, government regulation, monetary pol-
icies in terms of priorities, and national income policies for private
sector investments. Reasonable coordination could result in lessening
import dependence, stabilization of the dollar through international
trade, full employment and at required higher price levels reduction
of inflation and unemployment.

A final characteristic, the use of alternative conventional energy
resource and renewable energy resource, permits value added. This
allows us to use an approach that can be characterized as "supply
side" because it focuses on such economic phenomena of alternative
energy resources as costs, investment, technology productivity and
output within time constraints. The supply side approach uses iden-
tically the same formal tools of economic analysis we've always used
but emphasizes different aspects of them which we believe to be more
relevant to the 1980's and 1990's.

THE U.S. DEMAND AND SUPPLY FOR ENERGY IN 1990

What we will do in this section is set forth an estimate of demand
and supply for the domestic energy market needs, international trade
and stockpiling for national economic emergency and security. The
section in the main body of the report entitled "U.S. Energy Balance
Sheet Through 1990" establishes the supply side of energy needs.
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While we have considered the estimates therein we have used the
Exxon reports to develop the demand side for domestic energy. To
this we have added our own estimated demand needs for national
security stockpiling and for the international export of conventional
energy products and commodities and their derivative products.

Let us repeat some of the significant factors in the main report
that established the estimate of energy supplies for 1990 set forth on
Table 2, "Best Likely Estimate of the U.S. Energy Balance Sheet."
The estimates were based on: (1) GNP will average 2.5 percent
increase annually; (2) an average marginal energy/GNP ratio of .04
will be achieved; (3) total energy production will increase about 10
percent over 1980 levels; (4) decline in rate of funding of conven-
tional oil and gas will continue, and be offset by increases in drilling
and current federal land policies will preclude any significant devel-
opment from these sources by 1990; (5) coal production will increase
4.5 percent annually; (6) nuclear plants now in construction or on
order will be in production; (7) synthetic production will achieve
goals of about 1.2 mboed; and (8) hydroplants, geothermal, solar
and other alternative energy sources will increase only slightly.

The specific estimates for energy supplies used in the main body
are basically derived by Professor W. L. Fisher, director of the Bu-
reau of Economic Geology at the University of Texas at Austin, and
referred to as "Fisher's Estimates." The Fisher Estimates, in turn,
were modified by Professor Walt W. Rostow to achieve a net energy
export position by 1990 and, therefore, comprise what we refer to as
the "Rostow Estimates." As neither Fisher nor Rostow made esti-
mates of U.S. domestic demand for energy supplies, we are using
the Exxon estimates.

Energy supply.-Table A sets forth the energy supply estimates
for 1990 by Exxon, Fisher and Rostow.

TABLE A.-BEST LIKELY ESTIMATE OF THE U.S. ENERGY SUPPLY FOR 1979 AND 1990

IMBOED)

1979 1990
Exxon Fisher Rostow

Total, U.S. energy production -29.8 32. 4 33.6 43.4

Oil -10.1 6. 1 7. 7 9.0
Gas ------------------------- 9.3 7.6 7. 7 9. 3
Synthetics -0 1.6 1.2 6. 0

Subtotal, oil and gas -19. 4 15. 3 16.6 24. 3

Coal -7.5 11. 3 11.3 14. 6
Nuclear ---------------------------- 1.4 4. 0 4.0 5.0
Hydro and others- 1.6 1.8 1.7 2.5

Subtotal -10.4 17.1 17.0 22.1

Total U.S. imports ------ 9.1 10.6 9.8 1.9
Coal exports -. 7 --- 3.0

Total - 39.6 43.0 43.4 48. 3

Our analysis of the three different estimates for U.S. energy supply
for 1990 generally shows that the Exxon and Fisher total estimates
are the same. However, Fisher follows a more aggressive program in
drilling for natural gas than Exxon. Furthermore they both estab-
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lish a synthetic fuel program that will take over 25-30 years to bring
on full stream. Their supply estimates generally reflect the continua-
tion of the current national dependence on U.S. petroleum imports.
Rostow's estimates reflect definite change in the national energy pro-
gram. His estimates suggest a very aggressive drilling program for
domestic oil and gas; scaling up production effort for synthetic fuels
to about 15-18 years; and a massive increase in coal production by
55 percent over Exxon and Fisher estimates. Rostow's estimate assumes
that there should be a dramatic decrease in imported petroleum de-
pendence by 1990 that is offset in terms of balance of payments through
exporting of coal.

All three of the estimates made no reference to strategic reserves or
assumed that there would be little need to call on such reserves over
the next decade.

Energy demand.-A best likely estimate of energy domestic demand
by consuming sector as per Exxon's estimates are shown in Table B.
The total Exxon domestic demand estimates by sector of demand
equals the total energy supply estimates of Fisher.

TABLE B.-EXXON 1990 U.S. DOMESTIC ENERGY DEMAND BY CONSUMING SECTOR, 1960-2000

[M BOEDJ

1960 1980 1990 2000

Consuming sector (including utilities):
Transportation- 5 4 9 9 94 10.0
Residential and commercial- 6.6 13.0 15.1 17.5
Industrial- 8.0 12.6 14.8 18. 6
Nonenergy (feedutocks) 1.9 3.2 3.7 4. 2

Total -21.9 38.7 43.0 50.3

Table B shows that the conservation program has effectively re-
duced domestic energy demands. The total demand increased by 76
percent between 1960-1980, and the estimated demand increases be-
tween 1980-1990 are 11 percent and 17 percent between 1990-2000.
The estimates for transportation which is the major user of imported
petroleum shows more reduction in demand. It is now appropriate to
examine in more detail the energy demand by supply source by con-
suming sectors.

Energy supply and demand estimates.-The estimated supply
sources to meet the domestic demand estimates for 1990 are shown in
Table C.

TABLE C.-U.S. DOMESTIC ENERGY SUPPLY AND DEMAND ESTIMATES, 1990

IMBOED]

Sources of energy supplies

Syn- Hydra and
Total Oil Gas thetics Coal Nuclear others

Consuming sectors:
Transportation- 9. 8 7.9 3 1.0
Residential and commercial 6. 8 2. 8 3.7 2 .0
Industrial- 9. 2 3.0 3. 8 2 2. 2
Nonenergy (feedstocks) - - 3. 7 1. 0 .7 -- 2. 0

Subtotal 21.9 14.7 8.5 1.4 4. 3Utilities -14.1 .4 .9 7. 0 4.0 1. 8
Total -43.0 15.1 9. 4 1. 4 11.3 4. 0 1. 8
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Table C clearly sets forth that if we are to be less dependent on im-
ported petroleum we need to provide energy alternatives that are
liquids. In addition the utility sector is heavily dependent on coal.
What we need to do is to make sure that any domestic alternative
energy program provides an appropriate mix to satisfy the consum-
ing sector demands. It is also important that their future needs be
anticipated in sufficient time so as not to cause imbalances in the total
supply system, employment, international trade and capital invest-
ments for productivity gains.

Other demand factors that need to be added to Table C are those
required for exports and for stockpiling. The reason that they are
important to consider it to determine whether it is economically feasi-
ble as well as if it is in the realm of possibilities for the United States
to export energy in the next decade. Equally important is the form in
which the United States should export energy resources either as con-
ventional fuel or after some processing with value added. Table D
lists the total U.S. energy supply and demand estimate by including a
3-mboed export goal and a 2-stockpiling goal by 1990. The question
marks give an indication of the latitude of policy alternatives and
action involved. Table D also introduces the renewable energy sources
not generally included in the various current energy forecasts

TABLE D.-TOTAL U.S. ENERGY SUPPLY AND DEMAND ESTIMATES WITH EXPORT AND STOCKPILING GOALS 1990

IMBOEDI

Hydro Renew-
Demand sector - Total Oil Gas Synthetic Coal Nuclear and others ables

Domestic demand (table C) 43.0 15.1 9.41 1.4 11.3 4.0 1.8 0
Export goal -3.0 … … (?) (7) (?) (?) 2
Stockpiling goal -2.0 (?) -- (7) (?) )

Total -47.0 15.1 9.4 (?) (?) (?) (?) (?)

X Includesforeign imports of 10.6 MBOED.

The markets for U.S. energy are complex and are intertwined with
emotion and habit. In the first place we are continuously exporting in
one sense energy in the form of agricultural products or as chemical
and manufactured goods. The initiatives and policies to deal with en-
ergy are also complex. On the other hand it is imperative that today's
energy initiatives take into account more than energy near term needs.
Energy sources are the wellspring for driving the U.S. economy to-
wards a new infrastructure as well as for a more stable society.

ENERGY INITIATIVES AND ATTAINABLE ALTERNATIVES FOR 1990

The new administration has the opportunity now to make the right
choices for the next two decades through its energy alternative choices
to shift the economy toward full employment, while its industrial in-
frastructure is shifted to the technolgies of 1980-2000, and provide the
growth of the UT.S. economy with increased productivity, international
trade and stabilize the dollar. The choices derived from the energy
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supply and demand analysis show that the new administration has the
following alternatives to select from:

(1) Conservation of domestic and import energy supply through
market pricing and regulatory changes.

(2) Accelerate exploration and aevelopment drilling for oil and
gas on the Federal domain.

(3) Public risk policy alternatives.
Please note that the above three alternative areas are not involved

with the extension of energy research and development of solar, fusion
and other more exotic energy sources for the 21st century. We are
more concerned with the decade of the 1980's and 1990's and even more
importantly with the first 100 days of the new administration and its
program.

Conservatian through market pricing and regulatory changes.-
There is no reason for us to document that market pricing has been an
extremely effective mechanism to conserve energy. The critical aspect
of market pricing for conservation is the timing factor. Currently it
is evident that there will be a gap in the discovery of domestic gas re-
serves because of the Natural Gas Policy Act of 1978. Therefore it is
important to consider decentralizing natural gas by 1982 instead of
1985. In the same vein the windfall profit tax should be reformed so
that the newly discovered and tertiary recovery are exempt. This will
provide especially the independent producers with additional liquid
funds to invest in increased drilling as well as increase our domestic
suppy of oil and gas.

Both of these reforms could result in additions to the energy supply
before 1984 and have their full impact in place before 1990. Table E
shows the estimated results of these initiatives based on the DOE study,
"Reducing U.S. Oil Vulnerability," Energy Policy for the 1980's, U.D.
Department of Energy, November 10, 1980.

TABLE E.-ESTIMATED RESULTS OF NEW ADMINISTRATION INITIATIVES
jMBOED]

Initiatives 1985 1990

A. Marketing pricing:
1. Natural gas price decontrol by 1982 instead of 1985 -0.4 0. 42. Windfall profit tax reform -. 0 .23. Tertiary recovery. , 5 1.3

Total ---------------------------------------------------------

We recommend a U.S. domestic natural gas prices increase to meet
world oil prices be carefully considered. Such an initiative could
lead to immediate conservation. Irwin M. Stelzer, President of the
National Economic Research Associates, Inc., has estimated that for
everv 1-percent increase in price, the response of consumers has been
as follows:

[in percent]

Electricity Natural gas

Residential -0.1-1.0
Industrial - .5-1.2

0. 3
.5-2.0



His studies regarding gasoline prices indicate that for every 1
percent increase in price, the short-term reduction in use was .2 per-
cent and between .4-.9 percent for the long term. The conservation
savings of a 1-percent price increase from utilities would be approxi-
mately 140,000 boed; gas would be 85,000 boed and oil 29,400 boed or
a total of 250,000 boed.

The key factor to the elasticity of price is that a price increase
generates a large pool of dollars for multifaceted uses. A $1 per gal-
lon increase by 1990 in gasoline prices for automobiles and light
trucks would provide $90-100 billion of revenues a year. In our
opinion, there is no reason for "old oil" refined to gasoline to be
subjected to the current manner of "windfall profit" taxation. We
would suggest that such "windfalls" be directed for reinvestment by
the companies in "alternative energy sources" which would be in the
public's interest rather than be processed administratively through
the government. Today about 20 companies have over 98 percent of
the refinery capacity in the U.S. and their administrative costs would
be much less than any public sector could establish to administer
under appropriate government audit. We would also suggest that
gasoline price increases be timed and integrated with the feasibility
of the development of alternative energy resources rather than have
prices be increased in small increments. More on this later.

Accelerated exploration and development drilling.-The domestic
supply of oil originating from Federally owned lands has been de-
creasing especially for oil. It is-recommended that additional Federal
lands be made available for accelerated exploration and development
drilling for both oil and gas. The reason for accelerating the gas is
that the Natural Gas Act of 1978 has caused private sector drilling
to shift from gas to oil because of reduced profit margins and we will
soon reap the problems of this act.

There are more than adequate Federal lands onshore and offshore
including Alaska that can be leased prior to 1982 for accelerated
drilling. We have established as our goal a 1 mboed for oil as well
as a 1 mboed for gas by 1990. Our estimated net investment for such
accelerated drilling will be between $2-$3 billion a year. It will take
about 6 to 7 years to get to the 2 mboed level. Of course, we are sug-
gesting a policy of drilling in the near term beyond the current plans
of U.S. energy industry. It will deplete our national reserves faster
but provide the time and funds to bring alternative energy resources
on streams before 2000.

Public risk policy alternatives.-As stated earlier we believe that
when there are requirements for energy supplies at above current
world market prices, use of unproven or unconventional technology,
or requires investments in scaling up facilities that these should be
considered as public risk projects.

Selection of new technologies

Next to liquid fuel supplies to meet transportation demands the
next highest demand is for coal, oil and gas to be used in the genera-
tion of electricity. Estimates for 1990 are that 8.3 mboed will be re-
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quired by utilities. Currently the projections by DOE for efficiency
in the utilization of these supplies are as follows:

1979 1985 1990

Input I-11.2 13.9 16.4Output 8------------------------- 3.3 4 14. 8Efficiency (percent) -29 29 29

I MBOED.

In short, there is no increase in efficiency projected for the next
decade.

Advanced technology at selected institutions of higher learning and
under development by selected companies for DOD exist to initiate an
immediate program to increase boiler efficiencies from 29 percent to
about 50 percent and with lower unfavorable emission of conventional
coal-burning plants. Our estimate is that an R. & D. program could be
successfully accomplished in the next 10 years. The cost of such a pro-
gram should not exceed $1 billion.

Now if we assume that the newer boiler technology is available by
1990 with a 50-percent efficiency factor and that the demand for utility
power continues between 1990-2000 at the same rate as for 1980-90, then
it would be possible to save 1.3 mboed by the year 2000. Development of
such newer technology is, in our opinion, clearly a public risk program
because of the capital requirements and uncertainty. An investment of
$1 billion in R. & D. could lead to a reduction in the need for energy
supplies of $19 billion per year at $40 boed. Furthermore it would pro-
vide the United States with the capability to export more coal or its
value added derivatives.

In addition to the new boiler technologies there are newer technolo-
gies of distribution efficiencies of electrical energy which could provide
added savings in the decades after 1990. While we encourage the accel-
eration of this research we would not count on its use prior to 1990.
On the other hand such advances can be incorporated in the develop-
ment of electrical generation for the required new synthetic fuel plants
and newer communities associated with their developments.

Synthetic fuels.-In our opinion synthetic fuel plants meet the stated
public risk criteria. In order to create an effective public strategic stock-
pile by 1990 or earlier, it is recommended that this be accomplished by
acceleration of the private sector synthetic fuel program from 1 mboed
in 1990 to 3 mboed in 1990 and 12-18 mboed by 2000. Participation and
dedicated cooperation of the Federal government with private indus-
try would go a long way to accomplish these goals. A joint synfuel pro-
gram will do much to minimize the capital investment and normal
business risk and at the same time provide a market for the expansion
of a domestic synthetic fuel program. Exxon's estimates for 1 mboed of
synthetic liquids should be supplemented by a "Federal strategic
stockpile program" of 2 mboed. A total demand of 3 mboed will pro-
vide a larger market than 1 mboed on the synthetic fuel liquid market.
This will necessitate scaling up risks for production facilities. Further-
more it will significantly reduce U.S. vulnerability and provide time
for diplomatic and military planning.
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The recommended accelerated production of synethic fuel would
employ in the year 2000 over 1 million people directly and some 4-5
million indirectly. In the next 10 to 20 years a new industry could
be created that directly increased employment over current levels in
the mining and processing industries as well as provide for increases
in the construction industries and new specialization in synthetic
engineering and newer chemical derivatives. These direct employ-
ment effects would be multiplied by the industries demand for plants,
machinery and other products from suppliers. This derivative
demand would allow for plant expansion starting in the 1980-90
period in the current underemployed areas as well as provide the
market for advanced materials, special application designs, photo-
synthesis, supercold technology, industrial and scientific instruments
and robots and automated batch production advanced technologies
for the 1980's. It could well lay the groundwork for the developments
of a renewed American enterprise system that once more provides
for worldwide production leadership. More important it provides
the market for those products and services that create a new dimen-
sion for increased national productivity. We are confident that the
technologies required for an accelerated synthetic fuel program will
spill over into all sectors of the economy including international
trade.

We have estimated that about 400-500 billion 1981 dollars would
be required over the next 10 years. This investment can be financed
by at least three means. First use private companies capital sources
as much as possible.' It is our estimate that the 40 largest U.S.
energy companies could provide at least 50 percent of such capi-
tal expenditures from internal sources. Second utilize the Energy
Security Corporation resources. Third provide for a tax policy that
allows for an investment tax credit of 15 percent plus another 15
percent for the development of a synthetic industry as well as the
renewable energy resources industry to be discussed later. Also we
would suggest that if there be an increase in the price of gasoline
and these funds should be directed to be used for synthetic fuel
development.

As noted earlier a $1 per gallon increase in price would provide
at least $90 billion a year. This would provide twice our projected
needs which indicates that there is no need to increase the price of
gasoline $1 in one step. What we do recommend is that the increase
in price be such as to establish fairly quickly that relative prices
have to change as the economy grows through development of new
synthetic fuel industry and that the higher prices provide for a
basic market clearing economic equilibrium in which supply equals
demand .2

Furthermore when a $1 per gallon price increase does become ef-
fective then U.S. domestic prices will still be below world market price.
It-is our belief that the American public could understand and accept
a price increase if it builds a new industry and provides a mechanism to

1 In this regard Exxon has Indicated that they could provide their own capital for the
synthetic fuel production if it were developed over 30 years.

2 For further details see "New Apnroaches to Economic Problems" in The Institute for
Constructive Capitalism. Graduate School of Business, University of Texas at Austin re-
search report "Texas Business, Society and The Economy," Dec. 10, 1980.
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fight inflation and unemployment as well as reduce our vulnerability
and dependence on foreign imports.

The accelerated synthetic fuel industry would provide for additional
growth and improvements through new population centers in the
Rocky Mountain Regions, Appalachia, Midwest and Southern United
States. There could well be over 100 such new population centers con-
stituting a total of 45 million persons. These centers will provide a
realistic requirement for the development of housing, school systems,
health care facilities, public services, recreation and leisure, com-
nercial and other needs. This formidable challenge is manageable and

we believe can be met within a two-decade framework. Our major rea-
son for this belief is that much of the required infrastructure will pro-
vide unprecedented opportunities in the "small business" sector. Small
business has already served as an effective mechanism to provide em-
ployment for all segments of the population in a timely manner in the
past and can again meet the nation's future needs.

The critical dimensions to the accelerated development of the syn-
thetic fuel industry are those concerned with Federal land leases, gov-
ernment approvals especially for environmental and community im-
pact statements, water supply and transportation systems. These mat-
ters generally are soluable by realistic policies, legislation, regulation
and coordination of the responsible agencies at the local, state and fed-
eral levels. The more that these approvals can be accomplished in con-
cert rather than in a step by step process the sooner we can expect it
to be cost effective. In terms of the economics Exxon has stated in their
1980 report "The Role of Synthetic Fuels in the United States Energy
Future," that "shale oil now appears to be economically competitive
with imported crude oil"; "liquids from coal are economically sensi-
tive to the revenue the producer realizes from sale of the co-produced
SNyT (synthetic natural gas) ".3

"It appears financially and physically feasible to bring the addi-
tional water needed .. . at a resulting increase in costs of about 1 per-
cent. As a side benefit, the transportation system also could provide
water for agricultural, municipal and other uses." 4

Renewable energy resources.-The use of renewable energy re-
sources can be categorized as those which convert renewable energy
inputs to alcohol (ethanol and methanol) as well as to electricity for
distribution from hydro, geothermal, wind, solar, ocean and photo-
voltaics to end users. The reason for renewable energy resources to be
included in the public risk section is that the resultant energy may
require prices higher than current world energy price, they may
depend on unconventional technology, the investments required for
scaling up facilities are at risk. We know that some of these alterna-
tives may not survive in the long run if relative energy prices were to
remain stable. On the other hand the renewable resources do provide
substantial energy supplies in a shorter period of time than synthetic
fuels and the quantities they provide can have a significant impact in
meeting the mix of energy supply bv consuming sector.

The renewable resources area which we believe has not been appro-
priately considered is in the commodity renewable energy resources.

a Table A. above.
' P. 10, Exxon, "The Role of Synthetic Fuels in the United States Energy Future."
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The commodity renewable resources include: (1) conventional agri-
cultural crops (e.g., grains, sugar cane) and (2) unconventional agri-
cultural products, e.g., cat talis, Jerusalem artichokes, cellulosic ma-
terials. These commodities are or can be used to produce chemical
fuels such as ethanol, methanol, butanol, oils, distillers grain, and
other chemical derivatives that are then used as energy liquids for
fuel, industrial chemical feedstock and animal feeds. The common
myths are that these renewable resources are primarily associated with
gasohol and that (their use is economically limited because of the high
energy costs associated with the current production of alcohol from
high priced grain. We believe that these commodity renewable re-
sources when coupled with other renewable sources such as geo-
thermal or cogeneration and scaled up plants will be an important
economic energy supply source by 1990 and could well be produced at
competitive costs and be a continuing industry.

Energy supply from commodity renewable sources are not included
in the energy supply sources in Tables A, B, C, or D. The DOE policy
and evaluation study "Reducing U.S. Oil Vulnerability Energy
Policy for the 1980's" November 10, 1980, estimated that this area
could provide 1 mboed by 1985 and 1.3 mboed by 1990. Our investment
for renewable commodities value added area ranges from about $30-
45 billion on the next decade and this estimate could probably produce
more than 1.3 mboed and perhaps as much as 2.5-3.0 mboed.

The production and evaluation funds are available from the estab-
lished Energy Security Act. The DOE and USDA have a number
of research and development projects underway. This area is more
dependent on the production expansion of independent energy and
agribusiness firms. On the other hand, the multinational energy corpo-
rations will be more involved with its purchase, marketing and distri-
bution. This area will encourage the development of a renewed as well
as new industrial agribusinesses in all geographical sections of the
United States. Further new facilities will require much of the same
materials and supplies that are required for the synthetic fuels in-
dustry. Once more they will utilize the same technologies of the
1980's enumerated in the synfuel section. The increase in productivity
for the renewable commodities industry will depend on emerging tech-
nologies such as biotechnology, genetic engineering, genetic selection,
electrostatic spraying, waste management, and automated continuous
processing. Renewable commodities as an energy supply source is a
newer form of industrial agribusiness. Its integration from seed selec-
tion to the final products and uses is an exciting new area of economics
and business on a national and international scale. It will require new
national policies that capture the portions required for domestic en-
ergy supplies while still providing appropriate exports of food for
human and animal consumption. The value added components to com-
modities is the key to consideration for national policy in both the
public and private sectors.

The other renewable resources consisting of hydroelectric geother-
mal, solar, wind, ocean, and industrial process heat have been esti-
mated by the DOE to supply about 2.1 mboed by 1990. Their esti-
mate is used for the remainder of this study.

Nuclear.-The reason for including nuclear energy in the public
risk sector is that it does involve conflicts of special interest groups
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within the society as well as in the government, technological prob-
lems and safety considerations. The fear of the unknown consequences
is so awesome that the projection by Fisher and Exxon made no al-
lowances for the 1990's other than to complete the plants under con-
struction.

Our analysis indicates that the public opinion towards nuclear
energy is changing in the direction of acceptability. We therefore
recommend that Rostow's increase of 1 mboed over Fisher-Exxon may
even be low. Our best estimate for the required investment in nuclear
enery resources is approximately $200-210 billion to produce Ros-
tow's estimated increase to 5 mboed.

S-u m ary.-It is now possible to review the overall impacts of rec-
ommended initiatives for the new administration in terms of their
impact on the energy supply and demand for 1990.

Table F shows our best likely estimates of the U.S. Energy Supply
for 1990 compared to Exxon estimates.

TABLE F.-'OMPARATIVE STUDY: BEST LIKELY ESTIMATES OF THE U.S. ENERGY SUPPLY FOR 1990

[MBOED]

Estimates

Exxon Incremental Total

Total, U.S. energy production -32. 4 10.0 42. 4

Oil 6.1 2. 5 8.6
G as -------------------------------------------------------------- 7.6 1.4 9.0Synthetics 1.6 3.0 4.6Renewable com m odities ---------------------------------------------------------- 1.3 1.3

Subtotal -15. 3 8.2 23.5
Coal - 11.3 -11 3Nuclear -- 4.0 L 5.0Hydro, geothermal and other -1. 8 .8 2.6

Subtotal

Total U.S. imports --- -----------------------------------

Subtotal
Less demands for-

17.1 1.8 18.9

10.6 -- 5.6

43.0 48.0

Export goal -- (3. 0) (3. 0)Stockpiling goal-- (2.0) (2. 0)

Net, U.S. energy production -43.0 5.0 43.0

Table G shows our best likely energy demand by consuming sector
for 1990.

TABLE G.-Best likely encrgy demands by consuming sector for 1990

[MMBOED]
Consuming sector:

Transportation -------------------------------------------------- _ 9.4
Residential… _________________--______ --__________-15. 1
Industrial _______--__ --_________ --____________--___---14. 8
Nonenergy (feedstocks) -- 8---------------------------------------- 3. 7
Export - - - -- --------------------------------------- 3 0
Stockpiling -____________________ 2.0

T o tal -- ------------------------------------------------------- 48.0

The incremental investments for our estimates of the additional 10
mboed over Exxon as well as our recommended Source of Investment
by public and private sectors are shown in Table H.
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TABLE H.-ESIIMATED INVESTMENT FOR ENERGY INITIATIVES AND ATTAINABLE ALTERNATIVES FOR 1990
[in billions of dollarsl

Source of investment dollars

Total
Energy source: Initiative or alternative estimated State and

recommended investment Federal local Private

oil:
Market pricing…
Accelerated drilling1------------------------------ I0415 I ($2)

Gas: Accelerated drilling -10- 15
Synthetic: Accelerated synthetic program -40-500 2 5 ;2-$3 3 $396-1494
Renewable commodities - 30- 45 118-25 2-5 10- 15
Nuclear -200-210--- 10-20 190
.Hydro, Geothermal other -9- 10 '(6) 1- 2 2
New boiler R. & D - -1 1

Gross investments 660-795 17-24 15-30 598-701

1 Represents Government guarantees.
2Estimated lease revenue to Federal Government.
a To be funded by special investment tax credit and directed investment by fuel price increases and by Energy Security

Corporation.

Con lusions.-The analysis performed makes it clear that it is pos-
sible to evolve a national energy policy that is consistent with the
American economic system, and that will reduce our excessive depend-
ence on import of oil and unnecessary government involvement and
interference in domestic energy production. It also shows that the
United States will need to import only about 5.6 mboed of oil and can
export 3 mboed of energy equivalent. The export depending on value
added could improve our balance of payments. The study supports a
U.S. policy that diversifies our dependence on oil imports from a few
nations to a more balance base of nations. At the same time the United
States can keep its commitments to export U.S. energy supplies to our
allies. The national security and vulnerability is improved to a level
which will permit essential independence at any time of national crisis.

These initiatives and recommendations contained herein show a
realistic potential to return to a renewed domestic agri-industrial in-
frastructure that produces a stable economy, reduces unemployment
and inflation based on developing and expanding domestic energy
alternatives and value added exports, utilization of appropriate newer
technologies and productivity and where abnormal risk factors can be
appropriately shared by the economy as a whole.

STATEMENT OF JAMES F. SFMITH, CHIEF ECONOMIST,

UNION CARBIDE CORP.

PROPOSALS FOR REDUCING THE RATE OF INFLATION IN THE 1980'S

Inflation has been "Public Energy No. 1" in the United States for at
least a decade now and we, the public, have been steadily losing the
battle. We are now dealing with a "core" or underlying rate of inflation
that is the highest in our peacetime history.

NOTE-The analysis presented in this paper is solely that of the author and does not
reflect the position of the offlcers, directors, or other employees of Union Carbide Corp.
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Does this mean that the situation is all but hopeless, and we should
learn to accommodate ourselves to living in a world in which prices
rise by a larger amount year after year ' Absolutely not! But it does
mean that in order to turn the momentum around and return the
United States to a climate of stable prices will take very strong po-
litical willpower over the next few years, and especially in the first
few months of the Reagan Administration. The following program
could steadily reduce the rate of inflation during the 1980s, without
requiring a drastic price to be paid in terms of lost output and unac-
ceptable increases in unemployment.

The first legislative action the new President and Congress should
initiate is a bill that would put the entire regulatory apparatus of
the Federal Government on "Hold" for 1981 with respect to the
issuance of any new regulations or changes in existing regulations
that would increase costs in the economy, regardless of the timetables
in existing laws for the issuance of such regulations. Such a bill could
well also include a mechanism for establishing a task force to review
existing regulations with emphasis on examining the continuing need
for some of them, for ways to reduce their costliness while achieving
the same benefits, and for developing a regulatory budget to set limits
on the total costs that regulations could impose on the economy
during any particular year.

The next legislative action should be on a tax cut or, to be more
accurate, a reduction in the increased taxation current law would
otherwise produce in 1981. Such a tax cut should heavily emphasize
supply side incentives. Elements of the tax cut should include:

(1) A significant stimulus to business investment in plant and
equipment through sharply increased depreciation allowances
and through stronger investment tax credit incentives.

(2) A strong stimulus to exports through tax incentives, in-
cluding an elimination or dramatic reduction of the U.S. taxes
levied on income earned by individuals and businesses in other
countries.

(3) A large reduction in the capital gains taxes levied on in-
dividuals and corporations and perhaps their elimination, as is
the case in many foreign countries.

(4) A reduction of the ceiling rate on personal income from
sources other than wages and salaries and perhaps a total elimi-
nation of different tax rates for different types of personal in-
come.

The next proposed action may appear somewhat perverse, as it
would have a significant inflationary impact in the short run, al-
though its long run consequences for reducing inflation would be
very large. That action would be to accelerate into early 1981 the
decontrol of crude oil prices scheduled for October as well as full
decontrol of natural gas prices as early as possible in 1981. This
development, coupled with the investment incentives in the tax cut
proposed above, would lead to faster adjustments by business to the
realities of the energy situation and thus to greater investment in
more energy efficient processes throughout the economy.

The next proposed action would be development of a "reindustrial-
ization" program that would depend primarily on free market in-

73-057 0 - 81 - 8



74

centives to provide stimuli for labor and capital to be productively
employed in depressed areas of the country. Such a program should
not involve a board to pick "winners", but rather should provide such
incentives as lower taxes, fewer regulatory constraints, and lower
minimum wages to spur investment in areas with the greatest needs.

The last legislative action should be a concentrated assault on the
large accretion of laws that prevent market forces from operating to
produce the full benefits of a freely competitive system. Any good
microeconomist can compile a lengthy list of these impediments,
which would include such laws as the Davis-Bacon Act, Jones Act,
McFadden Act, minimum wage laws, agricultural marketing orders,
orderly marketing agreements, many tariffs, and so on. The impor-
tant political strategy is to include all of these things in one omnibus
"Structural Anti-Inflation Act of 1981" so that the public interest
in reducing inflation will have an opportunity to prevail over the
large array of special interests that would be affected by such legis-
lation.

These five pieces of proposed legislation, if enacted, would make a
powerful contribution toward reducing inflation in the United States
during the coming decade. The rest of the proposals could be accom-
plished within the Executive Branch of government.

The first and most important of these is for the new Administration
to announce that they support the efforts of the Federal Reserve Board
to pursue appropriate growth targets for the monetary aggregates,
and to support this announcement with whatever actions are needed
to make all observers understand that the Administration means what
it says. Coupled with this should be a strong effort to review the 1981
and 1982 Budgets with an eye toward restraining spending in every
possible area. The new Administration should make every effort to
make their revised 1982 Budget come in with expenditure totals in cur-
rent dollars that are no higher than those expected for the final results
in fiscal 1981. This would not, of course, result in a balanced budget,
but it would win enormous credibility with the public that the Admin-
istration was serious about getting inflation under control.

The second important Administration action would be to give strong
support to the legislative package outlined above. This would include
maintaining a close liaison with all of the appropriate committees in
the Congress.

The final Administration action that is included in my proposals
would be development of an effective organization to stimulate exports
of American goods and services. This would involve consolidating sev-
eral parts of other departments and a~zencies into a single agency.

This package of proposals is brief. It will be difficult to implement,
but it is well within the realm of the possible. Putting the package into
practice would greatly improve the outlook for inflation in America.

[News Release, National Association of Business Economists, Sept. 18, 1979]

FEDERAL LEGISLATION SPURS INFLATION, ECONOMISTS PANEL STUDY SHOWS

In 1978 Congress passed five times as many bills that spurred inflation as those
that helped control it, according to a report released today by the National As-
sociation of Business Economists. The N.A.B.E. is a professional organization of
more than 3,000 members from business, government and academia.
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The report, written by a panel of leading economists which comprises the Leg-
islative Review Committee of the N.A.B.E., said that of the 387 nonappropria-
tions bills passed during the 95th Congress' second session, 140 were moderately
or significantly inflationary while only 28 helped cool the rise in prices. The re-
mainder were viewed as having little inflationary impact.

"Most of the hills judged to be inflationary were not by themselves very sig-
nificant," said Dr. George McKinney, senior vice president of Irving Trust Com-
pany, the panel's chairman. "But taken together, the impact of these bills will be
felt in the pocketbook of every American consumer."

Other panel members were J. Dewey Daane, banking professor, Vanderbilt
University; Jane R. Lockshin, director of corporate business analysis. The Singer
Company; Roy E. Moor, director of economic research, A. G. Becker Inc.; Arthur
M. Okun, senior fellow, The Brookings Institution; Rudolph G. Penner, director
of tax policy studies, American Enterprise Institute for Public Policy Research;
and James F. Smith, director of credit research, Sears, Roebuck and Co.

Eight of the bills passed were considered to be "significantly" inflationary.
These were:

The Emergency Farm Bill, Public Law 95-279, which, among other things,
raised permissible target prices paid farmers for diverting land from pro-
duction;

Public Law 95-334, which expanded the federal credit assistance program
for farmers and other rural residents;

Public Law-95-356, the $4 billion military construction bill;
Public Law 95-483, which sharply limited competition from vessels owned

or controlled by the Soviet government in shipping between the United States
and other nations;

Public Law 95-523, the Humphrey-Hawkins Full Employment Act, which
set as a national goal a 4-percent unemployment rate by 1983;

Public Law 95-588, a bill that increased veterans' pensions;
Public Law 95-599, which authorized $54 billion in federal aid for high-

ways and mass transit during the next 4 years; and
Public Law 95-600, the bill that reduced taxes in 1979 by $19 billion.

The only bill that was seen as significantly deflationary was the Airline De-
regulation Act, which phases out federal controls over a seven-year period, the
panel reported.

Of 23 appropriations bills adopted during the same session, 22 were judged
by the economists to be inflationary. The sole deflationary appropriations bill
was the rescission of $463 million appropriated in 1977 to build two B-1 bombers.

Dr. McKinney noted that in addition to reviewing the 410 individual bills
passed by Congress last year, the panel judged both Congressional budget reso-
lutions to be significantly inflationary. The first budget resolution, passed by the
Congress in May 1978, approved fiscal 1979 budget outlays of nearly $499 billion
with revenues of nearly $448 billion, a deficit of about $51 billion. The second
resolution cut budget outlays to $490 billion, lowered revenue estimates to about
$447 billion, and projected a deficit of just over $42 billion.

Dr. McKinney pointed out that the sole criterion used in evaluating the laws
was the degree of inflation expected to result from passage. No consideration was
given to other potentially harmful or beneficial effects of the laws.

In judging the bills, each economist rated the bill on an 11-point scale, with
the mid-point indicating "no inflationary impact." The individual ratings for
each bill were then averaged. Dr. McKinney said no important statistical prob-
lems were encountered, and in most cases there was a general consensus in the
group. However, the opinions expressed in the report are those of the committee
and should not be interpreted as representing those of the N.A.B.E. nor of its
membership.
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Inflo//onury Imp ac

Nonappropriations Bills
9 51h Congress 2 nd Session

Significantly 8
Inf lationary

Moderately 1~ 32
Inflationary E3

27T Moderately
27 Deflationary

Significantly
Def lationary

Number of Bills

THE INFLATIONARY IMPACT OF LEGISLATION PASSED BY THE SECOND SESSION OF
THE NimETY-FIFTH CONGRESS 1

SUMMARY OF FINDINGS

This study of Federal Legislation passed by the Second Session of the Ninety-
Fifth Congress was prepared by the Legislative Review Committee of the Na-
tional Association of Business Economists. The purpose of the study was to eval-
uate the feasibility of classifying this legislation with respect to its inflationary
potential, and of tabulating the voting records of individual Congressmen
thereon. It was felt that the committee's professional judgments (all members
are well qualified economists) would provide a means of evaluating the infla-
tionary implications of Congressional actions.

Committee members considered every bill passed by the Congress, and quali-
tatively evaluated and rated its inflationary potential. Consideration was given
to such factors as the impact of the legislation on incomes, supplies, prices, or
wages whether direct or indirect subsidies were involved; and whether the legis-
lation might alter incentives, influence competition, or otherwise affect economic
efficiency. No consideration was given to factors other than inflation, whether
favorable or unfavorable.

The tabulation of the ratings shows that the Congress passed 140 inflationary
bills last year, but only 28 with a deflationary impact. These figures do not in-
clude appropriations bills, all but one of which were judged to be inflationary in
one degree or another.

Rating of all legislation other than appropriations bills are summarized in
Table 1. In all, 387 such acts were passed. Eight were significantly inflationary
and 132 moderately inflationary. On the other side, one measure was rated sig-
nificantly deflationary and 27 moderately deflationary.

One significant point shows up in Table 1-the sheer number of the "moder-
ately inflationary" bills passed. These 132 bills, more than one of every three
bills passed, indicate that a significant part of the inflationary impact of legis-

' Prepared by the Legislative Review Committee, National Association of Business
Economists.



77

lation comes in the nickel-and-dime category. None of them felt to be significant
by itself, the impact of all of these bills together is important.

TABLE 1.-Inflationary impact of bills p8ased (excluding appropriations bills),
95th Congre8s, 2d 8ession

Significantly inflationary---------------------------------------------- 8
Moderately inflationary----------------------------------------------- 132
No inflationary impact ----------------------------------- 219
Moderately deflationary-------------------------------------- 27
Significantly deflationary…--------------------------------------------- 1

Total --------------------------------------------------------- 387

The individual bills falling in the various classifications (except those rated
"no impact") are listed in Table 2. Eight bills fell under the heading of "sig-
nificantly inflationary." These were Public Laws 279, 334, 366, 483, 523, 588, 599,
and 600. Public Law 95-279, the Emergency Farm Bill, raised permissible target
prices to be paid farmers for diverting land from production, boosted the cotton
loan level, permitted land to be classed as set-aside (diverted from production)
while being used to produce crops for gasohol, and raised the limit on the Com-
modity Credit Corporation's borrowing authority. Public Law 95-334 expanded
federal credit assistance programs for farmers, ranchers and rural communities
and businesses. Public Law 95-356, the military construction bill, authorized $4
billion for military construction after considerable political maneuvering over
military base closings. Public Law 95-483 sharply limited competitiou. from
vessels owned or controlled by the Soviet government in shipping between the
United States and other nations. Public Law 95-523, originally the Humphrey-
Hawkins Full Employment Act, set various national objectives and set up po-
litically sensitive routines for their review. The central goal is the achievement
of a 4-percent unemployment rate by 1983. The bill also targets a 3-percent infla-
tion rate by 1983 and 0 percent by 1988. Public Law 95-588 increased some veter-
ans' pensions, including a boost of as much as 50 percent in maximum pensions
payable to able-bodied veterans. Public Law 95-599 authorized $54 billion in
federal aid for highways and mass transit over the next 4 years. Public Law
95-600, the Revenue Act of 1978, reduced taxes in 1979 by $18.7 billion. _

Table 2 also lists the deflationary non-appropriations bills passed. The only
bill rated "significantly deflationary" was Public Law 95-504, the Airline De-
regulation Act, which adds to competition in the airline industry by phasing out
federal controls over a seven-year period and abolishes the Civil Aeronautics
Board unless Congress subsequently acts to retain it.

The committee also rated the 23 appropriations bills passed by the Congress.
These are summarized in Table 3. All but one were rated as inflationary in
greater or lesser degree. Five were rated "significantly inflationary," and 17
"moderately inflationary." One was rated as "moderately deflationary" and none
as "significantly deflationary."

Appropriations bills and their ratings are listed in Table 4. Five appropriations
bills were given the rating of "significantly inflationary". These were Public Laws
355, 392, 457, 465, and 480. 'Public Law 95-355 provided $6.8 billion for supple-
mental appropriations, of which $3.2 billion went for raises for federal employ-
ees. Public Law 95-392 was the $67.9 billion appropriation for the Department
of Housing and Urban Development (HUD), the Veterans Administration (VA)
and 16 other federal agencies. It included $1.3 billion in new contract authority
for low- and moderate-income housing, appropriated $3.75 billion for community
development block grants, and $400 million for urban development action grants.
It also included $18.3 billion for the VA, $5.2 -billion for the Environmental Pro-
tection Agency (EPA), $4.3 billion for the National Aeronautics and Space Ad-
ministration (NASA), and $6.9 billion for revenue sharing and other payments
to state and local governments. Public Law 95-457 provided appropriations for
the defense establishment. Public Law 95-465 made appropriations for the De-
partment of Interior and related agencies. Public Law 95-480 provided appropri-
ations for 'the Departments of Labor and Health, Education and Welfare.

The only appropriations bill rated as deflationary, Public Law 95-240, was
found to be "moderately deflationary". The highlight of Public Law 95-240 was
the rescission of $463 million appropriated in 1977 to build two B-i bombers.
The bill also contained $7.8 million of supplemental appropriations for several
Departments. No appropriations bills were rated as "significantly deflationary".
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In addition to reviewing 410 individual bills that became law last year, the
committee rated the First and Second concurrent Budget Resolutions. Both were
judged to be "significantly inflationary". The First Budget Resolution, which was
passed by the Congress in May 1978, approved fiscal 1979 budget outlays of
$498.8 billion, revenues of $447.9 billion, and a deficit of $50.9 billion. The Second
Resolution cut budget outlays to $489.5 billion and lowered revenue estimates
to $447.2 billion, leaving a budgeted deficit of $42.3 billion.

The committee did not tabulate the individual voting records of Congressmen
on these measures. However, votes on bills passed are a matter of public record
and can easily be tabulated, using the data in Tables 2 and 4 and the rating scale
used by the committee.

TABLE 2.-Inflationary impact of bills passed (eaTcluding appropriations bills),
95th Congress, 2d session

Significantly inflationary:
Public Law 279-Emergency Farm Bill.
Public Law 334-Farm Credit.
Public Law 356-Military Construction Authorization.
Public Law 483-Ocean Shipping.
Public Law 523-Full Employment (Humphrey-Hawkins).
Public Law 588-Veterans' Pensions.
Public Law 599-Highway Programs.
Public Law 600-Revenue Act of 1978.

Moderately inflationary:
Public Law 226-1976-77 Drought.
Public Law 227-Excise Tax on Coal.
Public Law 234-Utility Poles.
Public Law 236--Uranium Radiation.
Public Law 237-Wilderness Areas.
Public Law 239-Black Lung.
Public Law 242-Nuclear Proliferation.
Public Law 248-Appalachian Trial.
Public Law 249-Wilderness Area.
Public Law 250-Redwood Park.
Public Law 251-Administrative Law Judges.
Public Law 252-Debt Limit.
Public Law 257-Fishing Vessels.
Public Law 258-Farm Payments.
Public Law 259-Folklife Center.
Public Law 268-Overseas Private Investment Corporation.
Public Law 273-Ocean Pollution.
Public Law 289-National Forests.
Public Law 290-Lowell Park.
Public Law 291-Social Services.
Public Law 293-Administrative Conference.
Public Law 295-Pacific Fisheries.
Public Law 297-Petroleum Marketing.
Public Law 298-Maritime Programs.
Public Law 299-Wildlife Refuges.
Public Law 300-Environmental Quality.
Public Law 306-Forest Resources.
Public Law 307-Forest Research.
Public Law 310-Wenatchee Forest.
Public Law 315-Solar Energy.
Public Law 316-Marine Mammals.
Public Law 318-Survivor Annuities.
Public Law 319-Consumer Safety Rules.
Public Law 320-Federal Reserve Audits.
Public Law 331-Peace Corps.
Public Law 333-Public Debt Limit.
Public Law 336-Drug Abuse.
Public Law 339-N.Y.C. Aid.
Public Law 343-Surface Mining.
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TABLE 2.-Inflationary impact of bills passed-Continued

Moderately inflationary-Continued
Public Law 344-Chattahoochee Park.
Public Law 351-Consumers Cooperative Bank. W
Public Law 361-Papago Indian Reservation.
Public Law 366-Divorcee Pensions.
Public Law 368-Uniform Health Benefits.
Public Law 369-Foreign Banks.
Public Law 373-Outer Continental Shelf.
Public Law 376-Fishermen's Insurance.
Public Law 381-Foreign Investments.
Public Law 384-Foreign Military Aid.
Public Law 395-R.I. Indian Claims.
Public Law 397-Servicemen's Benefits.
Public Law 401-NASA.
Public Law 402-Farm Interest Rates.
Public Law 404-Water Resources.
Public Law 409-Livestock Prices.
Public Law 410-Customs.
Public Law 415-N.Y.C. Loan.
Public Law 420-Conservation.
Public Law 421-Amtrak.
Public Law 424-Foreign Economic Aid.
Public Law 425-SEC Funds.
Public Law 426-State Department Funds.
Public Law 427-Fringe Benefits.
Public Law 428-Sea Grant Colleges.
Public Law 435-IMF.
Public Law 443-Loans to Fishermen.
Public Law 444-Civil Rights Commission.
Public Law 445-Livestock Slaughter.
Public Law 450-Wilderness Areas.
Public Law 456-Rate Discrimination.
Public Law 458-Excise Tax on Trucks, etc.
Public Law 460-Farms Sold to Foreigners.
Public Law 461-Drug Abuse.
Public Law 469-Wildlife Refuges.
Public Law 471-Indian Colleges.
Public Law 472-Tax Court Retirees.
Public Law 473-Interstate Commerce.
Public Law 474-Vessel Safety.
Public Law 476-Veterans Housing.
Public Law 477-EPA Research.
Public Law 478-Older Americans.
Public Law 479-Veterans Disability.
Public Law 485-Military Procurement.
Public Law 491-Federal Information Centers.
Public Law 492-Girl Scout Transportation.
Public Law 494-Wilderness Preservation.
Public Law 495-Canoe Areas.
Public Law 500-Tariffs on Machinery.
Public Law 501-Agricultural Exports.
Public Law 502-Waterway User Tax.
Public Law 505-Great Lakes Vessels.
Public Law 506-Replacement Costs.
Public Law 507-Small Business Administration.
Public Law 512-Cost-of-living Adjustment.
Public Law 514-Rangelands.
Public Law 516-Customs Duties.
Public Law 520-Philippine Veterans.
Public Law 521-Ethics in Government.
Public Law 524-CETA.
Public Law 534-Federal Reserve Purchases.
Public Law 537-Federal Drug Offenders.
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TABLE 2.-Inflationary impact of bill8 pa88ed-Continued

Moderately inflationary-Continued
Public Law 541-Antartic Conservation.
Public Law 546-Wilderness and Forests.
Public Law 555-Pregnancy Rights.
Public Law 557-Housing and Community Development.
Public Law 559-Health Maintenance Organizations.
Public Law 561-Education.
Public Law 562-Perishable Agricultural Commodities.
Public Law 565-U.S. Railway Association.
Public Law 566-Student Aid.
Public Law 568-Economic Opportunity Act.
Public Law 571-Chippewa Indians.
Public Law 572-Jurors' Fees.
Public Law 576-Water Pollution.
Public Law 581-Marine Retired Pay.
Public Law 584-Land in Territories.
Public Law 602-Rehabilitation Act.
Public Law 605-Toiyabe Forest.
Public Law 607-Railroad Rehabilitation.
Public Law 611-U.S. Railway Association.
Public Law 613-Family Planning.
Public Law 614-Cibola National Forest.
Public Law 615-Tax Reform Act of 1976.
Public Law 617-Energy.
Public Law 621-Energy.
Public Law 623-Health Services.
Public Law 625-National Parks and Recreation Act.
Public Law 626-Public Health.
Public Law 627-Food Programs.
Public Law 629-Pennsylvania Avenue Development Corp.
Public Law 630-Financial Institutions Act.
Public Law 631-Consumer Products Safety.

Moderately deflationary:
Public Law 238-Energy Research.
Public Law 245-Air Cargo.
Public Law 254-Rescind Budget Authorities.
Public Law 256-Retirement Age.
Public Law 283-Investor Protection.
Public Law 303-Duty on Levulose.
Public Law 321-Grazing Fees.
Public Law 342-Oil and Gas Leases.
Public Law 367-National Climate Program.
Public Law 378-Federal Records Council.
Public Law 417-Adopted Children.
Public Law 437-Flexible Hours.
Public Law 454-Civil Service Reform.
Public Law 475-Federal Maritime Commission.
Public Law 486-Additional Judges.
Public Law 489-Navigation Project.
Public Law 490-Sand Island, Hawaii.
Public Law 508-Duties on Metals.
Public Law 554-Coal Leases.
Public Law 585-Performance Bonds.
Public Law 590-Solar Energy.
Public Law 592-Guayule Rubber.
Public Law 610-Military Unions.
Public Law 618-Energy.
Public Law 619-Energy.
Public Law 620-Energy.
Public Law 632-Endangered Species.

Significantly deflationary:
Public Law 504-Airline Deregulation.
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TABLE 3.-Inflationary impact of appropriations h118 passed, 95th Congress, 2d

session
Significantly inflationary---------------------------------------------- 5Moderately inflationary----------------------------------------------- 17No Inflationary impact ----------------------------------------------- 0Moderately deflationary… _________________________________________- 1Significantly deflationary- ---------------------------------- o

Total---------------------------------------------------------- 23
TABLE 

4 .- Inflationary impact of appropriations bills passed, 95th Congress, 2d
session

Significantly inflationary:
Public Law 3 55-Supplemental Appropriation.
Public Law 3 9 2 -Department of HUD.
Public Law 457-Defense Appropriation.
Public Law 4 65-Interior Appropriation.
Public Law 480-Labor and HEW Appropriation.

Moderately inflationary:
Public Law 246-Energy Supplemental Appropriation.
Public Law 2 55-Disaster Supplemental Appropriation.
Public Law 282-U.S. Railway Supplemental Appropriation.
Public Law 284-SBA Supplemental Appropriation.
Public Law 2 88-Washington, D.C. 1978 Appropriation.
Public Law 301-Agriculture Supplemental Appropriation.
Public Law 3 3 0-Agriculture Supplemental Appropriation.
Public Law 332-Black Lung Supplemental Appropriation.
Public Law 335-Transportation Department Appropriation.
Public Law 373-Washington, D.C. 1979 Appropriation.
Public Law 374-Military Construction Appropriation.
Public Law 391-Legislative Branch Appropriation.
Public Law 4 29-Treasury, P.O., Executive Appropriation.
Public Law 431-State, Justice, Commerce Appropriation.
Public Law 4 48-Agriculture Appropriation.
Public Law 481-Foreign Aid Appropriation.
Public Law 482-Continuing Appropriation 1979.

Moderately deflationary:
Public Law 2 4 0-Supplemental Appropriation.

THE COMMITTEE, THE ASSIGNMENT, AND THE METHODOLOGY

At the annual meeting in September, 1978, the members of the National Asso-ciation of Business Economists voted to appoint a committee to study the feasi-bility of classifying Congressional legislation passed during the preceding 12months with respect to its inflationary implications for the economy, and to tabu-late and report the overall voting records of each Congressman on that legisla-tion. The work of that Legislative Review Committee of the NABE is sum-marized in this report.
Committee members are not a cross section of NABE members, although theywere carefully chosen to draw on different employment backgrounds and variedpolitical viewpoints. Each member has experience in one or another aspect ofpublic policy research. Each is well qualified as a professional research econo-mist. Members of the committee are:

J. Dewey Daane, Professor of Banking, Vanderbilt University, and Chair-man of the International Policy Committee, Tennessee Valley Bancorp,Inc. Former member, Board of Governors of the Federal Reserve System;former Assistant to the Secretary of the Treasury.
Jane R. Lockshin, Director of Corporate Business Analysis, The SingerCompany. Council member, National Association of Business Economists.Roy E. Moor, Director of Economic Research, A. G. Becker, Inc. FormerPresident, National Association of Business Economists. Fellow, NationalAssociation of Business Economists.
Arthur M. Okun, Senior Fellow, The Brookings Institution. Former Chair-man, Council of Economic Advisers. Fellow, National Association of Busi-ness Economists.
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Rudolph G. Penner, Director of Tax Policy Studies, American Enterprise
Institute for Public Policy Research. Former Assistant Director for Eco-
nomic Policy, Office of Management and Budget; former Deputy Asssitant
Secretary for Economic Affairs, Department of Housing and Urban
Development.

James F. Smith, Director of Credit Research, Sears, Roebuck and Co.
Former Senior Economist, Board of Governors of the Federal Reserve
System.

Chairman: George W. McKinney, Jr., Senior Vice President and Chairman
of the Economic Advisory Committee, Irving Trust Company. Former
President, National Association of Business Economists. Fellow, National
Association of Business Economists.

Serving in an advisory capacity to the Committee were L. Thomas Block, Vice
President and Director of Government Relations, Irving Trust Company, and
Eleanor M. Johnson, Assistant Vice President and fiscal economist, Irving Trust
Company.

In carrying out its first task (to study the feasibility of classifying Con-
gressional legislation during the preceding twelve months with respect to its
inflationary implications for the economy), the Committee reviewed all laws
passed by the second session of the 95th Congress, including appropriations bills,
and the First and Second Concurrent Budget Resolutions. The sole criterion used
in evaluating the laws was the degree of inflation expected to result from passage
of the legislation. No consideration was given to other potentially harmful effects
of the laws, nor to potential benefits. Thus the Committee addressed only the ques-
tion of the extent to which inflation is likely to be caused by Federal legislation
passed during 1978.

Both long- and short-run inflationary implications were considered. It was
recognized that there is some trade-off between the harm done by inflation today
and that done by the same degree of inflation at some future date. Essentially
this problem is one of discounting the future disutility of inflation, much in the
same way that bond markets discount the value of a future flow of income in
order to arrive at the present value of an investment. Each member of the Com-
mittee. applied his own professional judgment in deciding on the appropriate
weight to give to present and to future inflationary implications of specific legis-
lation. Similarly, each member used his own professional judgment in defining
and evaluating any qualitative attributes he felt should be attached to each bill
(as, for example, in the case of legislation which might give impetus toward
subsequent actions that would in turn have further inflationary or deflationary
implications).

Each member rated those acts of Congress, felt to have some potential for
inflation or deflation, on a scale of +5 (most inflationary), through 0 (no
impact) to -5 (most deflationary). (Members abstained when they felt they could
not determine the potential impact.) The individual ratings were then averaged
to come up with an overall rating. No piece of legislation averaged in the +5, or
-5 category, although some individual members rated specific acts in these
categories.

No important statistical problems were encountered. In general, there was a
reasonable cluster of ratings that seemed to reflect the majority view rather
accurately. There were some notable disagreements. For example, the ratings on
the Humphrey-Hawkins bill ranged from 0 to 5, and averaged 2.3. One committee
member rated as inflationary just over three-fifths of those bills which he felt
had some inflationary or deflationary potential; two members rated just over
four-fifths as Inflationary; the other four fell between these limits. Even in the
case of those laws where there was noticeable divergence in the ratings, the
average of the individual ratings seemed to be a fair representation of the
majority view. Inability to rate was not a major problem, although one member
"had to use extreme self-discipline to avoid the 'not-able-to-rate' category." The
vast majority were rated by all committee members; in a very few cases more
than two members abstained. Even in those cases, though, there was a reason-
able concentration of the ratings which were made.

Thus the committee, by actually rating the bills Congress passed in 1978, demon-
strated that it Is in fact feasible to "classify Congressional legislation ... with
respect to its Inflationary implications for the economy," relyng on the pro-
fessional judgment of well-qualfied research economists as the basis for such
classificatioli.
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The second task of the comuulttee was to study the feasibility of tabulating and
reporting the overall voting records of each Congressman on the legislation, once
each bill had been classified as to its inflationary potential. Such a tabulation is a
simple mlechanical problem of statistical aggregation. Votes on each bill are on
record (except in the case of voice votes, which obviously cannot be tabulated)
and are available to the public.

The committee did not make such a tabulation; some members felt this should
not be done, on the grounds that "such ratings, whether based on environmental,
labor, or any other kinds of issues, are inherently unfair because they do not
reflect the complex bargaining that goes on before any vote." There was not
complete agreement on this point. Another member noted that "if you're compiling
a batting average for-the Congressmen, you want a lot of times at bat." One
member felt that 387 separate bills provided "a lot of times at bat." However,
the committee noted that the tables listing the ratings provided adequate informa-
tion for such a tabulation, and that such a tabulation using these tables could be
undertaken by any group or individual who would take the time to do so.

We would like to thank Congressional Quarterly, Inc. for giving permission to
the committee to reproduce descriptive material covering the legislation and to
use the material in its study.

[News Release, National Association of Business Economists, Mar. 25, 19801

1979 LAws ADD TO INFLATION, SAYS PANEL OF ECONOMISTS

In 1979 Congress passed more than three times as many bills that spurred infla-
tion as those that helped control it, according to a report released today by the
National Association of Business Economists. The NABE is a professional orga-
nization of more than 3,000 members from business, government and academia.

The association's Legislative Review Committee, consisting of a panel of lead-
ing economists, found that of the 172 nonappropriations bills passed during the
96th Congress' first session, 95 were moderately or significantly inflationary while
only 28 helped cool the rise in prices. The remainder were viewed as having
little inflationary impact. Thus, last year Congress passed 3.4 times as many bills
adding to inflation as combatting it.

"Even this disappointing record, though, represented some improvement over
1978, when a similar study showed that Congress passed five times as many infla-
tionary as anti-inflationary bills," said Dr. George McKinney, senior vice presi-
dent of Irving Trust Company, and panel chairman. "There may be reason to
hope that the Congress is beginning to listen to the millions of Americans who
are urgently crying for an end to the inflation.

"'Most of the bills judged to be inflationary were not by themselves very sig-
nificant," he said. "But taken together, these bills-along with similar measures
passed in earlier years-are a principal reason why inflation is now out of hand."

Other panel members were Daniel H. Brill, consulting economist; J. Dewey
Daane, banking professor, Vanderbilt University; Jane R. Lockshin, director of
corporate business analysis, The Singer Company; Roy E. Moor, director of
economic research, A. G. Becker, Inc.; Arthur M. Okun, senior fellow, The
Brookings Institution; Rudolph G. Penner, director of tax policy studies, Amer-
ican Eneterprise Institute for Public Policy Research; and James F. Smith,
director of credit research, Sears, Roebuck and Co.

The non-appropriations bill judged to be most inflationary was Public Law
96-185, the Chrysler loan guarantee program. The significance of this bill, Dr.
McKinney noted, was in its anti-competitive precedents.

Other non-appropriations bills considered to be "significantly" inflationary
were:

Public Law 96-127, continuing price supports for dairy products;
Public Law 96-88, establishing a separate cabinet-level Department of

Education;
Public Law 96-128, increasing disabled veterans' benefits by 9.9%; and
Public Law 96-125, authorizing $3.8 billion of military construction.

The Congress did not pass any legislation that could be expected to contribute
significantly to slowing inflation, the report said, although 28 nonappropriations
bills were rated as having "moderately" counterinflationary potential.
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Of the 15 appropriations bills adopted during the same session, 14 were judged
by the economists to be inflationary. Five were felt to be significantly inflationary:

Public Law 96-183, appropriating funds for the Chrysler loan guarantee
program ;

Public Law 96-103, appropriating $72 billion for several agencies, includ-
ing $33 billion for Housing and Urban Development and $20 billion for the
Veterans Administration;

Public Law 96-108, appropriating $17 billion for the Agriculture Depart-
ments ;

Public Law 96-126, appropriating $30 billion for the Department of the
Interior, the Department of Energy, and related programs; and

Public Law 96-154, the $131 billion Defense Department appropriations
bill.

The panel laso reviewed Congressional action on the budget resolutions re-
quired by the Congressional Budget Act of 1974. Far from bringing the budget
under control as that act intended, both Congressional budget resolutions were
judged by the panel to be significantly inflationary.

"The resolutions authorized excessive levels of spending and inappropriately
large deficits that are adding to current high rates of inflation," Dr. McKinney
said. "The first budget resolution, passed by the Congress in May 1979, approved
fiscal 1980 budget outlays of $532 billion, revenues of $509 billion, and a $23 bil-
lion deficit. The second resolution, passed on November 28, boosted budget out-
lays to $548 billion, raised revenue estimates to about $518 billion, and projected
a fiscal 1980 deficit of just under $30 billion."

Dr. McKinney pointed out that the sole criterion used in evaluating the laws
was the degree of inflation expected to result from passage. No consideration
was given to other potentially harmful or beneficial effects of the laws.

In judging the bills, each economists rated each bill on an 11-point scale, with
the mid-point indcating "no inflationary impact." The individual ratings for
each bill were then. averaged. Dr. McKinney said no important statistical prob-
lems were encountered, and in most cases there was a general consensus in the
group. However, the opinions expressed in the report are those of the committee
and should not be interpreted as representing those of the NABE or of its
membership.

THE INFLATIONARY IMPACT OF LEGISLATION PASSED BY THE FIRST SESSION OF
THE NINETY-SIXTH CONGRESS*

SUMMARY OF FINDINGS

This study is the second annual evaluation of inflationary implications of Fed-
eral Legislation. A review of all laws passed by the First Session of the Ninety-
Sixth Congress, it was prepared by the Legislative Review Committee of the
National Association of Business Economists. The purpose of the study was to
classify this legislation with respect to its inflationary potential. Professional
judgments of the committee members (all are well qualified economists with
expertise in public policy) were used to evaluate the inflationary implications of
Congressional actions.

Committee members considered every bill passed by the Congress, and quali-
tatively evaluated and rated its inflational potential. Consideration was given
to such factors as the impact of the legislation on incomes, supplies, prices, or
wages; whether direct or indicert subsidies were involved; and whether the
legislation might alter incentives, influence competition, or otherwise affect eco-
nomic efficiency. No consideration was given to factors other than inflation,
whether favorable or unfavorable.

The tabulation of the ratings shows that the Congress passed 95 inflationary
bills last year, but only 28 with a counter-inflationary impact. These figures do
not include appropriations bills, all but one of which were judged to be infla-
tionary in one degree or another.

Ratings of all legislation other than appropriations bills are summarized in
Table 1. In all 172, such acts were passed. Five were significantly inflationary

*Prepared by the Legislative Review Committee, National Association of Business
Economists.
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and 90 moderately inflationary. On the other side, 28 measures were felt to havemoderately counterinflationary implications. None were felt to have significantcounter-inflationary potential.

TABLE 1.-Inflationary impact of bills passed (excluding appropriations bills)
96th Congress, 1st session

Inflationary ----- _--_-------------------------------------------- 96
Significantly ---------------------------------------------------- ( 5)M oderately ----------------------------------------------------- (90)No inflationary impact --------------------------------------------- 49Counterinflationary-------------------------------------------------- 28Moderately _____________________________________________________ (28)Significantly -0)------------------------------------------------- ( O)

Total __________________________________________ _172

One important point shows up in Table 1-the sheer number of the "moder-ately inflationary" bills passed. These 90 bills, more than one of every two billspassed, indicate that a significant part of the inflationary impact of legislationcomes in the nickel-and-dime category. None of them felt to be significant byitself, the impact of all of these bills together is important.
The individual non-appropriations bills falling in the various classifications(except those rated "no impact") are listed in Table 2. Five bills fell under theheading of "significantly inflationary." These were Public Laws 88, 125, 127,128, and 185. Public Law 96-88 established a new cabinet-level Department ofEducation, initially funded with a new $14 billion budget. Public Law 96-125authorized $3.8 billion of military construction. Public Law 96-127 continuedprice supports for dairy products. Public Law 96-128 increased disabled veterans'benefits by 9.9 percent. Public Law 96-185 provided $1.5 billion in federalguarantees for loans to Chrysler Corporation.
Table 2 also lists the 28 counter-inflationary non-appropriations bills passed.All 28 were rated "moderately" anti-inflationary. No bill was rated "significantly"anti-inflationary.
The committee also rated the 15 appropriations bills passed by the Congress.

These are summarized in Table 3. All but one were rated as inflationary ingreater or lesser degree. Five were rated "significantly" inflationary, and 9 as"moderately" inflationary. One was held to have no inflationary impact. Nonewere felt to have any counter-inflationary potential.
Appropriations bills and their ratings are listed in Table 4. Five appropria-tions bills rated "significantly" inflationary were Public Laws 103, 108, 126,154, and 183. Public Law 96-103 appropriated $72 billion for various agencies,including $3 billion for Housing and Urban Development and $20 billion for theVeterans Administration. Public Law 96-108 appropriated $17 billion for Agri-culture Department programs. Public Law 96-126 appropriated $30.3 billionfor the Department of the Interior, the Department of Energy, and relatedprograms. Public Law 96-154 appropriated $131.4 billion for the Defense Depart-ment. Public Law 96-183 appropriated funds for financial assistance to theChrysler Corp.
In addition to reviewing the 187 individual bills (including appropriations

bills) that became law last year, the committee rated the First and Second Con-current Budget Resolutions. Both were judged to be "significantly" inflationary.The First Budget Resolution, which was passed by the Congress in May 1979, ap-proved fiscal 1980 budget outlays of $532 billion, revenues of $509 billion, and a$23 billion deficit. The second resolution, passed on November 28, boosted budgetoutlays to $548 billion. raised revenue estimated to about $518 billion, and pro-jected a deficit of just under $30 billion.
This is the second year in which the committee has rated the inflationaryimplications of legislation. Table 5 compares key parts of the two studies: thecurrent study covering 1979 legislation and the earlier study of 1978 legislation.Only 123 bills were felt to have either inflationary or anti-inflationary potentialin 1979 as compared with 168 bills in 1978. Interestingly, the same number ofbills (28) were rated as counterinflationary in both years. However, just overtwo-thirds as many were rated "inflationary" in 1979 (95 as compared with140 in 19781. Inflationarv bills outnumbered anti-inflationary bills by a five toone margin in 1978, but only 3.4 to one in 1979.
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TABLE 2.-Inflationary impact of bill8 pas8ed (exrcluding appropriations biNWs)
96th Congres8, 18t 8e88ion

Significantly inflationary:
Public Law 88-Establishment of Department of Education.
Public Law 125-Military Construction Funds-1980.
Public Law 127-Milk Price Supports.
Public Law 128-Veterans' Disability Compensation Increase.
Public Law 185-Chrysler Loan Guarantee.

Moderately inflationary:
Public Law 5-Public Debt Limit-1979.
Public Law 9-North Atlantic Alliance Reaffirmation.
Public Law 10-Council on Wage and Price Stability Funds.
Public Law 12-Investigation of Three Mile Island.
Public Law 16-Supplemental Funds for NASA.
Public Law 17-Ocean Pollution Funds.
Public Law 18-Federal Reserve Loans to Treasury.
Public Law 22-Veterans Health Care Improvement.
Public Law 23-Coast Guard Funds.
Public Law 24-Insurance for Multiemployer Pension Funds.
Public Law 25-Illegal Rebating Practices.
Public Law 26-Oceans and Atmosphere Funds.
Public Law 29-Defense Funds-1979.
Public Law 31-Peanut Marketing.
Public Law 33-State Health Planning Agencies.
Public Law 35-Aid to Israel and Egypt.
Public Law 36-Smithsonian Institution Space.
Public Law 40-Navajo-Hopi Relocation Funds.
Public Law 41-Stockpiling of Strategic Materials.
Public Law 43-Trials for Federal Crimes.
Public Law 44-National Science Foundation Funds.
Public Law 47-Treasury International Affairs Funds.
Public Law 48-Funds for NASA-1980.
Public Law 49-Higher Education Program Extension.
Public Law 53-Funds for Intl. Development and Economic Assistance

Programs.
Public Law 57-Increased Funds for D.C. Metro.
Public Law 58-Additional Funds for Food Stamps.
Public Law 59-Bell County, Kentucky Land.
Public Law 60-Department of State Funds.
Public Law 63-Safe Water Drinking Act Funds.
Public Law 66-Arms Control and Disarmament Agency Funds.
Public Law 67-Aid to Uganda.
Public Law 70-Panama Canal.
Public Law 71-FHA Mortgage Insurance Extension.
Public Law 73-Amtrak Funds.
Public Law 75-Department of Justice Authority Continuation.
Public Law 76-Nurse Training Funds.
Public Law 77-Defense Production Act Extension.
Public Law 78-Public Debt Limit-1980.
Public Law 79-Public Health Service Extension.
Public Law 81-Commission on Civil Rights Funds.
Public Law 84-National Commission on Unemployment Compensation.
Public Law 85-U.S. Travel Service Funds.
Public Law 89-Increase Funds for Canal Zone Biological Area.
Public Law 92-International Security Assistance Programs Funds.
Public Law 94-International Energy Program.
Public Law 95-Archaeological Resources Protection Act.
Public Law 96-Higher Education and Community Service Funds.
Public Law 97-Increase TVA Debt Authorization.
Public Law 98-National Historical Publications Funds.
Public Law 100-Intelligence Operations Funds.
Public Law 101-Milwaukee Railroad Restructuring.
Public Law 102-Emergency Energy Conservation Program.
Public Law 105-FHA Authorities Extension.
Public Law 100-Surface Transportation Assistance Act.
Public Law 107-Defense Funds-1980.
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TABLE 2.-Inflationary impact of bill8 pacd-Contlnued

Moderately inflationary-Continued
Public Law 109-Caribbean Hurricane Relief.
Public Law 110-Cambodia Refugee Assisstance.
Public Law 111-Pleasure Cruise Industry.
Public Law 112-Maritime Administration Funds.
Public Law 117-Lands for Santa Ana Pueblo Indians.
Public Law 118-Anadromous Fish Conservation Funds.
Public Law 121-Fire Prevention Funds.
Public Law 122-D.C. Retirement Reform.
Public Law 129-Pipeline Safety Act.
Public Law 132-Department of Justice Funds.
Public Law 135-Indian Bureau Employee Retirement.
Public Law 142-Emergency Medical Services Funds.
Public Law 143-Domestic Volunteer Service Act.
Public Law 144-Apportionment of Interstate Highway Funds.
Public Law 146-Pay for Architects of Capitol.
Public Law 151-Veterans Health Programs.
Public Law 153-Housing and Community Development Amendments.
Public Law 156-Retired Federal Employees Health Benefits Charges.
Public Law 157-State and Local Justice Improvement.
Public Law 159-Endangered Species Act Funds.
Public Law 160-D.C. Borrowing Authority.
Public Law 164-Nuclear Energy Funds.
Public Law 166-Federal Physicians Allowances.
Public Law 169-International Energy Exposition Funds.
Public Law 170-D.C. Civil Rights.
Public Law 173-Veterans Service Disability Treatment.
Public Law 174-Amend Section 209, U.S. Code.
Public Law 176-Extra Long Staple Cotton Program.
Public Law 178-Business Expenses of State Legislators.
Public Law 179-Survivor Benefits for Dependent Children.
Public Law 180-Alcohol Abuse and Treatment.
Public Law 181-Drug Abuse and Treatment.
Public Law 182-Water Bank Act Payments.
Public Law 184-National Capital Transportation Act.

Moderately counterinflationary:
Public Law 2-Carson City Silver Dollars Sales.
Public Law 3-Privacy of Bank Records.
Public Law 6-Countervailing Duties Waiver.
Public Law 8-Relations with Taiwan.
Public Law 14-President's Commission on Pension Policy Funds.
Public Law 19-Ethics in Government Act.
Public Law 27-Independent Audit of District of Columbia.
Public Law 28-Ethical Standards for Federal Employees.
Public Law 30-Antitrust Exemption for Oil Companies.
Public Law 37-Exemption of Savings and Loans from FTC.
Public Law 39-Implementation of Tokyo Round Agreements.
Public Law 56-Repayment of Student Loans.
Public Law 61-Fisheries Conservation Funds.
Public Law 64-Deposit Insurance for Foreign Banks.
Public Law 72-Regulation of Exports.
Public Law 82-U.S. Magistrates and Federal Courts.
Public Law 83-Office of Federal Procurement Policy Funds.
Public Law 104-Usury Ceilings on Business and Agricultural Loans.
Public Law 113-Exemption for State Prison Farms.
Public Law 124-D.C. Interest Rate Modification Act.
Public Law 133-Extension of Antitrust Exemption for Oil Companies.
Public Law 137-Naval Petroleum Reserves Funds.
Public Law 150-Sale of Excess U.S. Naval Vessels.
Public Law 161-NOW Accounts and Usury Override.
Public Law 163-Port of New York District.
Public Law 167-Fringe Benefit Regulations.
Public Law 175-National Defense Stockpile.
Public Law 177-Meat Import Quotas.
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TABLE 3.-Inflationary impact appropriations bNlls pa8sed 96th Congres8,
18t session

Inflationary --------------------------------------------------------- 14
Significantly ---------------------------------------------------- ( 5)
Moderately ---------------------------------------------------- ( 9)

No inflationary impact- -_________-_______1
Counterinflationary -------------------------------------------------- 0

Moderately
Significantly

Total ------------------------------------------------------- 15

TABLE 4.-Inflationary impact appropriations bills passed 96th Congress,
.1st 8Cssion

Significantly inflationary:
Public Law 103-HUD Appropriations.
Public Law 108-Agriculture Department Appropriations.
Public Law 126-Department of Interior Appropriations.
Public Law 154-Department of Defense Appropriations.
Public Law 183-Chrysler Corporation Loan Guarantee Appropriation.

Moderately inflationary:
Public Law 38-Supplemental Appropriations.
Public Law 68-State, Justice, Commerce and Judiciary Appropriations.
Public Law 69-Energy and Water Resources Appropriations.
Public Law 74-Department of Treasury and U.S. Postal Service Appro-

priations.
Public Law 86-Continuing Appropriations.
Public Law 93-District of Columbia Appropriations.
Public Law 123-Continuing Appropriations.
Public Law 130-Military Construction Appropriations.
Public Law 131-Department of Transportation Appropriations.

No inflationary impact:
Public Law 7-Rescission of Budget Authority.

TABLE 5.-COMPARATIVE RATING OF BILLS WITH INFLATIONARY IMPLICATIONS (EXCLUDING APPROPRIATIONS
BILLS), 95TH CONGRESS, 2D SESSION (1978) AND 96TH CONGRESS, IST SESSION (1979)

Number of bills passed

1978 1979

Inflationary----- 140 95
Significantly----(8) s
Moderately -- ------------------------------------------------- (132) )

Counter-inflationary -28 28
Moderately -- --------------------------------- (27) (28)
Significantly - ---------- -------------------------------------- (1) (0)

Total -------------- 168 123.

THE COMMITTEE AND THE METHODOLOGY

Committee members are not a cross section of NABE members, although they
were carefully chosen to draw on different employment backgrounds and varied
political viewpoints. Each member has experience in one or another aspect of
public policy research. Each is well qualified as a professional research economist.
Members of the committee are:

Daniel H. Brill. Economic Consultant. Former Assistant Secretary for Eco-
nomic Policy for the Treasury; former Director Research and Senior Ad-
viser to the Board of Governors of the Federal Reserve System.

J. Dewey Daane, Professor of Banking. Vanderbilt University. and Chairman
of the International Policy Committee, Tennessee Valley Bancorp, Inc.
Former member. Board of Governors of the Federal Reserve System;
former Assistant to the Secretary of the Treasury.

Jane R. Lockshin, Director of Corporate Business Analysis, The Singer Com-
pany. Council member, National Association of Business Economists.
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Roy E. Moor, Director of Economic Research, A. G. Becker, Inc. Former
President, National Association of Business Economists. Fellow, National
Association of Business Economists.

Arthur M. Okun, Senior Fellow, The Brookings Institution. Former Chair-
man, Council of Economic Advisers. Fellow, National Association of Busi-
ness Economists.

Rudolph G. Penner, Director of Tax Policy Studies, American Enterprise
Institute for Public Policy Research. Former Assistant Director for Eco-
nomic Policy, Office of Management and Budget; former Deputy Assistant
Secretary for Economic Affairs, Department of Housing and Urban
Development.

James F. Smith, Director of Credit Research, Sears, Roebuck and Co. Former
Senior Economist, Board of Governors of the Federal Reserve System.

Chairman: George W. McKinney, Jr., Senior Vice President and Chairman of
the Economic Advisory Committee, Irving Trust Company. Former Presi-
dent, National Association of Business Economists. Fellow, National Asso-
ciation of Business Economists.

Serving in an advisory capacity to the committee were L. Thomas Block, Vice
President and Director of Government Relations, Irving Trust Company, and
Eleanor M. Johnson, Assistant Vice President and fiscal economist, Irving Trust
Company.

The committee reviewed all laws passed by the first session of the ninety-sixth
Congress, including appropriations bills, and the First and Second Concurrent
Budget Resolutions. The sole criterion used in evaluating the laws was the degree
of inflation expected to result from passage of the legislation. No consideration
was given to other potentially harmful effects of the laws, nor to potential bene-
fits. Thus the committee addressed only the question of the extent to which infla-
tion is likely to be caused by Federal legislation passed during 1979.

Both long- and short-run inflationary implications were considered. It was
recognized that there is some tradeoff between the harm done by inflation today
and that done by the same degree of inflation at some future date. Essentially this
problem is one of discounting the future disutility of inflation, much in the same
way that bond markets discount the value of a future flow of income in order to
arrive at the present value of an investment. Each member of the committee
applied his own professional judgment in deciding on the appropriate weight to
give to present and to future inflationary implications of specific legislation.
Similarly, each member used his own professional judgment in defining and evalu-
ating any qualitative attributes he felt would be attached to each bill (as, for
example, in the case of legislation which might give impetus toward subsequent
actions that would in turn have further inflationary or deflationary implications).

Each member rated those acts of Congress, felt to have some potential for infla-
teion or deflation, on a scale of +5 (most inflationary), through 0 (no impact) to
-5 (most deflationary). (Members abstained when they felt they could not deter-
mine the potential Impact.) The individual ratings were then averaged to come
up with an overall rating. No piece of legislation averaged in the +5 or -5 cate-
gory, although some individual members rated specific acts in these categories.

No important statistical problems were encountered. In general, there was a
reasonable cluster of ratings that seemed to reflect the majority view rather
accurately. There were some notable disagreements. For example, the ratings on
the bill establishing a new Department of Education ranged from 0 to 5, and
averaged 2.6. Even in the case of those laws where there was noticeable diver-
gence in the ratings, the average of the individual ratings seemed to be a fair
representation of the majority view. Inability to rate was not a major problem.
The vast majority were rated by all committee members; more than two members
abstained from rating only two bills. Even in those cases, though, there was a
reasonable concentration of the ratings which were made.

The committee decided not to tabulate the overall voting records of each Con-
gressman on the legislation. 'Such a tabulation, however, is a simple mechanical
problem of statistical aggregation. Votes on each bill are on record (except in
the case of voice votes, which obviously cannot be tabulated), are available to
the public, and a tabulation could be undertaken by any group or individual who
would take the time to do so. However, some committee members felt that "such
ratings, whether based on environmental, labor, or any other kinds of issues, are
inherently unfair because 'they do not reflect the complex bargaining that goes
on before any vote."

73-057 0 - 81 - 9
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We would like to thank Congressional Quarterly, Inc. for giving permission
to the committee to reproduce descriptive material covering the legislation and
to use the material in its study.

SE.S ROEBUCK AND CO.,
Wa8hington, D.C., June 6,1979.

Re: Comments on the Credit Control Act of 1969 and S. 35 and S. 389.
Hon. WLLIAM PRoxMIEE,
Chairman, Committee on Banking, Housing and Urban Affairs, U.S. Senate,

Washbington, D.C.
DEAR MR. CHAIRMAN: Sears is pleased to comment on the subject of credit

controls and these most important pieces of pending legislation. We request that
these comments be added to the record of your committee in connection with the
recent hearings on 'S. 35 and S. 389.

Sears has followed the issue of credit controls with interest for nearly forty
' years. In an earlier comment in 1957 to the Federal Reserve Board, Sears

concluded:
"We are therefore opposed to Government regulation of consumer credit in any

form. Standby controls, which have frequently been suggested, present problems
of administration and, in 6ou-iopinion, serve no useful purpose. In times of war
and national emergency, our country has demonstrated repeatedly the rapidity
with which it can make the required adjustments in business and in the
economy." '

We have seen no evidence in the succeeding two decades to change this view.
In fact, more recent studies have only strengthened our conviction that credit
controls are not needed and are not good public policy for the United States.

One recent study documents the fact that credit controls invariably hurt less
wealthy households and small businesses because they have fewer alternative
sources of funds.2 High income credit users, on the other hand, will generally
have access to alternative sources of credit.

Another recent review of the World War 11 and Korean War experience with
consumer credit controls concludes that the capacity of credit controls or other
selective credit policies to alter the allocations of real resources is no greater
today, and may well be less, than in the past.'

Karl Brunner has succinctly summarized the economic case against controls
as follows:

'Good intentions and optimal use of a "needs and priorities" terminology yield
no relevant argument justifying -the useful application of credit controls. Some
frequently encountered justifications are poorly substantiated and upon further
examination are revealed to be rather speculative. Moreover, major economic
problems motivating credit controls and lending political appeal to the proposal
are the results of previous financial policies and political constraints imposed on
2nancial markets. Lastly, some of the major goals addressed with the aid of
credit controls are much better approached with substantially different policy
instruments. Credit controls achieve nothing for the public welfare that other
instruments achieve much better at a lower social cost. They only achieve a par-
ticular redistribution of wealth for the benefit of a small group. This is a poor
case indeed.'

At the recent hearings on S. 35 and S. 389 the witnesses for the Treasury
Department and 'the Federal Reserve Board made good cases against the use of
credit controls other than for wartime or a national emergency. Unfortunately,
they nevertheless advocated keeping the President's present standby authority.
But the fact remains that the factors that economists insist should exist for the
consideration of credit controls do not exist today and are not likely to exist in
the near future. These include excessively high consumer credit use, supply short-
ages, excessive delinquencies, and 'business operating at capacity.

1 Board of Governors of the Federal Reserve System, "Consumer Installment Credit:
Part III, Views on Regulation" (Washington: Government Printing Office, 1957), p. 164.

2 Stanley Diller, "Credit Allocation and Housing" in Franklin R. Edwards, ed., Issues
in Financial Regulation (New York: McGraw-Hill Book Co., 1979) pp. 315-364.

3 Michael J. Hamburger and Burton Zwick, "Credit Allocation and Consumer Expendi-
tures: The case of Installment Credit Controls," in Edwards, op. cit. pp. 364-378. Quota-
tion from P. 378.

'Karl Brunner, "A Summary and Perspective," In "Government Credit Allocation:
Where Do We Go From Here?" (San Francisco: Institute for Contemporary Studies,
1975) p. 13.
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It has been Sears' experience that its customers continue to use consumercredit prudently. Sears makes small amounts of credit available to large num-bers of people for short periods of time, thereby permitting its customers to uti-lize within the scale of the family budget the economic power represented byanticipated earnings. The American consumer credit industry has created themeans for consumers to use and manage debt for their benefit in much the sameway as corporations and the government use and manage debt to achieve theirprograms and goals. Unlike government and some businesses, the consumer is agood manager of debt and relatively few of them encounter difficulty occasionedby mismanagement.
Sears' Annual Report for 1978 shows that delinquency and charge-off ratesfor its credit consumers have changed very little over the past five years. Thefigures are as follows:

Percent of accounts delinquent 3 or more monthly payments:
Year:

1974 ----------------------------------------------------------- _1. 13
1975 6 ___________________________________________________________ 1. 18
1977…-- - - - - - - - -- - - - - - - - - - -- - - - - - - - - - .98

Percent of charged off accounts to credit sales:
Year:

1974…-- - - - - - - - - -- - - - - - - - - - -- - - - - - - - - .58
1975 ------------------------------- 

.61976------------------------------- .541977…-- - - - - - - - - - - - - - -- - - - - - - - - - - - - - - .45
1978 ------------------------------- 52

Moreover, Sears' customers are using credit skillfully to achieve long rangeeconomies and to help fight inflation. For example, they are buying insulation
for their homes on credit to lower energy bills in the future.

Sears believes in the ability of the free market to adequately channel creditflows to areas of the greatest public good-not as reviewed by some adminis-
trator, but as directed by the public. Sears is also fearful that the mere con-tinued existence of the Credit Controls Act of 1969 on the statute hooks, as theonly tool a President can use against inflation without the express consent ofthe Congress, could be a political temptation too great for this or some future
Administration to pass up.

Accordingly, Sears supports S. 35, which would eliminate this authority. Ifthis course of action should not prove feasible now, Sears would support S. 38,which would require Congressional approval before the implementation of theCredit Control Act of 1969, as a second best, but still acceptable alternative.
Sincerely,

RANnOLF H. AIRES.

STATE-MENT OF SAM3 R. WATKINS, VICE PRESIDENT, I. C. INDusTRIES

PROPOSED TAX LEGISLATION

National objectives (to increase U.S. competitiveness and wealth)
Encourage saving (not spending).
Encourage investment (not consumption).
Encourage productivity (not unproductive expenditures).
Achieve greater fairness in taxation.
Generate capital.
Reduce inflation.
Ameliorate the anti-production, pro-consumption bias of the

present tax structure.
To encourage saving:

(1) Exempt from personal income tax the first $1,500 of in-
terest income on an individual return.
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To encourage saving and investment (and improve fairness):
(2) Exempt from personal income the first $500 of dividend

income, plus 25 percent of the amount over $500.
(3) Reduce the 70 percent tax rate on individual investment

income to the 50 percent rate applied on other income.
To achieve greater fairness (in view of inflation):

(4) Widen individual income tax brackets by 8 percent.
(5) Reduce corporate tax rate from 46 percent to 44 percent.
(6) Eliminate double taxation of dividends.

To encourage capital investment, increase productivity and reduce
inflation:

(7) Enact Capital Cost Recovery Act (10-5-3 Plan).
(8) On Social Security Taxes-increase gradually the retire-

ment age until it reaches 68 and slow down the growth of real
benefits for future retirees.

(9) Pass a "Monory-type" tax bill which would provide a tax
credit to taxpayers for new investments in stocks and bonds of
domestic corporations.

To ameliorate the anti-production bias of the tax laws:
(10) Continue study of the VAT, as a revenue source after

major reduction of the national income tax burden and after cur-
tailing Federal spending programs (VAT will otherwise be sus-
pect as an inflationary enlargement of the present tax burden on
the people).

STATEMENT OF MURRAY L. WEIDENBArm, DIRECTOR, CENTER FOR THE

STUDY OF AMERICAN BuSINESS, WASHINGTON UNIVERSITY

STIMULATING PRODUCTIVITY VIA REGULATORY REFORM

The fundamental theme of this paper is quite simple. We can solve
one widespread business and economic mystery, the cause of the per-
vasive slowdown and stagnation in productivity. The statistical ex-
perts have been stumped on this issue. But anyone who has left his or
her study long enough to wander through a company personnel office
has gotten a fairly good idea of one basic cause of the decline in the
productivity of American business: the simultaneous expansion of per-
vasive and costly government directives, rules, forms, prohibitions, and
other regulations.

The perva8ive effects of regulation

Frankly, it is difficult to overestimate the rapid expansion and the
great variety of government involvement in private enterprise now
occurring in the United States. The very concept of "a regulated in-
dustry"-limited to a few specialized areas like the railroads or air-
lines-has become, at best, out-of-date. We now live in an economy in
which every business in this country feels the rising impact of govern-
ment in all major aspects of its day-to-day operations. The regulators
must be consulted on practically every aspect of business activity-
where to locate a business, who can be hired, how to operate the busi-
ness, what to sell, who to sell it to, and, of course, how much of the
proceeds to keep. No business, large or small, can operate without obey-
ing a myriad of government rules and restrictions.
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Virtually every major department of the typical corporation in the
United States has one or more counterparts in a government agency
that controls or strongly influences its internal decision making (see
Table I). There is almost a "shadow" organization chart of public
officials matching the organizational structure of each private com-
pany (see Figure 1). The scientists in corporate research laboratories
now do much of their work to ensure that the products they develop
are not rejected by lawyers in regulatory agencies. A growing portion
of current business research is "defensive research," rather than inno-
vative product and process research. The engineers in manufacturing
departments must make sure the equipment they specify meets the
standards developed by engineers in the U.S. Labor Department.
Marketing staffs must follow procedures established by product safety
agencies and the Federal Trade Commission. The location of business
facilities must conform with a variety of environmental statutes. The
primary thrust of many personnel departments has shifted from serv-
ing the staffing needs of their companies to meeting the requirements
of government agencies. And finance departments bear the brunt of
the rising paperwork burden imposed by government agencies. The
key point here, in sumary, is that each of these regulatory-induced
actions tends to reduce productivity.1

TABLE I.-Impacts of Federal regulatory programs by company function

Top management:
Board of directors:

The Board of Directors is being held more directly accountable for key
company policies and activities by the Securities and Exchange Com-
mission and the courts.

Chief executive officer:
The responsibility for corporate adherence to the mandates of the Food

and Drug Administration, Consumer Product Safety Commission, and
other agencies is increasingly being placed on the chief executive of-
ficer of the corporation.

Research and development:
Product design:

Consumer products must adhere to the standards of the Consumer Prod-
uct Safety Commission.

Defense products are closely reviewed by the Department of Defense.
Process design:

Processes and equipment must meet the standards of the Occupational
Safety and Health Administration.

Facilities design:
Structures must meet the regulations of the Environmental Protection

Agency.
Manufacturing:

Nature of the product:
Pharmaceuticals must be approved by the Food and Drug Administra-

tion of the Department of Heallh and Human Services.
Processed meat and poultry must meet the standards of the Department

of Agriculture (Animal and Plant Health Inspection Service of Pack-
ers and Stockyards Administration).

Trucks and automobiles must meet the safety standards of the National
Highway Traffic Safety Administration of the Department of Trans-
portation and the emission standards of the Environmental Protection
Agency.

1 See Murray L. Weidenbaum, "The Future of Business Regulation, (New York:
AMACOM, 1980), and Murray L. Weidenbaum. "Business, Government and the Public,"second edition (Englewood Cliffs, N.J.: Prentice-Hall, 1981).
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TABLE I.-Impacts of Federal regulatory programs by company function-Cont.

Manufacturing-Continued
Nature of the process:

Work equipment and conditions must meet the standards of the Occu-
pational Safety and Health Administration.

Marketing:
Advertising:

Advertising is subject to regulation by the Federal Trade Commission
to avoid misrepresentation.

Warranties:
Product warranties are regulated by the Magnuson-Moss Act, admin-

istered by the Federal Trade Commission.
Labeling:

Package labeling is subject to regulation by the Federal Trade Commis-
sion, Food and Drug Administration, Consumer Product Safety Com-
mission, and the Department of Agriculture.

Sales:
The Consumer Product Safety Commission bans the sale of products

which do not comply with.its standards or which involve imminent
hazards. It can order recalls of products already sold.

The Drug Enforcement Administration of the Department of Justice
regulates legal trade in narcotics and dangerous drugs.

The Bureau of Alcohol, Tobacco and Firearms of the Treasury Depart-
ment regulates. the legal flow of firearms, alcoholic, and tobacco
products.

The Department of Housing and Urban Development's Office of Inter-
state Land Sales Registration regulates interstate sales of land in quan-
tities of over 50 lots.

Pricing and profits:
The Council on Wage and Price Stability reviews price increases by

large, national firms and, on occasion, requests and publishes detailed
information, which may act as a deterrent to price increases.

Personnel:
Personnel practices:

The Equal Employment Opportunity Commission investigates and rules
on charges of discrimination. Government contractors are required
to develop Affirmative Action Programs affecting hiring, training, pro-
moting, and terminating the employment status of workers, subject
to the rulings of the Office of Federal Contract Compliance of the De-
partment of Labor.

Contested OSHA enforcement actions are subject to review by the Oc-
cupational Safety and Health Review Commission.

Compensation systems of defense contractors are reviewed by the De-
partment of Defense.

Wage rates and working conditions:
The Department of Labor's Employment Standards Administration sets

and administers standards under laws relating to minimum wages,
overtime, etc.

The National Labor Relations Board conducts union representation
elections and regulates labor practices of employers and unions.

Union representation elections in the railroad and airline industries are
conducted by the National Mediation Board, which also mediates
labor-management disputes.

Employee benefits:
The Department of Labor (Labor Management Services Administration)

and Department of the Treasury (Internal Revenue Service) jointly
determine eligibility of employee welfare and pension plans and set
standards for financial disclosure.

Credit unions are chartered, supervised, and examined by the National
Credit Union Administration.

Companies employing 25 people or more must offer their employees mem-
bership in a Health Maintenance Organization, if a qualified one is
available, as an alternative to the company's conventional medical in-
surance plan. The Department of Health and Human Services sets the
rules determining qualification.
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TABLE I.-Impacts of Federal regulatory programs by company function-Cont.

Finance:
Issuance and trading of stocks and bonds:

The Securities and Exchange Commission regulates stock exchanges,
brokers, dealers, mutual funds, and investment advisers. It sets forth
requirements to be met before issuing stocks and bonds.

The Small Business Administration licenses and regulates small business
investment companies.

Financial institutions:
Commercial banks are subject to regulation by the Federal Reserve Sys-

tem, the Federal Deposit Insurance Corporation, and the Comptroller
of the Currency.

Federally-chartered savings and loan associations are regulated by the
Federal Home Loan Bank Board.

Taxes:
In the process of collecting taxes, the Internal Revenue Service promul-

gates a variety of regulations which strongly influence company de-
cisionmaking-indicating those expenses which are not tax deductible
and hence less likely to be incurred; investments not qualifying for
the investment credit and thus less likely to be made; pension plans
not conforming to IRS regulations and not likely to be continued.

Purchasing:
Energy products:

The price and allocation of petroleum products are regulated by the Fed-
eral Energy Administration (Department of Energy).

Sale of natural gas and wholesale rates and practices in interstate trans-
mission of electric energy are regulated by the Federal Energy Regu-
latory Commission.

-Agricultural products:
Commodity futures contracts, commodity brokers, and dealers exchanges

are regulated by the Commodity Futures Trading Commission.
Grades and standards for farm commodities are set by the Agriculture

Marketing Service of the Department of Agriculture, which also li-
censes and bonds warehouses, inspects egg production and administers
product and process safety acts.

Leasing of ocean resources is supervised by the Ocean Mining Adminis-
tration of the Department of the Interior, which also regulates ocean
mining.

Communications:
Rates for interstate and international communications by wire, cable,

and radio are set by the Federal Communications Commission, which
also licenses radio and television stations.

Defense products:
Defense contractors, in awarding subcontracts and ordering supplies and

equipment, must follow the Armed Services Procurement Regulation.
Specific provisions require giving preference to subcontractors in areas
of concentrated unemployment, awarding a "fair" portion of subcon-
tracts to small businesses, preferring domestic over foreign materials,
shipments in United States vessels, and purchases of jewel bearings
from a government facility.

Facilities:
General:

Facilities must meet standards on environmental quality set by the
Environmental Protection Agency. Where federal funds and authority
are involved, acceptable environmental impact statements must be
prepared.

Construction projects in navigable waters must obtain permits from the
Army Corps of Engineers (Department of Defense).

Housing and related facilities:
Federally insured residential and commercial properties must meet

standards set by the Federal Housing Administration of the Depart-
ment of Housing and Urban Development.

Property insurance in flood-prone areas must meet standards set by the
Federal Insurance Administration of the Department of Housing and
Urban Development.
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TABLE I.-Impact8 of Federal regulatory programs by company function-Cont.

Facilities-Continued
Nuclear construction:

Nuclear facilities are subject to detailed regulation by the Nuclear
Regulatory Commission. Construction of cooling towers may also have
to be approved by the Federal Aviation Administration of the Depart-
ment of Transportation.

Traffic and transportation:
Land transportation:

Rates, routes, and practices of railroads, trucks, bus lines, oil pipelines,
and freight forwarders are regulated by the Interstate Commerce
Commission.

Railroad and oil pipeline safety practices are subject to the Federal Rail-
road Administration of the Department of Transportation.

The transportation of natural gas is regulated by the Federal Energy
Regulatory Commission.

Accidents are investigated by the National Transportation Safety Board,
which also rules on needed improvements in rail and highway safety.

Water transportation:
Merchant vessels must meet the safety standards of the Coast Guard

(Department of Transportation).
Fares, rates, and practices of steamships engaged in foreign commerce

are regulated by the Federal Maritime Commission. Carriers engaged
in domestic commerce are regulated by the Interstate Commerce
Commission.

Air transportation:
Airline routes, passenger fares, and freight rates are regulated by the

Civil Aeronautics Board, although these activities are being phased out.
Pilots are licensed by the Federal Aviation Administration of the De-

partment of Transportation, which also certifies the airworthiness of
aircraft.

Accidents are investigated by the National Transportation Safety
Board, which also rules on needed improvements in airline safety.

Staff operations:
Legal staff:

Patents and trademarks are obtained through the Department of Com-
merce's Patent and Trademark Office.

Mergers and acquisitions may be challenged by the Antitrust Division
of the Department of Justice and the Federal Trade Commission.

Governments affairs staff:
Contributions to election campaigns are subject to regulation by the

Federal Election Commission, which also establishes disclosure
requirements.

International operations:
Imports:

The flow of cargo in and out of the United States is regulated by the
Customs Service of the Department of the Treasury, which also ad-
ministers the countervailing duty and antidumping statutes. The Inter-
national Trade Commission investigates and rules on tariff and other
foreign trade regulations.

Authority to public or private corporations to establish duty-free
foreign trade zones within the United States may be granted by the
Foreign Trade Zones Board.

Exports:
The eligibility, price and terms of payment of subsidized farm commodi-

ties allocated to export markets are determined by the Foreign Agri-
cultural Service of the Department of Agriculture.

Source: Max Ways, ed., "The Future of Business" (New York: Pergamon Press,
1977), pp. 58-63.
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FIGURE 1.-Typical industrial corporation and Federal Government relations

The total impact of the rulings of the Food and Drug Administra-
tion (FDA), the Occupational Safety and Health Administration
(OSHA), the Environmental Protection Agency (EPA), the Con-
sumer Product Safety Commission (CPSC), and many other regula-
tory agencies are, in short, altering the functions of the typical Ameri-
can business firm. As a result of pressures to change production
processes in order to meet Federal environmental and safety standards,
a larger share of company investment (about one-tenth at present) is
being devoted to these mandated social responsibilities-rather than
to increasing business capacity to produce a higher quantity or quality
of material output, at least as conventionally measured.2 Thus, when
coupled with the many factory closings (especially among smaller
firms) due to regulation, these social requirements are resulting in a
smaller productive capacity in the American economy than is generally
realized.

Specifically, the effect of regulation on the productivity of personnel
is difficult to measure. But we do know a few important facts. In an
analysis of the impacts of the 1973 consent decree in which AT&T
pledged to carry out an affirmative action program, Carol J. Loomis
of Fortune magazine concluded that the favoring of women and
minorities which is mandated by the decree has "necessarily also
required some lowering of employment standards, and this combina-
tion has produced some bruising side effects." 3 Surely the end results
of lowered employment standards on productivity are fairly clear.

Also, recent research on the effects of regulation on personnel test-
ing reveal that more organizations are now conducting expensive and
unnecessary "criterion-related validity studies" (required to demon-

2 See. for example. U.S. Council on Environmental Quality. "Environmental Quality"
(Washington 11.S. Government Printing Office. 1979). Chapter 12.

2 Carol J. Loomis, "AT&T in the Throes of 'Equal Employment,' " Fortune, Jan. 15,
1979.
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strate the lack of bias in the process) and are passing the added costs
on in the form of higher prices. Other companies have dropped the use
of valid tests of aptitude and are also experencing lowered work-force
productivity. Several researchers note that when selection standards
are lowered, the loss of productivity is across-the-board, affecting
much of the new hires and not just members of minority groups.4

The controversial change now being contemplated by the Equal Em-
ployment Opportunity Commission (EEOC) -to judge remuneration
not by the test of the market but by the evaluation of the regulator-
would constitute an unprecedented drain on productivity. That is, the
economy would likely suffer increased costs for many inputs without
offsetting increases in output.5

In brief, then, the combined effects of elaborate production and re-
view processes, a lowered stock of productive capital, and the imposi-
tion of a wide range of regulations designed for social goals can only
result in a decline in the ability of the American economy to deliver to
the public the rising standard and quality of living that has become the
hallmark of the private enterprise system. Important adjustments are
now taking place in the structure and operations of the typical cor-
poration in response to the rapid growth of government regulation.
And these changes tend to be in a single direction-to increase the over-
head costs of doing business, to heighten uncertainty, and to deflect
management and employee attention from the conventional tasks of
designing, producing, and distributing nelw and better or cheaper
goods and services. In these many instances, regulation becomes a sig-
nificant factor contributing to the slow down in American produc-
tivity.

Relationship of regulation to other economic policies

Regulation, of course, should not be viewed in isolation. Regulatory
activities interact with other government policy mechanisms. For ex-
ample, the various proposals to enhance productivity via supply-
oriented tax cuts need to take account of regulatory obstacles. It is not
just a matter of the disincentives of regulation offsetting some of the
incentives which can be provided by tax reform. Rather, it is often a
case of insurmountable government-imposed barriers which any in-
creases in the normal, after-tax rate of return can do little to hurdle.

For instance, the most generous of tax credits will not help a com-
pany to market a product that has been banned by the government.
The most liberal depreciation allowance will not assist a firm in ob-
taining the numerous permits which are essential. to the operation of a
new power plant. Indexing income tax rates will not encourage the
job applicant who is turned aside by companies administering govern-
ment-imposed quotas in their hiring. Nor will massive reductions in
personal income taxes help the teenager who is priced out of the labor
market by the latest increase in the compulsory minimum wage.

4 K. Pearlman, F. L. Schmidt and J. E. Hunter, "Test of a New Model of Validity
Generalization: Results for Job Proficiency and Training Criteria in Clerical Occupations,"
Journal of Applied Psychology, vol. 65. 190S. pp. 373-106; Frank L. Schmidt and John
E. Hunter, "New Research Findings in Personnel Selection," in Public Personnel Ad-
ministration: Policies and Procedures for Personnel (Englewood Cliffs, N.J. : Prentice-
Hall. 1980).

Cotton M. Lindsay, "Equal Pay for Comparable Work" (Miami: University of Miami
Law School, 1980).
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Of course, this is not merely a matter of either/or. We need not andshould not choose between tax reform and regulatory reform. Rather,we should understand that the two go together. In practice, supply-side tax cuts and reductions of regulatory burdens are mutually rein-forcing. Both can increase the capacity of the economy to producegoods and services, the willingness of investors to take risks, the abilityof management to innovate, and the capacity of workers to produce.Moreover, there is an additional reason to turn attention to the needfor regulator reform-and that is the long "pipeline" of new and ex-tremely burdensome regulations that the federal agencies are nowworking on. Let us lay to rest the notion that the government's regula-tory apparatus is being dismantled piece by piece. It is true, of course,that we are witnessing several highly visible (and much welcomed)reforms. Congress has deregulated the airline industry and is reduc-ing regulatory controls on railroad and trucking. Also, the Occupa-tional Safety and Health Administration has eliminated or modified afew "Mickey Mouse" regulations-those silly rules concerning the dif-ference between a hole and an opening, when a roof is a floor, and howoften spittoons are to be cleaned.But by concentrating on these reforms, we overlook the vast amount
of new regulation that is likely to be forthcoming under laws recentlyenacted by the Congress. Here are just a few major examples: theToxic Substances Control Act (TOSCA) of 1972, under which all"toxic" substances must be tested; the Clean Air and Clean Waterstatutes of 1977, which will make it extremely difficult to build newfactories in many parts of the United States; and the Resource Con-servation and Recovery Act of 1976, which puts in place cradle-to-grave controls for all substances designated "hazardous." And weshould not overlook OSHA's Generic Carcinogenic Standard. Thissingle, far-reaching ruling is likely to generate far greater compliancecosts than all of the existing OSHA standards put together-a costwhose preliminary estimates are in the tens of billions of dollars.6

All this makes the task of regulatory reform more urgent. However,it is not a task that lends itself to a simple-minded or monolithic ap-proach. We have to realize that the variety of regulatory activity re-quires a variety of reforms. Eliminating regulation makes good sensein those areas where the consumer is better served by market competi-tion. Energy is a prime example. Eliminating the entire apparatus ofenergy price restrictions, allocation controls, entitlements, and report-ing requirements would result in more domestic production, more con-servation, and reduced imports of foreign oil. Deregulation of airlines,trucking, and railroads are also good examples of regulatory reform
oriented to supply-side concerns.

For the social regulations-those which are aimed, via business, atsocial goals-there is no good alternative to revising the basic statutesunder which the regulations are promulgated. The zero-risk approachof the Delaney Amendment to the Food, Drug, and Cosmetic Act is acogent example of unrealistic and unreasonable social regulation whichcan be effectively curtailed only by rewriting the law. Given the multi-plication of regulatory statutes, what would truly help is, yes, yet
6 Foster D. Snell, Inc., "Preliminary Estimates of Direct Compliance Costs and otherEconomic Effects of OSHA's Generic Carcinogenic Proposal on Substance Producingand Using Industries" (Scarsdale, N.Y.: American Industrial Health Council, 1978).
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another statute-one requiring compulsory benefit/cost tests. Each
agency should be required to demonstrate in advance that its rulings
will generate more benefits to the nation than costs-or, one would hope,
that the marginal benefits equal the marginal costs and that the agency
has chosen the most cost-efective approach.

Furthermore, the promulgation of rules is not the only means of
accomplishing public objectives. As economists have been trying to
explain to government decision makers, pollution taxes could consti-
tute a far less costly method of achieving water quality objectives.
Interestingly enough, the business community, which shows little en-
thusiasm for regulation, is adamantly opposed to this use of the price
system. Not that it is necessarily relevant, but I note that environmental
standards, unlike pollution taxes, tend to be rougher on new industries
than on established facilities. But as we have learned over the years,
the most adamant foe of government intervention eventually learns
how to convert a government rule to a barrier to entry. As Lee Loegin-
ger has noted, "Thus small enterprises are slowly squeezed out and
barriers to entry are established by government fiat that would make an
old-fashioned monopolist either envious or embarrassed." 7

In many other areas of government intervention, notably consumer
product safety, an information strategy is an alternative to compul-
sory standards or product bans. Interestingly enough, this approach
often is favored in consumer surveys, although not by the more vocal
consumer organizations.

CSnlusho

To sum up: if we are genuinely concerned about the very serious
slow down in productivity in the United States, then we need to look
squarely at the many factors that are. slowing it down. Among those
inhibiting factors, it is very hard to dispute the fact that many of the
regulatory programs mentioned in this paper reduce business produc-
tivity in palpable, though not always visible, ways. And the higher
costs of goods and services resulting from regulation are passed on to
all citizens as a "hidden tax" that is by no means negligible. Over-
regulation-those many instances in which the costs of regulation ex-
ceed the benefits to society-inhibits productivity in the simplest pos-
sible way: it becomes a clear, additional obstacle to business and to its
ability to produce effectively and efficiently.

THE UNCERTAIN RECOVERY IN 1981, THE CARTER LEGACY AND THE REAGAN

OPPOBTUNITY'

(By Murray L. Weidenbaum)

It is a real pleasure to have the opportunity to examine economic prospects for
the coming year, the first year of a Reagan Administration. In a burst of non-
partisanship, I would like to note that it is unlikely that all of our economic ills
will be cured in the coming 12 months, or in the next four years. But we now can
see the opportunity for real progress. The key question in the economic outlook is,
of course, whether the recovery now underway will peter out in its infancy in
1981 or whether it will fully develop next yeal. The answer may depend in part

7 Lee Loevinger. "The Impacts of Government Regulation," lecture at New York Uni-
versity. October 25. 1978, p. 32.

s A speech to the Annual Correspondents Conference of the First National Bank in
St. Louis, Mo., Nov. 20, 1iS0.
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on luck. But, to a large degree, it will depend on how quickly Ronald Reagan canovercome the bitter economic legacy which will be bequeathed to him by Jimmy
Carter.

WHERE WE STAND

A few economic facts are clear. We have experienced a short but painful
recession in 1980. The expansion now underway is neither broad-based nor
hardy. It is confined mainly to the consumer sector, housing, and national
defense, although high and rising interest rates are now making precarious the
continuation of the recovery in homebuilding and in such consumer durables as
autos.

Looking at the weaker sectors of the economy, surveys of business investment
outlays show that this vital area will be hard-pressed to keep up with inflation
during the year ahead, especially if 1981 turns out to be a period of expensive
credit. Moreover, the weakening of economic growth in many of the other major
industrialized nations reduces the prospects for expansion in our own exports.
New uncertainties about the price and availability of oil, resulting from the con-
tinuing war between Iraq and Iran, surely do not help.

We must also take account of the domestic economic legacy that President-
elect Reagan will soon inherit from the Carter Administration. The news is not
good, and it is perhaps worse than many of us in the private sector had antici-
pated. First and foremost is the problem of a budget which can only be described
as hemorrhaging. Despite the great amount of talk about fiscal restraint that we
have heard during the recent past, federal expenditures appear to be rapidly out-
pacing even the most recently raised target. What just a few months ago was
advertised as a balanced budget (that for the fiscal year ending on September 30,
1981) is likely to yield a deficit larger than the $59 billion of red ink experienced
in fiscal year 1980. This is a very impressive order of magnitude that has signifi-
cant impacts on financial markets, especially when off-budget financing is added
to the Treasury's chores.

Secondly, the pipeline of additional, costly regulations that the federal agencies
are now writing and are scheduled to be issued in the months ahead will generate
additional cost-push pressures. That pipeline Includes the Toxic Substances Con-
trol Act, the Resource Conservation and Recovery Act, the Clean Air Act Amend-
ments of 1977, the Clean Water Amendments of 1977, and OSHA's new Generic
Carcinogenic Standard. In addition, several other elements of cost-push inflation
must be taken into account. On January 1, increases are already scheduled in
social security taxes and in the statutory minimum wage.

Thirdly, the stop-and-go monetary policy that has characterized 1980 will cast
its shadow on 1981. The very slow growth in the money supply between January
and August-an annual rate of three and one-half percent (as measured by
M1-B)-was, as we may now recall, followed by an almost meteoric rise in the
following three months-a yearly rate in excess of 18 percent. The next shift in
the Federal Reserve System's monetary policy, is likely to be on the side of re-
straint in the months ahead. Depending on the speed and intensity of the change,
the fragile recovery may sputter or even abort.

In this context, therefore, economic policy prescriptions must be carefully
crafted. Surely, large cuts in personal and corporate income taxes would be ex-
tremely helpful in providing necessary incentives for expansion of private invest-
ment, production, and employment. It is necessary to put substantial tax
reduction high on the policy agenda. Then, with a lesser flow of revenues into the
government, future budget planning will be more modest and restrained. That
careful planning at the federal level is more likely to produce lower deficits and
reduced inflationary pressures than the traditional approach. By contrast, under
the present procedure, generous budget appropriations are approved and taxes
are cut late in the Congressional cycle-with the predictable result of higher
deficits and more inflation.

A fundamental change would occur in government thinking under the new pro-
cedure. Rather than concentrating on what further expansions in government
programs could take place, government officials would be forced to ferret out old
and obsolete programs that are no longer worth maintaining under the new fiscal
restraint. It is pertinent to note that President-elect Reagan already has ap-
pointed a task force of knowledgeable, former budget officials who are identify-
ing inefficient, wasteful and other low-priority government spending activities.

Such actions could well be supplemented, in large measure, by two important
policies. First, we need a program of regulatory reform designed to focus on more
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effective and less burdensome ways of achieving desired social goals. And second,
a sensible monetary policy geared to steady growth at more modest levels than we
have recently experienced is a vital part of any package of economic policy
actions that are designed to promote capital and job formation-and that are
also consistent with lower rates of inflation. It is a tall order, but the need merits
the effort. The response to the actual implementation of such a new program by
both business and consumers is likely to be extremely positive.

A LOOK TOWARD THE FUTURE

Not all of what I anticipate in next year's economy is good news, but let me
stress some optimistic notes. Over a four-year period, some key changes would be
noticeable in the replacement of Jimmy Carter with Ronald Reagan in the Oval
Office. Perhaps the most immediate and obvious change will simply be new faces.
The extremists among the self-styled public interest groups will no longer be
prominent in the appointments to the major federal commissions and agencies.
There will be far more balance in the appointments process, especially toward
men and women with solid, real-world experience. Clearly, these measures will
have a salutary effect on public policy toward the private sector.

In an overall sense, what could a Reagan administration do? First of all, I
expect that tax rates will be cut substantially; consequently, the growth in gov-
ernment spending-especially in social programs-would be slowed considerably.
It may become fashionable once again for a president to veto liberal spending
bills. Moreover, it is likely that more attention will be given to capital forma-
tion, and especially to the concerns of small- and medium-size businesses under
a Reagan presidency. There will be less regulation-but, as in other areas, much
will depend on the Congress, since we must keep in mind that regulation is car-
ried out under congressional statute. No, I do not expect that EPA, OSHA, or
EEOC will be abolished. But a major effect will be launched to cut back and re-
form wasteful and counterproductive regulation. This is an encouraging aspect
of the 1981 economic outlook.

Of course, we cannot ignore foreign policy. It would not surprise me if, early
in a new administration, the Soviet Union would "test" any recently sworn-in
Chief Executive. Thus, I expect that President Reagan will find himself devoting
a good deal of his attention to foreign policy and international events. As a direct
result of this, a significant expansion in national defense spending and military
capability appears most likely. Certainly, much improvement needs to be made
in the quality and preparedness of our defense forces.

In any administration, defense and foreign policy matters tend to get more
attention that the undramatic "nitty gritty" of economic concerns. For one thing,
the public often is more interested in personalities than in substantive issues. A
story in the media on Ayatollah Khomeini or Billy Carter or whatever always
provokes more citizen interest than a White House statement on fiscal or mone-
tary policy. This is unfortunate, but perhaps the Reagan administration will
bring more balance to economic matters.

We must remember that, over a four-year period, no president ever gets his
entire initial program enacted. Whatever the party in power, that old saw about
". . . and Congress disposes" still has substantial applicability. Moreover, all
presidents, no matter how qualified, undergo a very special form of "on-the-job
training." A leavening process takes place in every administration, brought about
in part by the tendency for a wide variety of views to be volunteered, especially
as a new president enters the White House. Nonetheless, every president tries to
be his own man and to assert his independence from interest groups, especially
those which are too obviously trying to reduce his freedom of action.

In general, over the next four years, a fundamental change in national outlook
could begin to take place-a shift away from an instinctive dependence on gov-
ernment to solve the problems facing society, and towards the private sector as
the basic engine of economic growth and progress.

To those who are pessimistic about the long-run outlook for the American
economy, I point to the continued inflow of foreign money. Despite the scare
stories about "America for Sale," I am not worried that foreigners are buying
some of our land,farms, and businesses. I recall that it was not too long ago that
Western Europe was worried that American financial interests and companies
were becoming too important in their economies. The French used to write about
the "Coca-Cola-nization" of their country. We replied, of course, that U.S. in-
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vestment was good for France. It created jobs and income in that country, and
American firms also paid taxes there.

Unless we speak with forked tongue, that is the current situation here in the
United States. And, in point of fact, one of the few opportunities that we have
to get back the dollars we send OPEC is to have those oil-producing nations spend
and invest their money here. Providing they fully abide by our laws, foreign
investors have a beneficial impact; they create jobs, income, and tax collections
in our country. Also, the inflow of foreign investment Is a vote of confidence in the
underlying strength of our political and economic institutions.

A final thought: I see no economic Valhalla in the coming four years-but I
surely do not expect the kind of 1984 envisioned by George Orwell. The strong
medicine that I described earlier-the tax cuts, the budget restraint, the regu-
latory reforms, and the monetary steadiness-can, and hopefully will, provide
the basis for a sustained and less inflationary period of economic growth and
prosperity in the middle 1980's. That is an exciting, though hardly guaranteed
prospect.
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STATEMENT OF REPRESENTATIVE PARREN J. MITCHELL (D-MARY-

LAND), MEMBER, JOINT ECONOMIC ComMITrEE

We are here this afternoon to establish priorities and consider al-
ternatives to existing employment policy. We should make an effort
to consider alternatives that may be adopted over the next several
months while at the same time considering their long-term impact.
There is certainly no shortage of problems to solve; the national econ-
omy appears headed for a weak recovery, with growth too slow to
permit much reduction in overall unemployment. Unless we act to
alter this course, we will emerge from this recession with greater "stag-
flation" and the structural imbalances more deeply embedded than
ever.

(104)
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In developing an agenda, I propose we begin with one of the most
pervasive, longstanding and chronic of our economic conditions. That
is the condition that results from a disproportionate burden of unem-
ployment shared by racial minorities in no-growth, inner city
communities.

The costs of this condition, both economically and socially, have
geometrically increased with each year of neglect. Currently these
costs represent staggering waste of our natural resources and perhaps
the single most identifiable national security threat to this country.

Despite the recent years of strong employment gains for the nation
as a whole, many of our central cities continued to decline. The pri-
mary and secondary metals industries, which normally create steady
entry level employment in the Great Lakes and Northeastern corridor,
were steadily losing their competitive advantage to international com-
petitors. Cities as Detroit, Cleveland, Pittsburgh, Buffalo and Balti-
more had yet to recover from the last economic turndown when this
recession began. This resulted in Blacks and other racial minorities
who reside in the inner city actually losing ground relative to white
workers during the decade of the 70's. Disproportionate numbers of
Black and other minority families live below the poverty line and the
income gaps continue to widen-not shrink. The unemployment rate
for Blacks and other minority groups is double that of whites-in
good times and bad.

Except for the highest educated workers, Black workers lack com-
parable access to higher skilled, better paying jobs in our society.

We cannot consign another generation of minority youth to long
periods of idleness and hopelessness. It will take a concerted attack, in-
cluding substantial new job opportunities, to overcome the legacy of
inequality.

I am totally open to new approaches and hopeful that some concrete
ideas for changes in employment policy will be presented here today.
However, we should not, out of frustration with existing programs,
consider an abrupt termination of existing programs. After seven years
of experience with CETA, we are only now beginning to learn what
the programs have accomplished in terms of improving the employ-
ment and earnings prospects of participants. We should carefully ex-
amine alternatives without dismantling current programs.

We should take the approach of phasing in targeted economic de-
velopment incentives or a new type of tax credit to encourage employ-
ment and training by private industry and phase out existing programs
based on the success of the new initiative. Far from being duplicative,
operating different approaches in tandem offers a way of comparing
program performance before committing all of our resources to one
method or the other.

In searching for new ways to stimulate private employment and
training opportunities, I would strongly emphasize an expansion of
the small business sector in general and the minority business sector in
particular. Minority-owned businesses could play a leading role in
alleviating structural unemployment. They certainly have the potential
for providing new jobs, at a large range of skill levels, in our inner
cities. This work experience, through small business employment gen-
eration, will serve to broaden the opportunities for inner city youth.

73-057 0 - 81 - 10
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Despite the urgency of our problems, there are some corners that
simply cannot be cut. The push for economic development and in-
dustrial revitalization cannot come at the expense of the health and
safety of the American worker. I am certain that a complete account-
ing would reveal that the benefits of maintaining appropriate stand-
ards in these areas fully justify the costs.

This conference today is a broad appeal for advice, for your best
thinking on what the future direction of employment policy should
be. We are not seeking to develop a consensus for particular approaches
or viewpoints. Instead, I hope we can draw upon the discussion to
shape legislative proposals and further investigation of the issues in
the days ahead.

STATEMENT OF SOL C. CHAIKIN, PRESIDENT, INTERNATIONAL LADIES

GARMENT WORKERS UNION

Stagflation, the simultaneous occurrence of economic stagnation and
price inflation, has been the peculiar economic malady of the 70's. Irre-
spective of party affiliation, three successive administrations have
failed to cure this lingering, debilitating illness. May I suggest that
this is because the prescribed medicine may have been contributing
to prolongation of the sickness.

The medicine was recession. The idea was to bring down the fever
of inflation by cooling the economy. The theory was that prices would
be held down if demand was held down and to do so it was desirable
to make money scarce by raising interest rates.

Since 1974-75-no matter who was in the White House-the medi-
cine of high and ever higher interest rates was dosed out. When neither
the Executive nor the Congress moved in that direction, the Federal
Reserve Board did.

We have been taking that medicine for more years than is good for
us and, from all visible evidence, that medicine is making the patient-
I mean this country-sicker. And the reason is not hard to find.

If interest rates go up, then the cost of money goes up and that
pushes up the cost of everything in our economy that involves
money-which is the total economy.

If interest rates go up, then small businessmen find it hard to sur-
vive. As they collapse, their place in the market is occupied by the
giants who move increasingly to monopoly positions-with the usual
inflationary result.

If the economy is deprived of needed capital to expand, supply runs
short-and that is inflationary.

If prices outrun purchasing power, the inflation brings on unem-
ployment, because people don't have enough to buy what we can pro-
duce. Hence, we are hit simultaneously by inflation and recession.

Finally, that recession becomes inflationary, because plants are only
run at partial capacity and all the idle overhead adds to unit costs.

The policy of high interest rates must, under ordinary circum-
stances, be both inflationary and recessionary. The proof is in the ex-
perience of almost a full decade.

Unfortunately, this dangerous dorma that offers us two miserable
alternatives-unemployment or inflation-has been so widely accepted
that it has come to be regarded as an incontrovertible truth.
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In reality, if a truth has emerged from the past decade, it is that the
conventional wisdom is insufficient to deal with stagflation, which
within the context of our economic experience, is a highly unconven-
tional circumstance. Clearly, the time has arrived to explore new
approaches.

The Joint Economic Committee's emphasis of supply side economics
is a half-step in the right direction. I say a ha]f-step because in rec-
ommending ways to induce the private sector to produce more, the
Committee has ignored the most critical incentive, namely increased
demand.

The notion that more money at the top will mean more investment
in production and jobs, research and development, is a half truth at
best. The expected investment will only take place if there is a market
for the product. If buying power of wage and salaried workers lags,
the market will be weak and the expected investment will not be forth-
coming.

Investment incentives alone may induce business to modernize, to
replace inefficient equipment, but the decision to add to productive
capacity, to increase supply is contingent entirely on the level of de-
mand. I make this assertion on the certain knowledge that no business
person will increase output merely to fill warehouses.

Indeed, even when there is a market, there is no certainty that cor-
porate accumulations will be used to expand production in the United
States. Such profits may be used for overseas investments, for higher
executive salaries and bonuses, for speculation in land or commodities,
or for the acquisition of already existing companies. In this last in-
stance, the new acquisitions often lead to greater concentration in own-
ership that results in monopoly pricing-and more inflation.

Nor is this merely a theoretical assertion. Since 1975, the dominant
investment activity on the part of corporate America has not been to
expand but rather to acquire existing firms and their producing facil-
ities outright. In the past five years, a staggering one hundred billion
dollars has Been diverted from new productive investment into cor-
porate takeovers which benefit only those few fortunate enough to own
the business. For the overwhelming majority of Americans who do not
derive investment income, the benefit has been nil; and to the extent
that such activity concentrates ownership, strengthens monopoly, re-
duces competition, and stagnates growth, it has contributed to our
dilemma.

But if we do not finance our businesses with higher profits and with
tax reductions, how then, it is asked, will we raise the necessary capital
for our capitalist economy?

In recent decades, the great, probably the greatest source of financing
is the worker pension fund. Some 40 percent of the publicly traded
shares are now owned by workers' pension funds, and the percentage is
on the rise. The same trend is repeated in bonds and other debt
instruments.

These pension funds, however, are only one of the sources of capital
formation based on the earnings of wage and salaried people. There
are also health and welfare funds and union treasury funds.

Experience suggests that higher earnings by wage and salaried
people are the surest way to speed capital formation. Full employment
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is a necessary adjunct to this process and would certainly aid in the
creation of the requisite demand-if we are to induce business to
produce more.

I am in complete agreement with those who feel that the private
sector should provide the overwhelming proportion of new jobs. But
in making this statement, I am mindful that in the United States there
are distinct divisions within the private sector economy.

At the top, are the colossal corporations known collectively as the
Fortune 500. They embody what has been referred to as the first-tier
economy. This first-tier is rich, large-scale, pays good wages and con-
trols its markets.

The other component of the private sector-what I refer to as the
second-tier-is engaged in compartively miniscule operations such as
marginal manufacturing, local retailing and individual contracting.
It is virtually invisible as it struggles to stay alive in the shadow of its
celebrated sibling.

The first-tier is generally depicted as the American economy; the
second.tier goes generally unnoted, even unnoticed, although it em-
braces well over 90% of all enterprises and employs nearly 85%O of
wage and salary earners in the private sector.

Ironically, the second-tier is the very model of what our business
system is supposed to be, for it follows the traditional concepts of
Adam Smith and the present preachments of Milton Friedman. Yet,
precisely because the second-tier lives by what are allegedly the proper
rules of free enterprise, it cannot "make it" in a capitalist society where
capital-and plenty of it-is an essential element of success.

Moreover, because second-tier manufacture is frequently carried on
with antiquated technology, it is precisely the area in which investment
capital can produce the greatest increase in productivity.

Unfortunately, the loss of jobs in second-tier, labor-intensive manu-
facture has been considerable in recent years. Almost unrestricted
imports from low-wage nations have been the principal cause. The
policy of high interest rates has exacerbated this problem. And most
intportantly, the job loss in labor-intensive manufacture has not been
balanced by a growth of jobs in capital-intensive manufacture such
as steel and autos where jobs are also threatened by imports.

Even if the first-tier economy could provide the needed new jobs,
there is no guarantee that all or even a majority of the displaced
second-tier workers could be re-employed.

The main lesson to be learned from the War on Poverty of the 1960s
is that occupational adaptability is far from perfect, the even under
the most optimal of circumstances there are limits to the success of
retraining. The attainment of full employment in our nation requires
a full spectrum of job opportunities, from the least skilled to the most
advanced.

When an industry or a substantial fraction of it is phased out of
existence, we are faced with the costs of diminished production, under-
utilization of industrial plant capacity, and increasing gap between
real -and potential gross national product, as well as an increased
burden on its taxpayers forced to support those who are jobless.

Aside from the governmental costs of unemployment, there are
enormous social costs as mature workers find themselves on industrial
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scrapheaps. According to the Eleventh Annual Report of the Na-
tional Council on Economic Opportunity, a rise of one percent in
unemployment in the United States is responsible for a rise of 3.4
percent in admissions to psychiatric institutions of about 4 percent
in suicides, of 2 percent in deaths from cardiovascular and rental dis-
eases and cirrhosis of the liver, of 4 percent in state prison admissions,
5.7 percent in robberies, 2.8 percent in larcenies and 8.7 percent in
narcotic arrests.

As we attempt to solve the riddle of stagflation, it is therefore nec-
essary that we pursue a rational industrial policy which acknowledges
the need to maintain a full range of job opportunities. Such a policy
would prevent discrimination against second-tier workers and em-
ployers as we move toward the reindustrialization. of America. This
approach would protect. not only Chrysler and Lockheed workers but
also the 300,000 apparel workers whose jobs disappeared during the
last decade.

Another necessary component in the battle against stagflation is a
rational policy of fair trade, the central feature of which would be
negotiated import quotas allocated on a global basis in those sectors
where import penetration has significantly diminished domestic
employment.

Without the knowledge that a major portion of the United States
market is secure from unfair trade competition, neither first- nor sec-
ond-tier firms engaged in import-sensitive enterprises will be likely
to increase productivity through increased investment and expanded
operations.

Increasing the progressivity of the tax rates, improvements in the
funding levels for social transfer payments, and indexing the mini-
mum wage for almost ten million workers to 60% of the average in-
dustrial wage will help to provide the increased demand which is a
necessary precursor to meaningful stimulation of the supply side.
Moreover, these steps will provide a direct measure of relief to those
who have the least and have suffered the most from the ravages of
inflation.

Finally, we must provide subsidies, tax incentives and low-interest
loan guarantees to second-tier employers. If we are to put America
back to work and increase supply, we cannot arbitrarily exclude the
second-tier whlieh is the major sector of our economy in terms of
employment and potential for productivity increments.

STATEMENT OF ROBERT HOLLAND, PRESIDENT, COMMITrEE FOR
ECONOMIC DEVELOPMENT

Nine key points around which I think it makes sense to design and
implement national employment policy:

(1) This nation ought to accept and pursue. as one of its key na-
tional goals, the sustained achievements of a job opening for every
American who is ready, willing, able and available to work (note:
considerable "transitional" unemployment could still exist under this
goal).
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(2) But this employment goal cannot be reached by inflating the
economy.

(a) Because fighting inflation is a priority national goal.
(b) Because cumulative inflation erodes the capacity of the

economy to provide jobs.
(3) Overall fiscal and monetary policies can make their best con-

tribution to employment by steadily expanding the economy at the
fastest growth rate consistent with not triggering an inflationary
spiral (such growth would eliminate what I will call "demand"
unemployment) .

(4) But under present labor market conditions, this will leave a
larger total of people still unemployed than is consistent with our
employment goal in Point #1 (this excess over "transitional" employ-
ment I will call "structural" unemployment).

(5) To eliminate structural unemployment will take a combination
of carefully designed public and private policies, some aimed at im-
proving the labor supply and some aimed at improving the supply
of jobs.

(6) On the labor supply side, policies and programs are needed to
improve the vocational component in education, expand job training,
and assist workers to find and travel to needed jobs.

(7) On the job suppy side, policies and programs are needed to
better adapt jobs to the skills, needs and limits of the available labor
force, and help close geographic gaps between the limits of worker
mobility and preferred business location.

(8) On both the labor supply and job supply sides, these programs
for job training, job adaptation and job creation need to focus in the
private sector, where most of the jobs are. Effective procedures for
public-private cooperation, particularly at the local level, can do much
to further these objectives.

(9) Also important on the job supply side are policies that can en-
courage more business expansion (within a noninflationary monetary
and fiscal environment) through relaxing regulatory fetters and re-
ducing investment disincentives that cost us more in lost jobs and
growth than they produce in offsetting benefits.

Adopting and implementing these points will take time, but the
sooner we begin striving in earnest the sooner we will achieve our goal.

JOBS FOB THE HARD-To-EMPLoY-NEW DIRECTIONS FOB A PUBLIC-PRIVATE
PARTNERSHIP*

Summary of Major Recommendations

Americans have long considered it a basic goal to have the opportunity to work,
to earn a decent living, and to provide for their families. For the vast majority
of adults, what they do to earn that living constitutes a vital part of their identity
and sense of values.

Yet, the United States has within its population a growing number of people
with special burdens that keep them out of the mainstream of the labor force.
Most jobs in this country are designed for prime-age, full-time, socially disciplined
workers. However, there are large groups of people in this country who want to
work but cannot obtain useful jobs, even in relatively good times, because they:
are undereducated, unskilled, or inexperienced; are considered too young or too

*Summary of a statement by the Research and Policy Committee, Committee for Eco-
nomic Development.
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old; are unable to work full time; are subject to discrimination or restrictive
labor market practices; and lack the basic work disciplines and abilities necessary
to get and hold a steady job.

For the past thirty years, high employment has been a major goal of the
nation's economic policy. But except during wartime, this goal has rarely been
achieved. During recent years, in fact, the official unemployment rate reached
its highest level since the Great Depression. In the first eleven months of 1977,
the average number of unemployed still amounted to 6.9 million persons, or 7.1
percent of the civilian labor force.

We believe that this country must make a strong national commitment to high
employment and to a situation in which the number of job openings essentially
matches the number of those seeking jobs at reasonable wages and in which
people able and willing to work have adequate opportunities to be trained and
guided toward suitable job vacancies within a reasonable period of time. This
commitment must, of course, be pursued in a manner consistent with the nation's
other major economic and social objectives, especially the need to curtail inflation.

The primary means of developing adequate training and job opportunities is
through strengthening the demand for goods and services in the economy as a
whole and in particular sectors and regions.

A vigorous and sustained demand expansion is necessary to overcome cyclical
joblessness (which stems primarily from an overall deficiency in demand). It is
also the single most effective means of reducing structural unemployment, which
affects particular groups of job seekers because their education, skills, or loca-
tions do not readily match available jobs or because they are handicapped by dis-
crimination and other labor market barriers. However, experience has shown
that by itself, a demand expansion strong enough to result in a dramatic rise in
jobs for the hard-to-employ is also likely to create serious inflationary pressures.

But the tasks of achieving sustained high employment and conquering in-
flation are not mutually exrclusive. They can and must be attached simultaneously.
Therefore, any steps toward healthy demand expansion need to be accompanied
by a range of measures to make the economy less inflation-prone. These should
include steps to increase its competitiveness and efficiency, to eliminate restrictive
practices in product and labor markets, and to enlarge capacity and supply
availability.

In earlier policy statements, CED has dealt extensively with ways to improve
overall demand management, strengthens economic efficiency and investment in-
centives, and fight inflation. We are continuing active studies in all these areas.
In addition, our new study Revitalizing America's Cities is examining the massive
problems of the nation's urban centers, including the plight of the deteriorated
inner cities, where unemployment is highest. We will explore ways to create the
conditions that might bring needed jobs back to these areas and, where necessary,
to help bring inner-city residents to suitable jobs in other locations. In other
studies. we shall examine means of averting or overcoming the special unemploy-
ment problems caused by such factors as unfair foreign trade competition and
excessive government regulation.

In this policy statement, we are concerned primarily with the urgent need for
a wide variety of measures to cope directly with the structural unemployment
problems of those groups that have consistently had special difficulties in the
labor market-particularly the young, the old, and the disadvantaged-and to
increase incentives for productive work.

Unfortunately, there is no single solution or major policy program that can
eliminate unemployment for all these chronically affected groups. What is needed
instead is an integrated set of public and private actions that will benefit groups
and areas of the economy with particularly severe unemployment problems with-
out aggravating the existing inflation.

Government programs to train and provide jobs for the hard-to-employ, includ-
ing public-service employment, must continue to play a major role in national
manpower policy. We welcome the recent increased emphasis by both Congress
and the Administration on direct measures to deal with the unemployment prob-
lems of hard-hit groups, particularly disadvantaged youths and veterans.

However, four out of five jobs in the United States are in the private sector.
A stronger private-public partnership must he developed to increase training and
job opportunities in that sector and to speed the transition of the hard-to-employ
from government income support and subsidized public or private jobs to perma-
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nent private employment. Key ways in which this can best be accomplished are
the focus of this study. In particular, we recommend the following measures:

New and expanded use on a nationwide basis of private-sector programs that
already work effectively and creation of a clearinghouse for disseminating in-
formation about successful and innovative programs.

Stronger organizational mechanisms to mobilize private-sector involvement,
including much wider use of:

Direct government manpower contracts with private nonprofit organiza-
tions created by consortia of business firms.

Other types of intermediary organizations that can help business handle
job development, training, and placement activities.

Jobs corporation to provide training and jobs for the hardest-to-employ.
Cooperative community efforts, involving businesses, nonprofit organiza-

tions, unions, schools, and governments, to increase training and job
opportunities.

Increased incentives and reduced disincentives for private employment of the
hard-to-employ, including additional experimentation with categorical tax
credits, with stipends for trainees and apprentices, and with selective exemptions
from the minimum wage and increased social security earnings ceilings.

Improved approaches to the problems of particular groups among the hard-to-
employ:

Increased stress on business involvement in skill training and upgrading
of the disadvantaged.

An improved transition from school to work for youths as well as other
age-groups, including increased use of apprenticeship and cooperative educa-
tion programs.

More productive use of niidcareer and older workers, including steps to
smooth the transition from regular work to retirement.

Increased and wider use of alternative work patterns to make more employ-
ment available to the young, the old, and other workers who cannot conform
to a full-time work schedule.

Greater business use of alternatives to outright layoffs in recessions, including
skill upgrading and work sharing.

Improved management and closer integration of government programs that
facilitate the employment of the hard-to-employ, particularly the U.S. Employ-
ment Service and the Comprehensive Employment and Training Act (CETA)
programs.

This agenda for action is neither impractical nor visionary. In fact, many busi-
nesses, nonprofit organizations, and governments throughout the country are
currently carrying out many such programs that are increasing training and job
opportunities for the hard-to-employ. In connection with this policy statement,
CED has surveyed its own trustees' companies and other firms and has found
numerous instances of successful private-sector programs and constructive busi-
ness-government cooperation.

These and other successful programs can and should serve as models for more
action and innovation by both large and small businesses and for more active
business-government-community cooperation. Focusing attention on these pro-
grams should also help government agencies and civil servants to be more recep-
tive to such initiatives.

To be fully effective, the approaches that we recommend in this statement must
be paralleled by continuing strong efforts to overcome the barriers to employment
and career advancement that are the result of discrimination. For example, even
the best skill-training program for the hard-to-employ is of little use if those
who complete it are refused jobs because of their race, sex, or age. There is also a
major need for identifying and changing various existing legislative requirements,
government regulations, and union or business practices that tend to discourage
employment of the disadvantaged and other hard-to-employ groups.

There have been suggestions that the nation can learn to live with unemploy-
ment and can simply give income support to those who are poorly equipped to
compete for available jobs. However, we believe that this country cannot justi-
fiably deny its citizens the opportunity to work for an adequate income and to be
free from the desperation and frustration that frequent or long-term unemploy-
ment can bring. Nor can the country ignore the huge economic and social costs
of goods not produced and services not rendered and the truly enormous costs of
supporting an increasing number of nonworkers. In the long term, such wasteful
use of resources is likely to add to rather than curtail inflation.



113

Both government and business must acknowledge these costs and begin to break
down the barriers that separate millions of people from productive work. In doing
so, they will find, we believe, that most people want to work, that most of the
unemployed are employable, and that most of the untrained are trainable.

STATEMENT OF CHARLES C. KILLINGSWORTH, PROFESSOR, MICHIGAN
STATE UNIVERSITY

UNEMPLOYMENT INSURANCE AND OLD AGE INSURANCE ARE IN TROUBLE

Probably the safest economic prediction in this season of uncertainty
is that the new Congress will enact a huge personal and business income
tax cut. The Kemp-Roth Bill is the leading candidate at present. The
generally-accepted estimate of the size of the Kemp-Roth tax cut is
$192 billion per year by 1985.

This is neither the time nor the place to review the now-familiar
arguments for and against the Kemp-Roth approach. Instead, I wish
to call attention to a generally-ignored adverse effect that seems likely
to result from tax cuts on the Kemp-Roth pattern amounting to hun-
dreds of billions of dollars. Two of our oldest and most important
social insurance systems are in serious financial trouble.

If we postpone consideration of their troubles until after the Kemp-
Roth Bill (or some modification of it) has passed, we will find our-
selves in a period of severe budgetary stringency that will compound
the difficulty of finding solutions to the problems now clearly apparent
in these two social insurance systems.

In an increasing number of states, unemployment insurance tax
collections are less than current benefit payments, and reserves have
been exhausted, so that payments must be financed by loans to the
states from the Federal government. The Old Age and Survivors
Trust Fund also faces a financial crisis during 1981; benefits have
exceeded contributions since 1975, and during the coming calendar
year, the reserves of this system will be used up. In both of these
systems, borrowing money to meet current benefit payments can be no
more than a temporary expedient which postpones but does not solve
the crisis. The existing financial arrangements for these two systems
can be maintained only by substantial increases in payroll taxes. The
only real alternative to higher payroll taxes (aside from a drastic
reduction of benefits) is an infusion of general revenue funds from the
Federal government.

I urge the Congress to give consideration now to a plan to avoid large
future increases in payroll taxes by diverting a small fraction of the
hundreds of billions of dollars of income tax cuts proposed by the
Kemp-Roth Bill. This approach can realistically he viewed as a change
in the form of a part of the tax relief under consideration, rather than
a reduction in the total amount of tax relief.

Unemployment insurance is financed by a payroll tax which is tech-
nically levied by the Federal government. But employers are allowed
to offset against. the Federal tax almost all of the unemployment insur-
ance taxes paid to State governments. UTnder a complex system of ex-
perience rating. emDlovers mav receive state tax reductions (without
reduction of the federal offset) if relatively few unemployment insur-



114

ance claims are filed by their employees. Hence, actual unemployment
insurance tax rates vary considerably from state to state and from em-
ployer to employer within states. Generally speaking, states with low
unemployment rates levy lower unemployment insurance taxes than
states with high unemployment. The states usually collect more in
taxes than they pay out in benefits during good times, and the surplus
goes into a reserve fund. Then,,when unemployment goes up during a
recession, the reserve fund is drawn upon if necessary to pay any ex-
cess of benefits over current revenues. If the state's reserve fund is ex-
hausted, it may borrow from a Federal loan fund, interest-free. Under
current law, such loans must ultimately be repaid. If the state fails to
take the necessary steps to raise the money for repayment, then the
Federal government may impose a blanket tax increase on all employ-
ers in the state until the loan is paid off.

The steep recession of 1973-75 substantially weakened the reserves
of most of the states, and the continuation of high levels of unemploy-
ment after the recession ended, slowed the rate at which reserves were
rebuilt. An indirect but very pertinent indicator of the condition of
the reserve funds is the number and amount of outstanding Federal
loans to these reserve funds. As shown in the accompanying table, in
1974 only three states had loans outstanding, and the total amount of
loans was $111.4 million. By 1975, 15 states owed $1,589.1 billion; in
1976, 21 states owed $3,402.4 billion; and by the end of 1979, 14 states
owed $4,445 billion. Thus, the outstanding loans were negligible at the
beginning of the 1973-75 recession, but were massive at the beginning
of the 1980 recession. And by the end of 1980, 17 states owed a total of
$5.078.6 billion.

In a real sense, these loans represent deferred payroll taxes payable
by the employers in the debtor states. The loans resulted from the in-
ability of the states to meet current benefit payments from current
revenues plus reserves. This inability, in turn, resulted mainly from
much higher unemployment rates in the late 1970s. In the five-year
period 1970-74, benefit payments totaled $28.3 billion; in the ensuing
five year period 1975-79, payments were $67.0 billion, or more than
twice as much. The UI payroll tax increases will be levied in what can
be called a perverse fashion. The increases will be largest in those
states that have had the most unemployment; and within those states,
the employers who have had the most layoffs will have the largest tax
increases.

The Old Age and Survivors insurance system has also been ad-
versely affected by the high levels of unemployment during the past
five years. Some of the effect has come through an increased number
of early and regular retirements, as older workers faced increasing
difficulty in finding new jobs after losing their old ones. But the main
effect has been lower-than-anticipated revenue from the Social Se-
curity taxes, despite increases in both tax rates and the tax base. A
recent Joint Economic Committee study estimates that in the current
year, for every one million workers laid off for one month, the Social
Security fund loses about $100 million in contributions. On an annual
basis, that is a loss of $1.2 billion for each additional one million un-
employed; or, in 1980, a loss in excess of $2.0 billion because of the
unemployment increase since January. Many more billions were lost
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because of the exceptionally high levels of unemployment during the
1975-79 period.

These two programs are cornerstones of our national income se-
curity system. No responsible political faction advocates their aban-
donment. Both are in serious financial trouble because of excessive
unemployment in recent years. In the absence of other remedial meas-
ures, large increases in tax rates loom directly ahead for both pro-
grams if their present financing arrangements are to be continued.
Payroll tax increases concurrent with income tax cuts will increase
the inequities of our present tax structure. For example, more than
half of all American families now pay more in Social Security taxes
than in income taxes. And in the case of the UI tax increases, the larg-
est increases will fall on the states and employers who have been most
adversely affected by the last two national recessions.

Under these circumstances, I propose that we avoid large payroll
tax increases in these essential programs. I propose that some of the
billions of dollars proposed for income tax cuts in the Kemp-Roth Bill
be diverted as follows: $5 billion to pay off the current indebtedness
of the states to the Federal loan fund, with additional sums later to
be used as needed to assist the states to meet the extraordinary costs
of unemployment insurance when the unemployment rate rises above
some trigger rate-say, 6 percent: plus an infusion of $10 billion into
the Social Security reserve funds to meet the looming crisis there.
Over a longer period, we should study the question whether there
should be a permanent commitment of federal general revenue funds
to both programs. That study should not be made under the pressure
of crises in both programs.

My final point is that payroll tax increases are probably more infla-
tionary than income tax cuts. So my proposal would contribute to the
fight against inflation, in addition to rescuing two important social in-
surance programs that are in serious trouble.

TABLE 1.-OUTSTANDING FEDERAL LOANS TO STATE RESERVE FUNDS, BALANCE

[In millions of dollars]

1974 1976 Nov. 29,1979 December19801

Alabama - -30. 0
Crknnesasct-62.------------ - B 20. 0- - 3. 0
Connecticut -------------------------------- 62.0 363. 2 371 370.9Delaware -- - - - - - - - - - - - - - - - - - - - - - - -- 20.5 47 43.8
Distri~ct of Columbia ----------------------------------------- 33.6 71 65.5Hawaii -22.5
linols -515.3 946 946.5

Maine -14.9 36 36.4
Maryland 36.1

Mass chu etts--- --- ---- --- --- ---- --- --- ---- --- --- 265.0 232 231.7Michigan -571.0 624 842. 0
Minnesota - - 1230 19
Montana - - 1.4Nevada --------------------------- 7.6--------------
New Jersey -497. 2 652- 651.9
Ohio --- -- - - - - - - -- - -- - - -- - - - - - - ---------------------------------- ~ ~ ~~~~~~~~~~~~~~~~~~~~~ 191. 0
Oregon - - - - -018 5
Pennsylvania - -552.9 1,222 1,388.4
Puerto Rico -- 57.0 89 88.7
Rhode Island -- 65.8 103 121. 2
Vermont- 5. 3 37.5 35 40.7
Washington -44.1 149.4
West Viginia - - - -47.2
Virgin Islands - - -10 7.9

United States -111.4 3,402. 4 4,445 5,078.6

' Includes loans which have been requested through December 1980.
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C. Submitted Statements

STATEMENT OF ARNOLD CANTOR, ASSISTANT DIRECTOR, DEPARTMENT OF

ECONOMIC RESEARCH, AMERICAN FEDERATION OF LABOR AND CON-

GRESS OF INDUSTRIAL ORGANIZATIONS

As the nation starts the decade of the 1980s, the economy is saddled
with the twin evils of recessions and continued high inflation. The
economy is slowing down; industrial production and housing starts are
decreasing; sales are waning; and unemployment is on the rise. The
downturn must be stopped and reversed so that the economy may reach
its full potential of full employment, production and real income.

The basic human right of every American to full opportunities for
useful paid employment at fair rates of compensation is part of this
nation's body of laws. It is not a will-o-the-wisp nor an item for com-
promise and concession. It is a social and economic imperative.

The inflation rate has not been curbed by monetary policy, which
continued to raise interest rates; rather, the higher interest rates be-
came built into the inflation rate itself and helped push the economy
into the recession.

Those suffering most from inflation are wage earners, retirees and
the poor. Their purchasing power has failed to keep pace with infla-
tion. Real earnings have declined, pension plans generally have failed
to provide adjustments for inflation, and welfare programs have fallen
further behind basic need levels.

The future economic health of the nation requires a strong industrial
base to produce the goods America needs and wants. What remains of
America's industrial base is being buffeted by a variety of forces as the
nation continues to slip closer to a service-dominated economy.

It is time for the government to take the lead in developing a new
partnership with labor and business to help reestablish a growing,
diversified and secure industrial economy. Such a partnership may be
difficult to achieve because of recent and continuing business hostility
to basic aspirations of workers and their unions. However, such an ef-
fort to establish a limited partnership must be made.

The modernization of existing plant and equipment and the creation
of new capacity are needed in many industries. This will require the
combined efforts of labor, business and government to design and im-
plement a comprehensive reindi strialization program. The effort must
include a broad spectrum of industrial activities, so that America will
have a diversified industrial capacity to meet its basic needs and to
protect the security of the nation. To plan such a program will require
the cooperation of the major economic forces in the country and to im-
plement it will require large amounts of capital.

The AFL-CIO urges the creation of a National Reindustrialization
Board, consisting of representatives of the public, labor and industry,
which would recommend the priority and magnitude of reindustrial-
ization to be undertaken in various industrial sectors and geographic
regions, in light of the national economic and security interests.

The Board should have appropriate industrial and regional sub-
committees to review the special needs of specific industries, as well
as the particular problems faced by geographic regions. The Board
should review the recommendations of the industrial and regional
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subcommittees as they relate to industrial development in areas of
high unemployment, and should aim to restore and revive the urban
economic base. The Board should favor investments in areas served
by mass transit facilities to further energy saving. The Board should
encourage the use of American built equipment in its development
strategies. The Board should seek to forestall shortages or bottle-
necks that might have inflationary repercussions. In the process, the
Board could also play an important role in reviewing inflationary
forces that might be evidenced in the particular industrial sectors.

The Board should also be empowered to direct the activities of a
Reindustrialization Financing Corporation (RFC), which would
make or guarantee loans or participate in loans made by private lenders
to finance reindustrialization projects approved by the Board.

The RFC should have access to both public and private funds to
enhance its lending capability. Specific provision should be made to
qualify pension funds to invest part of their assets in the RFC. Pen-
sion investment should be guaranteed.

The RFC should invest in private and quasi-public ventures through
direct loans, loan guarantees and below market rate financing, and
should supplement and complement existing public investment pro-
grams in building and developing facilities that serve as industrial
infrastructure and encourage development.

Any reindustrialization policy must take account of the problems
of plant closings. The devastating effects on workers and their com-
munities from unannounced, sudden plant shutdowns and relocations
should be eased by legislation requiring advance notification, financial
assistance to workers, and basic employee protections of collective bar-
gaining rights, transfer rights, relocation expenses, severance pay,
continuation of pension and health care benefits and job retraining.

A reindustrialization program will require the cooperation and par-
ticipation of everyone in society: taxpayers, through the government,
would bear the burden of direct and indirect financial outlays; busi-
ness would invest capital in needed expansion and modernization, and
the pension funds of workers would also be used to invest in future
economic health for the nation.

Only through true cooperative action, reflecting a balance of the
interests of the public, labor and industry can the reindustrialization
program objectives be achieved. The success of the program is vital
for each of the interests concerned and for the nation as a whole.

Specific measures to meet employment problems:
1. The federal budget must provide stimulus to expand the economy

and to cut unemployment.
2. Government programs must provide jobs for millions of unem-

ployed workers and must be designed to meet the nation's needs for
public services and public facilities through such programs as:

Employment and training programs for adult workers and
youth.

Economic development programs with specific job commit-
ments.

Initiate and accelerated public works investment program, in-
cluding improvement of mass transit system and rehabilitation of
railroads, highways, port facilities and airports.
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Special transportation projects including rehabilitation of the
railroads and expansion of urban mass transit.

Energy conservation programs including expanded weatheri-
zation programs for schools, hospitals, public buildings and homes
of low-income families.

Special structural programs to meet the particular needs of
minorities, women, handicapped individuals and others.

Such targeted job stimulation can best be achieved through direct
programs tailored specifically to the needs of unemployed workers-
not by tax cuts, tax incentives, wage subsidies, subminimum wages,
and the like. Each dollar of federal funds used on direct government
employment programs has two to four times more job-creating poten-
tial than a dollar of tax cuts, and direct job creation programs can be
directed to the areas and the individuals where the need is greatest.

3. Equal access to job opportunities must be assured to every worker.
All employers must be required to list job openings with the public
employment service or a referral hiring hall that assures equal access
without regard to race, creed or color. The U.S. Employment Service
should be made an effective program for job placements.

4. Illegal immigration must be stopped. Employers who hire illegal
aliens and those who traffic in transporting and placing illegal immi-
grants should be subject to stiff penalties. At the same time, those
illegal aliens with a demonstrated attachment to the community should
be afforded legal status to end their unconscionable exploitation at the
hands of unscrupulous employers.

5. Low interest loans are necessary to encourage expansion of the
housing industry, small business investment in plant and equipment,
and state and local public investment.

6. The Federal Reserve must move to reduce interest rates and pro-
vide enough expansion of money and credit to assure balanced eco-
nomic growth.

The structure of the Federal Reserve System must be made more
accountable to the needs of the nation-through such essential actions
as abolition of the bank-dominated Open Market Committee with its
functions taken over by the Board of Governors, reduction of the term
of office of the governors to seven years, and extension of membership
to representatives of major groups in the economy, including orga-
nized labor.

7. An expanded program of targeted and stand-by countercyclical
aid and other federal assistance for state and local government is
needed to help meet urban problems and to blunt the effects of reces-
sion on urban areas.

8. Federal procurement and federal installations should be directed
to areas of high unemployment.

9. The Nation's unemployment insurance system, must be improved
and expanded and protect more workers and to support basic consumer
buying power.

10. Establish a health care benefit program for the unemployed and
maintain the necessanrv food stamn allocation. and halt the closure of,
public health facilities that serve the poor and unemployed.

11. International trade and monetary policies also affect the U.S.
economy and specific policies must address these issues. The Congress
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and the administration should pursue an international economic policy
that will stop the destruction and export of American jobs and the
undermining of the nation's industrial base. This can be achieved by
regulating the export of American technology and capital, eliminating
the tax and other incentives that encourage U.S. companies to establish
and expand their operations in foreign countries, and regulating the
flood of imported goods and components that displace U.S. production.
Trade adjustment assistance must be improved to help alleviate the
immediate hardships of job loss due to imports.

The AFLCIO supports programs and policies that will provide
jobs for all Americans who want to work, strengthen the fight against
inflation, assure a rising standard of living for all Americans, and
bring about a more equitable distribution of the nation's income and
wealth.

STATEMENT OF EDISON R. ZAYAS, CHIEF ECONOMIST, NATIONAL
FEDERATION OF INDEPENDENT BusINEss

In 1984, Americans, including small businessmen and women, will
be asking whether or not they are any better off than they were in
1980. The answer to that question will depend on the Reagan Admin-
istration's success in breaking the inflationary spiral that has rocked
our once stable economic foundation. Inflation is this country's most
serious problem, and conquering inflation must be the number one
priority, not just for rhetorical purposes, but for policy purposes as
well.

This long-overdue confrontation with inflation will require political
courage, and consistency in the implementation of anti-inflationary
policies. To gain the necessary support for those policies, the Reagan
Administration must create an anti-inflationary climate and con-
stituency. The American public must be convinced that inflation is
the most serious threat to their financial well-being, and that price
stability can only be restored with their support. It must be made
clear that sustained economic growth is not possible so long as infla-
tion continues unabated. Through persistence and well-conceived
planning, the Reagan Administration can pave the way towards price
stability, while fostering increased productivity growth and a more
dynamic economy.

To arrive at such an economic state, the President-elect must openly
advocate a restrictive monetary policy that aims at achieving greater
stability, as well as significant reductions in money supply growth.
The President-elect must also work closely with the Congress to not
only reduce federal spending, but to significantly alter the mix of
federal spending activities. At the same time, the President-elect must
work with the Congress to remove the many structural rigidities in
our economy (e.g., tax codes, bias against savings and investment,
over-regulation, etc.) that promote our condition of high inflation and
stagnant growth. Each of these steps are necessary to revitalize our
economy, but taken individually, none of them are sufficient to accom-
plish the task.

The Reagan Administration must credibly establish in its first 100
days in office that they are committed to pursuing these specific long-
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term policy measures. By doing so, they will be removing the prevail-
ing uncertainty over the course of public policy, which has discouraged
risk-taking, as well as investment in plant and equipment, and research
and development spending. These adverse effects of uncertainty have
in turn reduced productivity, contributed to inflation and to a less
competitive business sector. The new Administration must be conscious
of the fact that a stable public policy precludes a stable economic
environment.

MONETARY POLICY

To the extent that excessive growth in the money supply is a prime
contributor to the inflationary process, it is imperative that money
supply growth be tightly controlled by the Federal Reserve Board.
The Reagan Administration can eliminate a great deal of financial
market uncertainty by explicitly supporting and advocating a prudent
monetary policy from the outset. If inflation is to be reduced, support
for such a policy must be unwavering, regardless of the short-term
political pressures. Such a position would lend credibility to the
President-elect's intentions to continually fight inflation.

Over the past year, the Federal Reserve has had great difficulties
in consistently restraining growth in the money supply. The result
has been record fluctuations in short-term interest rates, which has
in turn bankrupted thousands of small businesses, and left the business
community in a quagmire of uncertainty. With the prime rate
approaching 20% for the second time this year, small businesses are
finding it impossible to finance their operating needs, and they will
not survive unless short-term rates fall soon. The Reagan Administra-
tion must encourage the Federal Reserve to do everything in its power
to quickly reduce money supply growth and to stabilize its growth at
those lower rates. This in turn, will reduce inflationary expectations
and be followed by lower and more stable rates of interest.

It is equally imperative that the new Administration encourage the
Federal Reserve to continue implementing monetary policy by focus-
ing on the monetary aggregates, rather than on interest rate targets
The Federal Reserve's failure to adequately control money supply
growth over the last year does not call for the abandonment of that
policy approach. The Federal Reserve's problems reflect the technical
difficulties involved in attempting to control the money stock in an
economy as large and diverse as ours. These technical problems, how-
ever, can be overcome and we feel confident that they will be. On the
other hand, a reversion to implementing monetary policy by seeking
to control interest rates will only lead to a complete loss of control
over the money supply, which in turn will escalate inflationary
pressures.

In short, a key ingredient to curtailing inflation and promoting
steady long-term growth is to reduce the rate of growth of the money
supply to a level that more closely approximates the real productive
capacity in the economy.

FISCAL POLICY

A lesson to be learned from the 1970's is that a restrictive monetary
policy alone does not suffice as an anti-inflationary policy mechanism.
Without accompanying fiscal restraint, the tight monetary policies
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tend to result in a greater loss of national output than in a reduction
in inflation. Consequently, if the President-elect intends to stop infla-
tion, he must work with the Congress to cut back government spend-
ing as soon as possible.

Deficits created by excessive federal pending are borne by the public
in the form of hidden taxes, as well as explicit taxes. One of the hidden
taxes takes the form of inflation which simultaneously robs businesses
and individuals of purchasing power, while pushing them into higher
tax brackets. In addition, borrowing from the public to cover deficits
also acts as a hidden tax by transferring private capital away from the
more productive private sector to the less productive public sector.

The hidden tax of inflation is extremely onerous for small business
and consequently inflationary deficits created by excessive spending
have a disproportionately adverse impact on small businesses. The
hidden tax of borrowing from the public, however, has a far more
subtle effect on small firms. Every time the federal government bor-
rows from the private sector to cover deficits, it withdraws funds that
would have been available to private businesses, thereby "crowding"
businesses out of the financial markets. Unfortunately, it is not likely
that this "crowding out" is borne evenly across businesses of all sizes.
It is more probable that small businesses bear the brunt of this financial
displacement since they have fewer financing alternatives available
to them. As it is, small businesses are rationed out of the commercial
loan market during periods of tight money, so it seems reasonable to
contend that small firms are placed at a severe disadvantage when com-
peting with the federal government for funds.

There can be little doubt that our federal government has grown
not only beyond its own needs but to the detriment of small business
and society as a whole. Americans have generously provided their gov-
ernment with increasingly large fractions of their earnings to finance
programs aimed at improving the distribution of wealth in our society.
However, experience has shown us that a great deal of government
spending is a costly and ineffective manner in which to correct society's
existing inequities. As a society, we must accept the f act that we cannot
provide what we do not have, or what we cannot afford to provide.
Government spending has risen to the point where it is hampering
business investment and discouraging individual effort, which are the
principal forces behind future rises in living standards. Since the U.S.
Congress has consistently demonstrated an inability to live within its
financial means, we feel that the Reagan Administration should sup-
port legislation that would limit Federal expenditures to a specific
percentage of our gross national product, or income.

COMPOSITION OF FEDERAL EXPENDITURES

In addition to reducing federal expenditures, it is equally important
that the Reagan Administration promote a drastic change in the com-
position of federal expenditures. As the size of our federal government
has grown, it has also become increasingly involved in economic ac-
tivities that should be conducted by the private sector. Despite stated
national priorities which aim at maintaining the viability of small
business, the federal government with all of its financial resources
(e.g., the ability to print money) engages in monopolistic, inefficient

73-057 0 - 81 - 11
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competition with the private sector. According to a federally sup-
ported Task Force Report on Government Competition to the Small
Business Administration, the federal government directly engages in
more than 21,000 commercial and industrial activities at a taxpayer
cost of at least $10 billion a year. The task force report states that this
government activity diverts $2 billion annually from small business.
According to the report, as much as $3 billion in taxes could have been
saved in 1977 had the government opened up 85 percent of its "in-
house" activities to private competition.

We at NFIB feel that this unfair and inefficient substitution of gov-
ernment commercial activity for its private sector counterparts de-
serve close attention by the new Administration. In fact, the listing of
all government activities which are not cost-effective could become the
Reagan Administration's principal criteria in abolishing selected gov-
ernment expenditures. In pursuing this approach, great strides can be
made in reducing the size of government, while simultaneously im-
proving the competitive climate for thousands of small businesses and
promoting greater economic efficiency.

STRUCTURAL RIGIDITIES

Many of the problems we face today (e.g., inflation, low produc-
tivity, high unemployment, lagging investment, etc.) are symptoms of
deeply-rooted structural imbalances that distort market signals, and
prevent the smooth functioning of our economy. If we are to foster an
era of sustained economic growth and price stability, then the Reagan
Administration must make a concerted effort to avoid merely treating
the symptoms of our economic diseases, and instead focus on dealing
directly with those imbalances.

The tax code

Principal among those distorting imbalances is our federal tax code
with is biased in favor of consumption over savings and investment.
By penalizing individuals for saving and investing their money, our
current tax system limits the pool of funds available for modernizing
our industrial base at a time when massive investments in plant and
equipment are needed. So long as this country's future productive
capacity is continually drawn down to finance current consumption,
productivity growth and the long-term competitiveness of American
business will continue on its secular decline. Moreover, under such a
system, inflation will remain an obstacle to renewed growth since the
current tax code contributes to "demnancbpull" inflation by fueling ag-
gregate demand beyond our economy's productive capacity.

In addition, the taxation of capital gains must also be reduced sig-
nificantly. On the business side, corporate taxes must be reduced fur-
ther and continually graduated to eliminate the effectively regressive
tax rates incurred by smaller firms. Of equal importance, is the need to
liberalize depreciation allowances so that recovery costs are more accu-
rately reflected. An integral part of the latter effort should be sim-
plification of depreciation rules so that firms of all sizes can take
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advantage of allowed benefits. The Capital Cost Recovery Act of 1880
(10-5-3-) goes a long way towards achieving such instrumental

changes.
Social securty

More important to small business is the revocation of the 1981 FICA
tax increase as proposed in the Gephardt-Bradley bill, to be under-
taken in prelude to the revision of our Socity Security System. With-
out fundamental changes in Social Security, we can expect FICA
taxes to eventually reach 24 percent, about double the current level.
Already a majority of small firms find payroll taxes, of which FICA
is the largest, to be their single most expensive tax and an inhibitor to
the employment of people, the investment of capital, and to the forma-
tion of new enterprises. Further, payroll taxes, at least in the short-
term, are the most inflationary form of taxation. As a result, we
believe that instead of focusing on personal tax rate reductions, the
emphasis should be on payroll tax cuts.

The new administration must address the question of payroll taxes
and Social Security-the sooner the better. Social Security, probably
the nation's most successful and popular social program, is again
facing financial difficulty just as it did when the Carter Administration
took office in 1977. In that year the short-term problem was allegedly
addressed, but the far more serious long-term problem was avoided.
Today a somewhat similar situation faces us, only the time period over
which a transition to a long-term reform can occur has been shortened.
The issue can no longer be postponed. This nation must begin to move
immediately toward the separation of the annuity and transfer func-
tions of OASI as a means to restore the program's financial integrity
and promote benefit equity within and between generations.

Government regulations

A less subtle structural rigidity encumbering renewed growth and
reduced inflation is the myriad of unwarranted government regula-
tions. The Reagan Administration must provide strong leadership in
phasing out or altering government regulations which add to produc-
tion costs without providing offsetting socio-economic benefits. New
Agency heads must be encouraged to fully take into account the
impact of regulations on firms of different sizes, as required by the
Regulatory Flexibility Act.

Of great importance to small, labor intensive firms are the minimum
wage laws which increase the cost of labor and contribute to high
teenage and minority unemployment. The President-elect should
follow-through on his campaign pledge to at least seek a teenage
exemption from the laws.

Moreover, the President-elect should encourage the Congress to
change current government policy on patents which prevent the pri-
vate sector from benefiting from technological innovations. New prod-
ucts and processes invented by R&D firms under government contract
are virtually lost to the private entrepreneur once the government
takes them over. Patents should instead be assigned to the inventors
even when the work is funded by the government.
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CONCLUSION

If the President-elect wishes to succeed in his efforts to restore price
stability and sustained economic growth to this country, he will have to
attack the root causes of our problems through long-term policy solu-
tions. At the same time, if those long-term policies are to succeed, his
Administration will have to recognize that our economy does not con-
sist of a homogeneous set of business enterprises. About one-half of
this country's gross national product is produced by small businesses,
who are also the largest net creators of jobs and technological innova-
tions. The impact of laws and regulations on these smaller firms is
much different than that on larger firms. Policies aimed at improving
the competitive climate of American business will be doomed to failure
if they do not take those latter differences into account.

Finally, we perceive that the Reagan Administration will be under
heavy pressure to provide federal assistance to many ailing large busi-
nesses. Acquiescence to such demands would be a departure from the
President-elect's goals of minimizing government interference in the
marketplace, and of improving productivity and reducing inflation.
Federal bailouts would result in a diversion of investment funds away
from the dynamic element of the business community, thereby sup-
pressing the productivity gains the new Administration seeks to
achieve.

Federal bailouts would have an additional adverse effect on produc-
tivity as the business community as a whole recognizes that not only
are their productive efforts penalized, but that their tax dollars are
keeping less productive competitors afloat. Under such circumstances,
many managers will not find it in their best interest to persistently seek
out innovative cost-cutting production techniques, which improve pro-
ductivity and dampers inflationary pressures.
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The most fundamental problem facing the American economy is
lagging productivity. Discouraging performance in this critical eco-
nomic area contributes significantly to inflation, slows economic
growth and adds to unemployment.
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Productivity is the output per unit of input and is usually measured
in terms of labor productivity. In most measures of growth in labor
productivity-private business, nonfarm business, manufacturing-
the United States lags behind all other industrial nations. This is a
sorry state of affairs. This Nation, that saved the world from totali-
tarianism in the 1940s, and then generously distributed $134 billion
in economic aid to rebuild the free world, plus another $102 billion in
military aid, now finds itself struggling to keep its head above water,
and with hat in hand, is seeking to learn what it can from its World
War II enemies to increase its productivity.

The dimensions of our productivity crisis are well known. Between
1947 and 1965, output per hour in the private business sector grew by
3.2 percent per year. This fell to 2.2 percent per year between 1965 and
1973, and then to 0.7 percent per year for the 1973 to 1979 period. Pro-
ductivity actually fell for six consecutive quarters, through all of
1979 and the first two quarters of this year, before rising very slightly
last quarter. (Some other measures of productivity continued to de-
cline in the third quarter of 1980.)

Our recent productivity growth rates have been especially abysmal
in comparison with those of our major industrial friends. For exam-
ple, for the 1967 and 1979 period, real gross domestic product per
employed person increased by less than 1 percent per year in the
United States, France, Germany and Italy all achieved rates of nearly
4 percent. Of course, the Japanese were ahead of everyone else, at 6
percent, while even in the British economy, not noted as a paradigm
of efficiency, output per person rose by more than 2 percent per year.

Looking specifically at manufacturing, the cornerstone of our econ-
omy, this chart shows [indicating] the growth trends in manufactur-
ing productivity in six countries starting with 1967 as a base of 100.
Look how the United States lags. Look how Japan excels.

It is true that the overall level of productivity in the United States
still exceeds that in all of these other countries, but this is certainly no
reason for complacency. At recent growth rates, productivity in Ger-
many and France would exceed ours by 1984, with both Japan and
Canada surpassing us by the end of the decade. In some industries,
such as steel, productivity in Japan is already higher than here in
the United States.

We are looking forward to the statements of our panel Cochairman
Jackson Grayson and our subject presenters-Bill Usery and Charls
Walker. After the formal statements of these gentlemen, I will be
looking to each of you for your contributions to this seminar.

The basic question is: What can we do to turn around the sorry U.S.
productivity performance?

I have a number of subsidiary questions which I will raise during
the course of our discussions. But let us turn now to our Cochairman
and presenters.
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STATEMENT OF C. JACKSON GRAYSON, JR., CHAIRMAN, AMERICAN
PRODUCTIVITY CENTER

PRODUCTIVITY, NATIONAL ECONOMIC GROWTH AND THE U.S. STATUS IN AN
INCREASINGLY COMPETITIVE WORLD: REALITIES AND POLICY OPrIONS*

The United States now faces a national economic crisis which I am
convinced is more serious than any we have experienced since the
Great Depression. Our very survival as a first-rate world power is at
stake, as well as the standard of living of our future generations. There
are policy options available to us; but time is very short. Well-orga-
nized and determined nationwide effort for the reversal of recent
trends in productivity is essential.

EXECUTIVE SUMMARY

The U.S. is experiencing an economic crisis which threatens not only
our future living standard, but also our very survival as a leading
world power. The abysmal collapse of productivity, coupled with a
complex of national errors of both omission and commission, by both
Government and the private sector, has led to galloping inflation, sig-
nificant declines in real earnings and standard of living, the loss of out
markets for manufacturing products both within the U.S. and over-
seas, increasing unemployment, and the second severe recession within
a single decade.

Historical perspective tells us that nations rise and fall in leadership
in economic growth and in productivity levels. National over-compla-
cency has led nations into an unsound action-inaction pattern which
has permitted other industrial nations to overcome their lead in world
trade, levels of productivity, and standard of living. The USA is on
the verge of joining these nations.

There are policy options available to us to turn this scenario around,
but time is very short. A well-organized and determined nationwide
effort for the reestablishment of productivity growth is the key to our
national future. Jackson Grayson outlines herein his concept of an
appropriate national program, involving private-sector business and
labor and government-federal, state, and local.

This article provides new insight as to the causes for the growing
disparity between productivity growth rates of the past quarter-cen-
tury between the U.S. and leading international trade competitors.
It emphasizes some of the competitive advantages freely given by the
U.S. to Japan and the major European nations during the postwar
years. It further emphasizes the detrimental results of the too-per-
vasive tendency of the U.S. to enjoy the good life rather than to invest
for the future; and the problems caused by continuing adversary re-

*This paper was prepared with significant assistance from George Sadler, Senior Econ-omist, American Productivity Center. His contribution was large and invaluable.
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lationships between government, industry and labor-a deadly con-
trast to the collaboration to assure national economic development
which has characterized Japan, Germany, France and some other lead-
ing nations.

Dr. Grayson provides some new productivity data and facts, which
will help to understand the realities of recent productivity trends and
manufactured-goods market losses.

The history of nations can only be understood backward, but the
future must be lived forward. It's time to move out.

HISTORICAL PERSPECTIVE

For almost a century and a half, the United Kingdom was the
dominant economic force in the world.

Just as "Britannia ruled the waves," Britannia also was the leader of
world trade, of industrial production and of productivity-in terms of
national product per capita, per employee or per worker hour.

However, following World War I, Great Britain and the other
major European powers found their national strength drained by the
deadly cost of the Great War and their former empires largely dis-
membered. They struggled to keep their economies afloat and to re-
structure their industrial communities.

Following World War I the U.S. assumed world leadership in indus-
trial output, world trade and in the standard of living of its people. At
the same time, it assume the mantle of unchallenged leadership in in-
dustrial productivity.

The U.S.-European divergence in levels of industrial technology,
management technique and scientific and technological innovation in-
creased rapidly during the two decades between World Wars I and II.
At the end of World War II, the U.S. productivity level (output per
employee hour) was approximately double that of the United King-
dom. Germany, Belgium and Sweden, and three times that of Italy
and France. At the same time. Japan's economy was dead in the water.
Her productivity was only 13 percent of the U.S. level in 1950. about
one-fourth that of Britain, and roughly one-third the levels of France
and Germany (table 1).

POST-WORLD WAR II

Following World War IT, however, things began to change. Japan
and the European nations shared a dedication to national economic
recovery and a desire to substitute for their former colonial structures
a strong domestic economy and wide-ranging international export
market. They concentrated on improving their productivity as a part
of their strategy.

They benefitted tremendously from the postwar U.S. economic and
technical assistance programs, and rapidly rebuilt their industries with
the latest and best technologies. They concentrated on saving instead of
consumption, providing needed capital for investment. Labor, manage-
ment, and government pledged cooperation. As a result, their national
productivity took off at a pace unprecedented in world history.

During the same time-span, the U.S. economy continued to grow,
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not as rapidly as the other nations, but at a healthy clip. But seeds
were being sown for a slowdown. Most of our industry had become in-
dustrially mature, with only a limited potential for continuing rapid
productivity gains in some industries. Our earlier vouthful zing and
dedication to continuing rapid industrial improvement slackened.
Leaders of both the Government and the private sector tended to rest
on past laurels, convinced that U.S. technical, scientific and managerial
leadership could not be challenged.

Concurrently, large segments of the population demanded larger
slices of the economic pie, coupled with broadened assurances of "the
good life." The euphoria of a continually growing economy, higher
earnings and more leisure time to enjoy them, bigger bank accounts,
bigger cars, better roads, larger homes, and continually rising profits
lulled both the population and the leaders of industry into a false sense
of security, and cloaked danger signals in the world economic picture.

Without realizing it, we fell increasingly behind our leading overseas com-
petitors in productivity growth and in international trade competition during
the 50's and 60's. By the mid-1960's, the United States was already in deep eco-
nomic trouble, especially in terms of international competition.

While it was certainly not generally understood as it was happen-
ing, "hindsight" now tells us the nation was then beginning to reap
an economic problem stemming not only from our national over-com-
placency and our conviction that we were the strongest and greatest
nation in the world, but also from:

A national tendency to consume rather than to save, resulting
in a national average ratio of savings to disposable personal
income below that of any other major industrial nation-less than
one-fourth the averages for Italy and Japan; only one-third that
of France, Germany and the United Kingdom; and less than half
that of Canada (table 2).

Increasing neglect of the investment of capital needed for im-
proved plant and equipment, coupled with less-than-adequate
levels of civilian research and development.

A pervading tendency on the part of industrial leaders to think
and act on a short-term basis, disbursing as profits and stock divi-
dends earnings which should have been reserved for plant mod-
ernization; and applying marketing strategies directed to an im-
mediate payoff, rather than for shaping future markets.

Continuing adversary relationships between management and
labor, accompanied by growing conflict and problems between the
Federal Government and private industry.

Dedicated efforts to assure greatly expanded health services,
industrial safety and environmental protection, and economic
security for all the Nation's citizens, but without adequate evalua-
tion of future economic effects including impacts on productivity.

A failure to comprehend the fundamental economic significance
of a growing interdependence on international trade within a
world made rapidly smaller by transportation and communication
breakthroughs.

The lack of collaboration between government, industry and
labor directed to the improvement of the competitive ability of
our industry in the international marketing of its products.
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Efforts to serve as the world's economic saviour and its political
policeman-efforts which involved the expenditure of many bil-
lions of dollars reaching nearly 80 nations.

These economic aid and defense support programs made a major con-
tribution to the extreme postwar divergences in productivity trends for the
U.S. as contrasted to Japan, Korea and the major western European na-
tions. The U.S. stimulated, sponsored and supported the establishment of
National Productivity Centers and Industrial Development Institutes as
focal points for national programs in over 40 nations. In sharp contrast,
the U.S. itself had relatively little general awareness of "productivity"
and never set up an effective national productivity center.

A substantial transfer to other nations of the best of U.S. scien-
tific, managerial and industrial know-how and techniques, use of
U.S. patented processes and technology on extremely-favorable
terms, and help in starting up the host-country factories.

During the quarter-century after World War II, roughly one-
third of Japan's growing national product flowed directly into
new machinery and equipment in her factories. For Germany,
France and Italy, fixed capital investment ranged from one-fifth
to one-fourth their GNP during the same period (figure 1).

Factories in these nations were rebuilt almost entirely after the
termination of hostilities, embodying the latest technology. The
process was accelerated by Government-supported policies of
planned, rapid obsolescence. As a direct result, these nations have
maintained an average age of industrial equipment ranging from
roughly ten to twelve or fourteen years.

In the United States, in sharp contrast, estimated average age
of industrial equipment is now over 20 years. For some major,
mature industries (steel; paper and pulp; foundries and forge
shops) much of the equipment is 50 or more years old. With rare
exceptions, such aging machinery cannot compete in productivity
with newer items utilizing the latest technology. Good examples
are the large basic oxygen furnaces which constitute over 80 per-
cent of Japan's total steel capacity-and roughly 56 percent of
that of the U.S. industry.

The result of all this was a deepening economic illness, which went
generally unrecognized. The early warning signals were:

1. The significant labor productivity growth slowdown to a 1965-73
pace only half that of the first two postwar decades-and dramatically
lower than that of our overseas competitors. Unfortunately, many
leading economists brushed aside our slackened productivity growth
as a "temporary, unexplainable aberration which probably would be
self-correcting";

2. Increasingly rapid inflation, with a built-in rising "core rate"
unique in our economic history;

3. The near or total collapse of a growing number of our industries,
with significant unemployment.

POST-OPEC

It was not until after the OPEC petroleum embargo in the fall of
1973 that the true extent and nature of our national economic illness
finally became recognized, even as it was being made increasingly
more severe.
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The seven year span 1973-80 has witnessed the worst productivity catastrophe
of the twentieth century-probably the worst in our entire industrial history.
The growth rate for U.S. gross domestic product per employed person was only
0.4 percent per year during 1973-78, followed by a decline of 0.4 percent in 1979,
with an almost-certain additional decline of over 1 percent in recession-plagued
1980. In the international picture, the U.S. misery was shared to a large extent
by Canada and Great Britain. However, Japan and the major European powers
other than Britain coped with the problegns more successfully, despite their
much greater dependence upon imported petroleum.

The crude petroleum embargo and the subsequent price escalation
dramatized an already-existing world shortage of economically-ex-
ploitable proved natural energy resources. The supply-price shock
thoroughly disrupted normal productive operations and forced radical
reevaluations of ways of doing business. It contributed to an already-
threatened worldwide economic slowing of growth afflicting all in-
dustrial nations, though to varying degrees and at somewhat different
calendar periods.

The oil crisis and the recession abruptly worsened the U.S. produc-
tivity-growth slowdown and helped to feed the most virulent peace-
time inflation in our Nation's history-reaching double-diget levels
in 1979 and early 1980.

In the international picture, West Germany and France coped fairly
successfully with the post-OPEC economic problems, despite their
much greated dependence upon imported pertoleum. They experienced
relatively limited inflation, only modestly reduced national output and
lower reductions in productivity growth than did the U.S. Japan,
Canada, Italy and the United Kingdom shared with the U.S. the
severe early 70's economic woes, with high rates of inflation and low
production attending sharp reductions in productivity growth. Japan,
however, rebounded with extremely strong productivity growth in both
1978 and 1979.

The productivity slowdown and the increasing divergences in trends
between the U.S. and its major overseas competitors made a major
contribution to increasingly severe losses of the U.S. share of the world
market (figure 3). However, this is only part of the answer.

A large part of the rapid overseas market losses by the U.S. and the
equally rapid gains of its principal overseas competitors is traceable
to the determined national efforts of Japan, Germany, France and other
European nations to expand their economy through exports. The gov-
ernments worked closely with and supported private industry export
efforts, with substantial loans and credit guarantees, tax credits, differ-
ential domestic vs. export pricing and other actions. National focus was
placed on high-technology products and others with the highest export
growth potential.

As noted in the introductory section, the U.S. was the unchallenged
leader of total world trade in the 1950's-and as recently as the late
70's. Now, however, West Germany is nearly on a par with the U.S.
in the total world trade.' Other major nations-primarily Japan and
France-also have been making rapid gains in the world market, in
most instances substituting their goods for those of the U.S. Further,
a number of developing nations-including Korea, Hong Kong, Tai-
wan and Singapore-are making increasing inroads on the markets

I Total world trade equals the sum of actual exports and Imports in the given year.
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formerly enjoyed not only by the U.S., but by Japan, Germany and
France as well.

Our agricultural products exports have done well despite the U.S.
grain export embargo to Russia, the soy bean export limitation which
distressed Japan several years ago, and the current embargo on ex-
ports to Iran and the Soviet Union.

Our foreign trade problem is centered in exports of manufactured
goods, where the U.S. led until recent years. However,-West Germany
topped our annual manufactured goods export totals throughout the
decade of the 70's. The margin was only a narrow $1.4 billion dollars
in 1970, but it increased to $33.9 billion in 1979-a percentage differ-
ential of roughly 0.5 percent in 1970, but 22 percent in 1979. Japan's
export value was 62 percent of the U.S. level in 1970, but it rose to 85
percent in 1979. If current trends continue, the USA will soon drop
to third place in the manufactured goods export market. For France.
1970 manufacturers export volume was only 46 percent that of the
U.S., but rose in 1979 to 65 percent of the U.S. level.

These startling gains of major European nations and Japan In manufacturing
goods exported developed despite very rapid rises in labor costs for these nations,
as compared to the United States. (The 1960-79 annual increase in hourly com-
pensation was 6.5 percent for the U.S.; 15.3 percent for Japan; 10.4 percent for
Germany; 15.7 percent for Italy; and 11.5 percent for France.) The gains were
clearly due not to a great labor cost advantage, but rather to their more rapidly
rising productivity, coupled with effective industry-government collaboration for
export promotion. Hence, a closer look at comparative manufacturing produc-
tivity trends Is warranted.

U.S. manufacturing labor productivity (output per hour, all per-
sons) grew at a rate of 2.6 percent per year during 1950-67, somewhat
less than the 3.2 percent per year pace of the pre-World War II years-
and a bit below the growth rate for the U.S. private domestic economy
over the same span (2.9 percent/year).

The growth rate for manufacturing productivity picked up very
slightly during 1967-73 (2.9 percent per year) while the rate for the
private economy slowed to 2.1 percent per year. The manufacturing
productivity growth rate following the OPEC shock also held up bet-
ter than for the entire economy, 1.5 percent per year for 73-79 com-
pared to only 0.7 percent per year growth for the private domestic
economy.

The troublesome side of the manufacturing productivity picture
appears when U.S. manufacturing productivity over the postwar span
is contrasted to that of our major overseas competitors, especially in
the case of Japan, Germany and France. For the entire period covered
by the BTLS international manufacturing productivity analysis (1950-
79), U.S. output per hour rose 2.4 percent per year, in contrast to
Japan's 8.5 percent per year, Germany's 5.7 percent per year. France's
5.2 percent per year. and Italy's 6.0 percent per year (table 3).

The growth rates for each of the major industrial competitors (U.S.,
Germany, France, Italy and Janan) rose slightly between 1950-67 and
1967-73, with Japan's rate leading the way. During the post-OPEC
shock period, however, average productivity increases dropped sharply
for all countries except Germany, which held to a fairly steady pace.
Productivity growth for the TT.S. was halved, to a 1.. 5 percent per year
pace, as was the paee of Ttaly's increase. France held her increase rela-
tively well, with only about a fifth decline during the two periods.
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Japan, in contrast, experienced very substantial difficulty during
1973-77, with her manufacturing productivity increasing less than a
third the pace of the earlier period. During both 1978 and '79, however,
Japan enjoyed a tremendous manufacturing productivity recovery-
7.9 percent and 8.3 percent, respectively, according to the BLS com-
putations. The 1979 growth was a full 12.1 percent in the data series
compiled by the Japan Productivity Center!

The American Productivity Center has developed a new binary pro-
ductivity trend comparison for selected periods 1960-79 covering 13
U.S. and Japanese manufacturing industry groups, plus mining and
public utilities. While the figures are drawn from three different data
sources which may not be fully comparable, the picture they paint with
respect to comparative U.S.-Japanese manufacturing industry produc-
tivity trends is dreadfully clear. In every subperiod, Japan's growth
rate for all manufacturing outstripped that of the U.S. (see footnotes
in table 4).

There was substantial trend variation between the major industry
groups in all periods covered. The Japanese relative advantage was in
some instances only slight, and in others devastating. Especially large
variations are shown in a number of the truly major groups, including
iron and steel; fabricated metal products; machinery; chemicals and
petroleum products; and stone, clay and glass. Japan's productivity
growth rate was not so great-and the U.S. disadvantage was conse-
quently less marked-in food, tobacco, textiles and lumber products.

Six of the twelve Japanese manufacturing industry groups recorded
more than double-digit rises in 1979. In sharp contrast, the dismal
1979 0.9 percent rise for all U.S. manufacturing reflected the extremely
poor labor productivity experience of all but four of the U.S. industry
groups. Especially in the second half of 1979, factories tended to add
man-hours to augment output, rather than effecting any significant
improvement in equipment or methods and/or expanded use of their
more energy-intensive equipment.

THE IMPACT OF U.S. LOSS OF INTERNATIONAL COMPETITIVENESS

ON EMPLOYMENT

During the past decade, as U.S. industry has struggled against the
complex of difficulties reviewed above, growing market losses in many
industries have led to a decline, almost a collapse, in a number of
them, such as cutlery and flatware, ceramics and dinnerware, motor-
cycles, bicycles, footwear, hats, radios, television and some textiles.
Of perhaps even more longrun significance, inroads have been made in
both the domestic and the international markets of some of our largest
and most basic industries-such as steel, machine tools, industrial
equipment, household electric appliances and automobiles.

The impact of these market losses upon U.S. civilian employment
has been noted increasingly in the U.S. news media. As the interna-
tional productivity differential continues, or increases still further,
other basic industries inevitably will suffer increasing market and
employment losses. Even some of our newer high-technology segments,
such as semiconductors, computers, communications equipment and
other electronics items, are already being targeted by Japan's industrial
planners.
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On the favorable side, there is a mounting evidence of a reasonable
degree of success in reducing our nation's energy consumption and
early progress is being made on the development of new economically
feasibio taernllatives to imported petLorweui. Our industrial produc-
tivity should start to improve somewhat as these efforts mature and
as average costs of energy from a variety of sources decline. Ultimate-
ly, as the shortage lessens, newer and more efficient industrial machin-
ery should be introduced.

These actions should make it possible to begin some recovery in our
productivity growth, but this potential will not materialize if we do
not make a similar re-dedication of this nation to growth through
productivity.

A NATIONAL PRODUCTIVITY PROGRAM

Corrective action is urgently needed-action which is carefully
planned and organized, determined, broad in scope, and continuing.
While action must be effective and correct, it must also be taken at the
earliest possible date.

The United States has arrived at a stage where further inattention
to our basic economic problems and the continuation of the application
of outmoded economic theories can no longer be tolerated.

As a nation, we can-and we must-undertake a major national
effort to assure our recovery of economic strength.

This effort must be fully comparable in scope and national commit-
ment with our earlier-and successful-engagements in two World
Wars and the conquering of space.

Appropriate methods must be set up to allow effective collaboration
between currently antagonistic elements of our economy-the govern-
ment, industry, and labor. The blunt, earthy words of one of the great
early leaders of our Nation, Benjamin Franklin, are highly appropri-
ate at this time:

"Gentlemen, we must hang together, or assuredly we will all hang
separately." Unless business, labor and government leaders can shape
ways to work effectively and in concert, our entire industrial commu-
nity will be unrecognizable within a decade or less. Factories will be
closed and unemployment at high levels will plague us and our stand-
ard of living will shrink. If this message is understood by all of us,
and if we act, then we can turn the situation around.

I am delighted to note that-at long last-leaders of our nation have come to
realize that the collapse of productivity growth is something much more serious
than a "temporary aberration" or a "cyclical phenomenon." There is obviously a
significant new awareness that slowing productivity growth is one of the key
contributors to the nation's economic woes and the key to their solution.

Leaders of U.S. industry and academe, labor leaders, members of
Congress and leading officials of the present Administration are now
sounding the alarm.

The Joint Economic Committee of Congress, under the Chairman-
ship of Senator Lloyd Bentsen, has taken significant and vigorous lead-
ership in identifying the productivity collapse. as both a symptom of
and a major contributor to our national economic malaise. The Joint
Economic Committee, along with the Committee for Economic Devel-
opment, the National Planning Association, the New York Stock
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Exchange and Professor John Kendrick, have clearly spelled out the
seriousness of the problem.

To a very considerable degree, there is agreement on some of the
important steps to be taken. I commend to readers a study of writings
cited at the end of this article.

However, most of the proposed remedies focus on one or two ele-
ments, or focus on public policy only. I believe the solution lies in a
comprehensive program of many elements, at many levels in the econ-
omy, and in both the private and public sectors.

What follows are my recommendations for a national productivity
program.

A National Productivity Program, involving the dedicated efforts of both the
private and public sectors, must be launched. It must operate on four levels:
(1) Government-Federal, State, and local; (2) Industry; (3) Individual firms
and unions; and (4) International.

GOVERNMENT

1. Establish a focal point in the executive branch for a national pro-
ductivity program charged with the responsibility for creating and
implementing an action program.

2. Charge the Joint Economic Committee of Congress with respon-
sibility for serving as a productivity focal point in the legislative
branch, with responsibility for conducting investigations and over-
seeing needed productivity improving legislation.

3. Execute legislative and administrative action to increase capital
investment for improved industrial machinery, equipment and meth-
ods, all of which are essential for restoration of productivity growth.
This should include specific action to: accelerate depreciation allow-
ances on capital equipment, increase the investment tax credit and
expand its coverage, reduce the corporate income tax rate, eliminate
double taxation of dividends, assure rapid reductions in the rate of
interest on industrial fixed capital investment, and stimulate the rate
of private savings.

4. Remove contradictory and ill-conceived regulatory action cur-
rently impacting productivity, including those relating to energy con-
servation, environmental protection and worker health and safety.
Require all regulatory action (existing and future) to be subjected
to "productivity impact" analysis. Equally, make certain that regula-
tions outline the desired results, with flexibility to assure that con-
formance is based on the most efficient, least costly approaches. This
does not mean that all regulations should be dropped or altered. Some
regulations are economically and socially justified.

5. Expand rapidly both basic and applied research and disseminate
the results-an essential for the accelerated technological improve-
ments required for restoration of productivity growth.

6. The Department of Commerce should carry out, in collaboration
with private industry, a systematic program of export promotion and
marketing.

7. Through all appropriate means, take action to improve the pro-
ductivity of the Federal Government itself; and provide assistance
to state and local governments.
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INDUSTRY

1. Encourage the development of industry-wide productivity im-
provement programs, including government, business, trade associa-
tions, labor unions, professional societies, management consultants
and academe.

2. Help develop inter-firm and inter-plant productivity measure-
ment systems, and stimulate and facilitate the use of the results by
individual firms in the industry.

3. Help industrial associations and/or other relevant entities to
establish programs for the collection and dissemination of "best prac-
tice" of individual industries, as a means for productivity
improvement.

4. Encourage and support classroom-type and in-plant training of
personnel in the skills and techniques needed for a high productivity
economy.

5. Assist in the establishment of labor/management cooperation
programs suited to the needs of specific industries. Test various
approaches, and transfer know-how on both a regional/local and in-
plant basis.

6. Assist employers in industries with fading productivity to re-train
themselves for new jobs, provide relocation assistance, and help pro-
tect the incomes during these adjustment periods.

INDIVIDUAL FIRMS AND UNIONS

1. Organize and operate formal, sustained productivity programs,
involving management and employees.

2. Create local productivity educational programs, broadcasting the
productivity message to other firms, to community groups, and to
government employees.

3. Organize and conduct training programs for unskilled, semi-
skilled, crafts and supervisory categories to assure a supply of per-
sonnel competent to cope with the demands of modern high-technology
industry. In particular, create re-training and other employee-adjust-
iMent programs for those displaced by productivity-improvement
actions.

4. Organize "quality of working life" programs as an integral part
of productivity improvement programs.

5. As a part of programs for improving productivity, analyze prod-
uct patterns and seek out specific means for entering or expanding
existing participation in export markets. To this end, actively seek
out and utilize available government support services relating to
export promotion.

INTERNATIONAL

1. The American Productivity Center, and other entities involved
in the national productivity effort, should seek out specific oppor-
tunities for shaping closer continuing contacts with overseas organiza-
tions and with other productivity centers. An international produc-
tivity information network might be a possibility.
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The organization of international productivity tours would be a
logical element in this program, -targeting exchanges with those
nations identified as of particular importance, such as Canada, Japan,
France, Italy, the U.K. and Germany in the industrial-nations group,
plus developing countries such as Mexico, Brazil, Spain and Korea.

2. Identify and participate in programs for the extension and im-
provement of existing measurement systems for productivity at both
the macro and micro levels.

3. Develop specific programs for providing developing nations with
broadening information on U.S. products, processes and management
concepts. Provide them, upon request, specific technical assistance in
identifying opportunities for local industrial development to improve
standards of living, and help them make contact with U.S. inter-
national companies and other U.S. organizations which are interested
in participating in such ventures.

In summary, there has been a combination of mistakes and inaction,
by both government and the private sector of the United States during
the past fifteen years and more, that led us to our current economic
dilemma-high inflation, productivity stagnation, two recessions in a
single decade, and substantial unemployment.

While the decade of the 80's will witness severe economic stresses,
there are options open to us which can reverse these past, unfavorable
trends, restore productivity growth, reduce the present inflation rate,
and restore our capability to compete in the international market.
However, time is very short. Early action is imperative.
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Figure 2 R&ED Expenditure as Percent of GNP and Intemnational Comparisons in Growth Rates
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Figure 3

U.S. Balance in World Trade-Exports minus Imports
(in billions of U.S. dollars)
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Figure 4 Projected International Productivity Trends, GDP per Employee
Growth Rate Applied to 1978 Level of GDP per Employee

Based on International Price Weights
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Figure 5

Projected International Productivity Trends, GDP per Employee

(Constant Dollar Basis, International Price Weights)

1. Level of Productivity (1978 U.S. - 100)

Year U.S. France Germany lpan Canada

..,.197S 100.0 85.6 85.6 63.0 96.1

1979 99.1 88.2 88.1 65.8 95.1

1980 98.6 89.9 90.3 68.1 95.1

1981 98.9 92.6 93.0 70.9 96.6

1982 99.9 95.7 96.7 73.8 98.5

1983 101.4 99.2 100.6 77.2 100.5

1984 103.2 103.2 104.0 80.8 102.5

1985 105.3 107.3 108.8 84.7 104.5

1986 107.4 111.6 113.1 88.7 106.6

1987 109.5 116.0 117.1 93.0 108.8

1988 111.7 120.6 122.4 97.8 111.0

1989 113.9 125.5 127.3 103.1 113.2

1990 116.2 130.5 132.4 108.8 115.5

1991 118.5 135.7 137.6 114.8 117.8

1992 120.9 141.1 143.2 121.1 120.1

Sources
1979, actuals, OECD
1980, best estimates using Economic Report of the President and OECD

19S1-84, best estimates based on OECD and work of J. Kendnck. L. Klein. and

W. Freund
1985-92. best estimates based on various reports of probable economic patterns

Basic data from U.S. Bureau of Labor Statistics, 1978

2. Productivity Growth Rates

Year U.S. France Germany Japan Canada

1979 -0.9 3.0 3.5 4.5 -1.0

1980 -0.5 2.0 2.5 3.5 0

1981 0.3 3.0 3.0 4.0 1.5

1982 1.0 3.3 4.0 4.2 2.0

1983 1.5 3.7 4.5 2.0

1984 1.8 4.0 4.7

1985 2.0 4.8

1986 4.8

1987 4.8
1988 5.2

1989 5.4

1990 5.5

1991 5.5

1992 5.5

Average
Rates: U.S. France Germany Japan Canada

1979-85 1.0 3.3 3.6 4.3 1.6

1985-92 2.0 4.0 4.0 5.2 2.0



TABLE 1.-LONG-TERM INTERNATIONAL PRODUCTIVITY DYNAMICS: LEVELS AND TRENDS OF REAL GROSS DOMES-
TIC PRODUCTS PER EMPLOYEE-HOUR, 1870-1978

Gross domestic production per hour' Average annual growth rate

1870-
Nation 1870 1950 1977 1978 1913 1913-50 1950-60 1960-73 1973-78

Australia 183 71 78 85 0.9 1.4 2.8 2.5 4.2Austria -62 29 66 72 1.7 .8 5.9 6.0 3.8Belgium -110 51 94 91 1.2 1.4 3.1 5. 4 4.3Canada -89 78 78 89 2.0 2.3 S. 1 3.0 1.4Denmark --- - - 65 43 66 64 1.9 1.6 3.0 5.3 1.3Finland 45 32 66 67 1.8 2.0 4.1 6.4 2.7France -62 44 79 87 1.8 2. 0 4.4 5. 5 3.9Germany -63 33 84 83 1.9 1. 0 6. 8 5.4 4.2Italy -60 30 68 71 1.2 1.7 4. 3 6.8 4.1Japan -23 13 52 51 1.9 1.3 5.8 9.8 3.9Netherlands- 107 53 84 90 1.2 1. 7 3. 4 5.5 3.4Norway -60 48 86 86 1.6 2.5 4.1 4.8 4.0Sweden -45 55 79 79 2.4 2.8 3.5 5.5 1.4Switerland -80 52 65 66 1.5 2.1 3. 0 3.8 1.4United Kingdom -122 57 61 67 1.1 1.6 2. 2 3.7 2. 0United States- 100 100 100 100 2.1 2. 6 2. 4 2.6 1 I
Arithmetic average 78 46 74 77 1.6 1.8 3.9 5.1 2.9

' GDP is measured in constant 1970 U.S. price and exchange rates.
Source: Angus Maddison, "International Productivity Comparisons-National Differentials." Paper presented at APCProductivity Research Conference, April 1980.

TABLE 2.-RATIOS OF SAVINGS TO DISPOSABLE PERSONAL INCOME: AND RATIOS OF GROSS FIXED CAPITAL TO
GNP, SELECTED NATIONS, 1970-79

[In percent]

Federal
Republic

United of Nether- United
Period States France Germany Italy lands Kingdom Japan Canada

1. Ratio of savings to dispos-
able personal income:

1970 -7.4 16.7 14.6 18.8 14.0 9. 0 18.1 5.31971 -7.7 16.8 14.3 20.6 15.0 8.5 17.5 5.91972 - 6.2 16.8 15.5 21.4 15.4 10.4 18.0 7.41973 -7. 8 17.3 14.9 20.9 16.5 11.9 20. 5 9.11974 - 7.3 17.4 16.1 19.2 16.6 14.4 23.7 9.91975 -7.7 18.6 16.4 23.0 14.5 14. 0 22. 5 10.91976 - 5.8 16.4 14.7 21.8 14.6 13.4 22.4 10.21977 -5.0 17.3 13.7 23.1 12.8 13.3 21. 1 10. 01978- 4.9 18.2 13.8 (1) 12.9 14.1 20.1 10.41979 -4.5 17.1 14.6 (i) (1) 15.7 (I) 10.311. Ratio of gross fixed capital
formation to GNP:

1969 -18.1 25.4 24.1 20.1 24.3 18. 3 35.1 21.01970 -17.3 23.3 25.6 23.1 25.6 18. 4 35.4 21.01971 -17.7 23.6 26.4 20.2 25.7 18.3 34.2 22.01972 -18. 3 23.6 25.9 19. 7 23.6 18. 2 34.0 21.91973 -18.4 23.8 24.5 21.2 22.8 19.1 26.6 22. 51974 -17.8 24.5 21.9 22.5 21.6 20.3 34.8 23.21975 -16.3 23. 2 20.7 20.6 20. 8 19.6 32.2 24. 21976 -16.4 23.3 20.6 20.1 19.2 18. 9 31.0 23. 51977 -17.4 22.2 20.8 19.7 20.9 18.3 30.1 23.01978 -18.1 21.4 21.5 18.8 21.2 18.0 30. 2 22.61979 -17.9 (1) 22.9 (1) (1) 17.5 31. 7 22. 7

' Not available.

Basic data: U.S. Department of Commerce, International Trade Administration, "International Economic Indicators,"June 1979 and June 1980.
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TABLE 3.-INTERNATIONAL COMPARISON OF POSTWAR GROWTH RATES IN MANUFACTURING INDUSTRY OUTPUT
PER HOUR, 1950-79

[Average annual percent change!

Country 1950-79 1950-67 1967-73 1973-79

United States - -2.4 2.6 2.9 1.5
Canada - -3.9 4.1 5.1 2. 5
Japan -- ---------- 8.5 9.5 10.4 4.1
Belgium - -6.8 25.3 9.0 (')
Denmark - ----------- 5.0 4.2 8.1 4.3
France ---- -------- 5.2 4.9 6.1 4.9
Germany -----------. 5.7 6.1 5.3 5.1
Italy ----------------- 6.0 6.4 7.2 3.6
United Kingdom - -2.7 3.0 4.2 .6

' 1960-79, earlier data not available.
21960-67, earlier data not available.
3 Not available.

Source: U.S. Bureau of Labor Statistics, May 21, 1980.

TABLE 4.-TRENDS IN OUTPUT PER HOUR: MANUFACTURING, MINING, UTILITIES AND SELECTED MANUFACTURING
GROUPS, 1960-79

[Relative average annual output per hour growth ratesn

1960-72 1972-75 1975-78 1978-79

United United United United
Industry group States Japan States Japan States Japan Staten Japan

All manufacturing -3.1 9.8 0.9 4.7 2.6 8.4 0.9 '12.1
Ironandsteel -22 4 210.4 -.1 6.4 3.9 6.7 (3) 15.4
Fabricated metal products.... 2.0 9.6 -. 9 2. 2 2. 3 12.1 1. 0 -. I
Machinery

4 1.7 11.8 0 6.4 .5 9.6 1.2 19.4
Stone. clay and rlass productsn 1. 4 7. 5 -. 5 3.0 4.0 9. 5 .2 10. 3
Chemicals and allied products. 4. 5 14. 0 0 3. 5 3. 5 11. 0 3.6 11. 9
Petroleum products 

5- 3.6 14.9 2.3 1.9 3.7 1.7 -3.9 15. 0
Rubber products -2.4 7.7 .7 9.0 .2 11.5 1.5 11.8
Leather and leather products. 1.7 3. 5 5. 8 3.8 .2 .8 3. 7 3. 6
Paperand pulp -5.4 8.9 0 5.6 3.4 9.1 3.5 10.4
Textiles -4.6 4.4 1.7 3.2 4.6 7.5 3.4 3.9
Lumber and wood products. 3.8 4.2 4.0 -2. 3 -1.1 2.9 .6 .3
Food --- 2.0 -- 4.0 -- 2.2
Tobacco -3.0 6.4 2.2 4.9 3.9 .3 -7.1 .4
Mining -2.8 (3) -5.5 6.2 -1.8 7.1 -8.7 1. 7
Public utilities n-t (3) 2.0 5.1 0 5.1 -3.8 5. 3

Figure shown is the JPC fivure, to assure consistency with the several industry group data shown. In the U.S. Bureau
of Labor Statistics; release dated May 22, 1980, this figure was 8.3 percent (APC has requested a technical explanation
for the variance, as earlier years data appeared similar in both source publications).

2 1964-72.
3 Not available.
4 For the United States, machinery except electrical for years after 1972. For Japan, includes electrical and other machin-

ery for all periods.
e For Japan, includes petroleum and coal products.
eFor years 1972, United States data for the 2 groups is shown separately; for Japan, the groups are combined.

Source: American Productivity Center.

Data sources: United States and Japan, and 1950-72, U.S. Bateau of LaborStatistics. United States, 1172-79, American
Productivity Center (Grossman Total Factor Productivity Series, labor productivity measures). Japan, 1972-79, "Quarterly
Journal of Productivity Statistics," Productivity Research Institute, Japan Productivity Center, October-December 1979,
and eailier issues.

STATEMENT OF W. J. USERY, JR., BILL USERY ASSOCIATES

Mr. Chairman, I would like to begin by commending you and the
Committee for taking such a keen interest in a topic which I believe
should be and is becoming a great concern to all Americans-namely
the state of American productivity. I do not think there is any issue
more important right now than doing the right things to help the
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economy. Personally, I am convinced that our productivity slide is one
on the fundamental causes of the economic. problems we now face. I
hope that this Seminar will serve to clarify this issue and make more
individuals-within both the public and private sectors-aware of the
dangers we are facing.

I place great emphasis on the improvement of productivity through
more effective labor-management relations-having served as a mem-
ber of the National Commission on Productivity, as a member of the
National Center for Productivity and Quality of Working Life, and
currently as a member of the Board of Directors of the American Pro-
ductivity Center-a very fine organization that is represented here
today by its outstanding president, C. Jackson Grayson.

We all recognize that our productivity growth rate has been dis-
mally low for the past decade, and has even become negative during
several quarters.

Now, some of that most recent decline can be attributed to the onset
of a recession, but, in fact, that accounts for only a very small part of
the problem. The slump has been the result of many contributing fac-
tors, such as a lower level of capital investment, the drop in research
and development outlays, changes in the composition of the labor
force, and even changes in peoples' attitudes toward such basic things
as their willingness to work hard, take risks, and assume some measure
of responsibility for their own lives. These factors have had a long-run
impact on our productivity rate, and we cannot quickly reverse their
effects. However, we must make a start in that direction, because the
consequences of a low level of productivity will, I believe, be more
than most Americans would be willing to bear.

First, and probably most important, a low productivity growth rate,
or a decline in productivity, means that the job of fighting inflation
will be that much more difficult in the future. The reason for this
simply is that the unit labor cost of a given product is inversely re-
lated to the level of productivity. If productivity goes down, costs
go up. In today's environment, that generally means prices will go up.
Most people today rate inflation as our most as our most serious prob-
lem. If we are going to do something about it, we must raise our pro-
ductivity growth rate.

Second, low productivity for our workers means higher unemploy-
ment. Again, this is the inevitable consequence of the workings of the
marketplace. Less productive workers, like less productive companies,
are pushed out by more productive ones. The only way we are going to
be able to continue to expand the spectrum of employment opportuni-
ties in this country is to make our companies, and in turn, our work-
force, more productive.

Third, when domestic inflation combines with low productivity, the
United States ends up in a very poor position to compete interna-
tionally. Some of our most basic industries are already feeling this
pinch. Most notable is, of course, the automobile industry, but many
others have also been hard hit, including steel and consumer elec-
tronics. We are facing tremendous pressures from industries in for-
eign countries, such as Japan, France, Germany, and several others.
Some of this may be the result of unfair practices or government inter-
vention, but most of it results from the simple fact that foreign com-
panies are becoming more productive than we are. They have been
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striving for excellence while we have been living off our past glories.
In many areas, we have become careless, and they have passed us by.

From, a broader perspective, the implications of low productivity
are even more disturbing. First, if we can't effectively produce what
we need, it becomes important to consider whether we would have suf-
ficient productive capacity in key industries in the event of a national
emergency.

Second, we will have to face up to the fact that our standard of liv-
ing is inextricably tied in with our rate of productivity growth. All of
the good things in life that we enjoy, involving both public and private
goods and services, have to be produced by someone. This is something
we seem to forget sometimes. If we allow our ability to produce to de-
cline, we will have to lower our standard of living. It is as simple as
that.

Obviously, no one wants to accept these dire consequences. Avoiding
them, however, will require some changes in the way we've been doing
things. First of all, we're going to have to create a climate that is more
conducive to productivity-enhancing capital investment. The per-
centage of our GNP spent on investment is only half that of Japan,
for example, and the result is apparent. Japanese productivity growth
has been several times ours for many years.

The second requirement that I see for improving productivity is a
reorientation of thinking among executives in the bsuiness world. In
contrast with those in other countries, our executives tend to have a
short-run outlook. With notable exceptions, American firms emphasize
short-term profit without adequate attention to the long-run implica-
tions of their actions. A good example is the failure of American firms
to adopt the nation of guaranteed employment for their workers, a
practice that is widespread in Japan. Our executives claim it would
lead to too, much rigidity in labor costs, while ignoring the fact that
it also leads to greater employee loyalty and higher productivity.

Similar tendencies in American management were highlighted by
Hayes and Abernathy in a recent issue of the Harvard Business Re-
view. If our firms are going to be competitive, a lot of them are going
to have to make some big changes in management practice.

Finally; and probably most important of all, the U.S. will have to
develop a new relationship among the institutions of government,
business, labor, and academia. Presently, relations between business
and government, for example, are characterized by hostility and exces-
sive adversarism. The same is true for relations among all these groups.
The problem is that we can no longer afford this kind of divisive fight-
ing among ourselves. The challenges we face are simply too important
and too urgent for that.

I believe the government must take the initiative in trying to forge
a new relationship between our great institutions, which is based on
cooperation instead of conflict. For instance, in labor-management re-
lations, an area in which I have been involved most of my career, the
conflict I have encountered has been the result of the simple unwilling-
ness to sit down and cooperatively work out an agreement. When the
parties have been willing to sit down and rationally discuss the issues
while keeping in mind the interests and desires of the other side, a
mutually satisfactory solution can usually be worked out. There is no
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reason such a cooperative approach to problem solving cannot be ap-
plied to the broader institutions which make up our society. I believe
it will be this approach to the productivity problem that will ulti-
mately prove successful.

In conclusion, I would like to stress the importance of turning this
productivity slide around. I believe it can be done, but it will take
hard work and a willingness to make some changes. If we delay in
taking action, it will have the same affect as taking no action at all;
we will slide deeper and deeper in to the hole. On the other hand, the
sooner we begin, the sooner we can get back to prosperity. I hope
this seminar will help us move toward a timely solution.

Thank you.

STATEMENT OF CHAiLS E. WALKER, CHAIRMAN, CHARLs E. WALKER
AssocIATEs, INC.

The fact that I shall take the broad view does not mean that I dis-
agree with Jack Grayson. I think his proposal is excellent and I both
hope and think it will be given serious consideration by the Reagan
Administration.

A fundamental cause of our productivity problem is the stagflation
that plagues our economy with a vengeance. The high inflation rate
and its expected continuation raise sharply the "hurdle rates" for new
investment projects, particularly those of longer life. Sluggish eco-
nomic growth slows investment activity because of fear that markets
will not be sufficient to absorb the new or additional output. There-
fore, the first order of business in restoring productivity growth is to
whip the problem of stagfiation.

Coupled with the stagilation problem as barriers to productivity
growth are a tax system biased in favor of consumption and against
saving and productive investment; over-regulation of business, par-
ticularly in the form of required investment in nonproductive plant
and equipment; and inadequate stimulus to research and development.

If any single factor runs through this problem, it is the fact that
Uncle Sam has grown too big for his britches-that the Federal gov-
ernment's growth, both past and potential, is too great. With the Fed-
eral budget (not including off-budget items) hovering around 23 per-
cent of gross national product, Uncle Sam is shifting significant
amounts of resources from the productive to the non-productive sec-
tors of society. This stimulates inflationary pressures, especially when,
has been the case, the public is not willing to shoulder a tax burden
sufficient to balance the budget over time. The result is chronic deficit
financing and a tendency in our political/economic system for too
much of those deficits to be indirectly monetized by the central bank.

(Some critics of this view argue that Japan and West Germany
usually have higher deficits/GNP than the U.S., but a better record on
containing inflation. The inflationary potential of chronic deficit fi-
nancing must be considered primarily in terms of the potential of the
private sector to generate adequate savings to finance the deficits, not
in terms of GNP. The low saving rate in the U.S. relative to those
countries is well known.)
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Chronic deficit financing also impedes the mounting of new invest-
ment projects through the "crowding out" phenomenon. Uncle Sam
gets whatever funds are needed to meet its deficits, and it's Devil take
the hindmost.

Clearly, therefore, restraining the growth of government spending
is key to bringing inflation to heel and thereby fostering faster growth
in productivity. Such restraint will also pave the political and eco-
nomic way to tax reductions on work, saving and investment. The high
marginal tax rates on individuals are particularly damaging to sav-
ing, and high business tax rates reduce the after-tax rate of return on
new investment projects and also the cash flow available to finance
them. Carefully structured tax reduction will therefore spur produc-
tivity in two ways: (1) by helping restore the solid economic growth
that fosters investment spending; and (2) by directly strengthening
incentives to save and invest.

The restoration of fiscal responsibility and restructuring of the Fed-
eral tax system cannot be done overnight. What is needed is a compre-
hensive multiyear economic plan, one that envisages steady reductions
in the rate of Federal spending relative to GNP, while multi-year tax
cuts on individuals and business are put into place. The goal on the
spending side should be to reduce the size of the budget relative to
GNP from the current 23 percent to the 19 percent that prevailed in
the relatively stable but prosperous years between the end of the
Second World War and the escalation of fighting in Vietnam in the
mid-1960's. This can and should be done gradually.

The major tax cuts that are needed include an across-the-board cut
in the high marginal rates on individuals, proportionate to the taxes
now being paid. The Roth-Kemp proposal meets this test, although
Congress might want to scale back the percentage cuts somewhat in
order to release revenue for badly needed tax breaks to reward saving.
(One good example is the bill prepared by Rep. Brown. Rep. Rousselot,
and Senator Roth, which would in effect separate individual income
into two baskets-salary versus investment. Each would be taxed from
rates of 14 to 50 percent, instead of the current practice of taxing in-
vestment income at the marginal rate established by salary income.)

All of this sounds like a large order, but the fact is that the public
mood is right, the Reagan Administration's economic game plan is
essentially what I have described, and Congress is ready to move.
Major battles over spending priorities lay ahead, but the prospects are
good for significant progress in the first session of the 97th Congress
on both the spending and tax fronts.

As to the latter, my belief is that a major tax bill will clear Congress
by mid-year, including a percentage, across-the-board cut in marginal
tax rates on individuals; an increase in the portion of capital gains
excludable from taxable income from 60 to 70 percent (which would
cut the maximum capital gains tax rate to below 21 percent), and in
effect a blending of the 10-5-3 capital cost recovery plan with the Sen-
ate Finance Committee bill of last summer, perhaps resulting in a 20-
5-3 approach.

As you can see, I am relatively optimistic.
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C. Submitted Statements

STATEMENT OF WILLIAM S. ANDERSON, CHAIRMAN, NCR Conp.

MEETING THE JAPANESE ECONOMIC CHALLENGE

When I was invited by Dean Furuhashi to lecture on the subject of
"Meeting the Japanese Economic Challenge," I was both pleased and
apprehensive. To participate in this distinguished lecture series is an
honor I deeply appreciate. On the other hand, I am well aware that
the economic challenge facing America today is not a subject for which
there are any easy answers.

Arnold Toynbee once described the rise and fall of nations in terms
of challenge and response. A young nation, he said, is confronted with
a challenge for which it finds a successful response. It then grows and
prospers. But as time passes, the nature of the challenge changes. And
if a nation continues to make the same, once-successful response to the
new challenge, it inevitably suffers a decline and eventual failure.

As we begin the last two decades of the 20th Century, the United
States faces such a challenge. At stake is the industrial supremacy
which this country has enjoyed for most of this century. And it is
Japan, more than any other nation, which exemplifies the seriousness
of the challenge to American industrial leadership.

Thirty-five years ago, as a witness at the war crime trials in Tokyo,
I saw Japan at the low point of its long history. Its economy was shat-
tered, its political and social fabric torn, and its people demoralized.
Those of us who were in Japan immediately after World War II had
serious doubts as to whether the nation would ever be a first-rate power.

What has happened since then continues to astonish the world. In a
little over three decades, Japan has become the most competitive nation
on earth. It has not only caught up with the much better endowed in-
dustrial nations of the West; it has in many fields surpassed them. And
it has done so by meeting the challenge of a lost war with fresh new
responses.

Why have the Japanese been so successful? How did the United
States lose its competitive edge? Can it be regained and, if so, how?
And will the Japanese economic juggernaut be as awesome in the 1980s
as it has been in the decade just ended ?

These are the basic questions I should like to explore with you today.

Behind the Japanese phenomenon

In recent months the media have been flooded with attempts to ex-
plain the Japanese phenomenon. Everyone wants to know how the
Japanese did it. There are, of course, scores of explanations. But it
seems to me that Japan's post-war economic growth-the most spec-
tacular the world has ever seen-is the direct result of two fundamental
characteristics of the Japanese nation in the years following World
War II.

The first of these is Japan's unerring sense of national purpose and
its establishment of clearcut, readily understandable goals reinforced
by a willingness to do what was necessary to achieve those goals.
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I believe the second major ingredient in the Japanese success formula
is the personality of the Japanese people themselves.

If we are to analyze the Japanese accomplishment, and learn some
lessons from that accomplishment, then we must begin with an exami-
nation of those two factors.

Just as every American understands that the United States is rich
in natural resources, so every Japanese understands that Japan is one
of the poorest endowed countries in the world. It is a country in which
115 million people are squeezed into an area only four times the size
of the state of Indiana. It is a countrv which is almost totally depend-
ent on other countries for oil, coal, iron ore, and most other natural
resources. Japan can't even feed itself. Only about 15 percent of its
land is suitable for agriculture, and therefore a third of its food sup-
ply must come from other nations.

Japan's attempt to enlarge its meager share of the world's resources
through military aggression ended disastrously in 1945. Then, in one
of the most abrupt turnabouts in all history, the Japanese people
reversed direction. In essence, they said this:

In physical resources we are poor, and that will not change. But in human
resources we are rich. Our challenge therefore, as a nation and as individuals.
is to more fully utilize our human resources than any other country. We will
Import the raw materials we lack, and through hard work and imagination con-
vert those basic materials into useful products-not only for the Japanese people
but for international markets as well.

It was a "you and me against the world" kind of attitude. And the
first step in translating that national consensus into an action program
was to develop a unique new leadership structure-a structure in
which government, business, and labor would form a powerful
triumvirate which the world has since labeled Japan, Inc., not in a
derogatory sense, as many Japanese fear, but with a sense of envy.

The beautif/ully 8imople 8tature

The structure on which Japan, Inc., was built was beautifully sim-
ple. In the government sector, the Ministry of International Trade
and Industry would develop and promote a national industrial plan.
And the Bank of Japan and the Ministry of Finance would supply the
capital and carefully control the purse strings in order to keep the new
industrial plan on track.

Meanwhile, the doers-that is, business and labor-would be given
a relatively free hand to utilize the inherent strengths of the capital-
istic system. Taxation and government intervention would be kept
to a minimum. Social programs would be deferred until Japan could
afford them. Emphasis was to be on the future, not the past, or even
the present.

In looking to that future, Japan's vision was clear. Modernization
of its industry was given top priority. This required the importation
of Western technology as rapidly as possible. The director of the
Japan Economic Research Center, Nobuyoshi Namiki, recently gave
credit where credit was due, and I quote:

We were quick to learn from the West-especially from the Americans. We
were playing the game of catch-up, with a vengeance.

Other nations have also tried to play the catch-up game. but with
conspicuous lack of success. Those nations also had a sense of national
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purpose and readily understandable goals. What made the Japanese
different? To answer that question, I believe we have to look to the
Japanese character and personality.

According to the American Declaration of Independence, all men
are endowed by the Creator with certain unalienable rights, among
which are life, liberty, and the pursuit of happiness. If the Japanese
were to rewrite that venerable document, I suspect they would amend
it to read "life, liberty, and the pursuit of happiness and knowledge."

I hope you'll forgive me for quoting a Harvard professor here on
the Notre Dame campus, but I believe that Dr. Ezra Vogel has summed
up the intellectual curiosity of the Japanese as well as anyone could.
This is what he says:

In virtually every important Japanese organization and community-from
the national government to individual private firms, from cities to villages-
devoted leaders worry about the future of their organizations. And to those
leaders nothing is more important than the information and knowledge that the
organizations might one day need. It is not always clear why knowledge is
needed, but groups store up available information nonetheless, on the chance
that some day it might be useful . . . In Japan, study is a social activity which
continues through life.

Nationwide zeal for learning

This nationwide zeal for learning exhibits itself in countless ways.
Millions of Japanese are fluent not only in English but even in third
and fourth languages; how many Americans or Britishers speak Japa-
nese? Japan, with half the population of the United States, graduates
almost twice as many engineers; that's a per-capita ratio of four to
one. And in international testing programs, Japanese youth run rings
around their American or British counterparts, not only in math and
science subjects but in many other subjects as well. It's no exaggeration
to say that Japan is today the most literate, best educated nation in
the world.

The second most striking characteristic of the Japanese people is
their unquenchable team spirit. Nowhere is this more evident than in
the relationship between management and labor.

Many years ago the chairman of General Motors Corporation cre-
ated a furor by remarking that "What is good for America is good for
General Motors and what is good for General Motors is good for
America." If the chairman of Toyota were to make a similar remark
in Japan today, I doubt if anyone would lift an eyebrow. In Japan,
employees are as interested in the growth of their companies, and in
the progress of the national economy, as they are in improving their
own wages and benefits. They realize it is company growth and na-
tional economic growth which have made possible their own rapidly
rising living standards.

Union members not docile

I do not suggest that Japanese labor unions are weak or their mem-
bers docile. To the contrary. A higher proportion of workers are union-
ized in Japan than in the United States. Workers are highly militant.
I have had the harrowing experience of sitting in a car at the blocked
entrance to NCR's factory in Oiso, surrounded by hundreds of un-
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happy employees who-to make sure I understood their displeasure-
violently rocked the car from side to side before finally permitting me
to enter the plant.

Yet long strikes are rare in Japan. In fact, the production time lost

because of strikes is only about one-eighth of the days lost in the

United States. The reason is that the vast majority of Japanese work-
ers have learned that the team concept works as well on the production
line as it does on the athletic field. Whilst they're perfectly willing to

squeeze the goose that lays the golden eggs, during every spring labor

"offensive," they are very careful not to strangle it to death.
The Japanese are also a proud people, and I use that term in its best

sense. As you know, "face" is terribly important to most Orientals,
especially the Japanese. World War II ended in international hu-

miliation for Japan. Whether consciously or subconsciously, the Japa-
nese people were determined to make Japan respectable again. What

better way to do so than to achieve excellence in everything they un-

dertook? In an economic sense, this translated into no more shoddy
merchandise, whose only merit was a lower price tag. Instead, the

Japanese vowed to make better cameras than the Germans, better
watches than the Swiss, and better radio and television sets than the
Americans.

Quality a national ob8ession

Quality became a national obsession because every Japanese recog-
nized that quality products would not only bring the top dollar re-

quired for sustained economic growth but at the same time would
restore their country's prestige among nations. And in only a few
years, the label "Made in Japan" became the symbol of excellence in

a long list of goods-ranging from heavy industrial equipment to
everyda~y consumer products.

Quality in itself, of course, is meaningless if it's lavished on prod-
iiCtS which no one wants. The Japanese were quick to recognize this.

Indeed, their ability to define what the market will buy is probably
unequalled by any other country.

This is no accident. The Japanese research a potential market to an

almost unbelievable extent. They listen carefully to what the consumer
is saying. Then they give him the kind of product he wants, not the
kind of product they think he should want. The focus is also on pro-
viding greater value to the customer. As a result, Japanese products
tend to be better featured than many of their counterparts manufac-
tured in Western Europe or the United States.

Japanese companies also search relentlessly for new applications for
older products. No opportunity is too small or remote to be explored.
Let me cite a single example:

If you've had occasion to use one of the instant-bonding "super"
glues-the kind that will glue your fingers together if you're not
careful-the chances are it came from Japan. The Japanese took a
25-year-old product, originally developed in America for industrial
use, repackaged it, and created a new, 100-million-dollar consumer
market.

Creating new markets, or penetrating someone else's existing mar-
kets, requires patience. This the Japanese have in abundance. One of
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the characteristics which most distinguish top Japanese management
is the emphasis they place on thinking long term rather than short
term. On the occasion of his retirement, the founder of Honda Motor
Company, Soichiro Honda, was able to say, and I quote:

The deputy president and I have not signed any papers nor attended any execu-
tive committee meetings for the past 10 years. We have done what presidents
should do; we have spent our time correctly judging future trends. That is our
job. The details of day-to-day operation we leave to the responsible personnel.

This is in sharp contrast with the operating style of most American
and European business managers. In the West, long-term corporate
strategy tends to play second fiddle to short-term performance: The
shareholder owners of the company want results now, not five or 10
years from now. And the management that fails to report consistent
progress from quarter to quarter quickly falls out of favor with the
investment community. The result is a strong temptation to avoid
costly investment in basic research and to shy away from new markets
which over the short term would only detract from profitability.

The view 5 or 10 years out

This is not to say that the typical Japanese manager is disinterested
in short-term results; to the contrary, the Japanese businessmen I've
dealt with are just as closely oriented to the profit-and-loss statement
as their Western counterparts. The difference is that the Japanese
business manager is less likely to lose sight of what his company could
be doing 5 or 10 years out, provided the proper investment for that
future is made today.

In this attitude he is in close harmony with the average Japanese,
who is also strongly future oriented-in contrast with the "now"
attitudes so prevalent today in Western countries.

The typical Japanese household sets aside 20 percent of its total
income for a rainy day. That is the highest rate of personal savings
of any country. It compares with a personal savings rate of less than
5 percent in the United States which is the lowest of any developed
nation. This, of course, helps explain why gross capital formation in
Japan is approximately the same as in the United States, even though
the U.S. economy is twice as large as the Japanese economy.

When one economic system is generating twice as much per-capita
funds for investment as another economy, all kinds of favorable things
begin to happen. New industries can be started and old industries
brought up to date. And Japanese tax laws actively encourage an al-
ready thrifty people to become even more so.

The actual figures on industrial investment are sobering. During the
past year Japan's investment in new plant and equipment has totaled
17 percent of Gross National Product. That compares with only 7.5
percent here in the United States.

The worship of productivity

But perhaps the greatest catalyst for Japan's remarkable economic
achievements has been its near-obsession with finding new ways to
increase personal and group productivity. Indeed, the Japanese people

73-057 0 - 81 - 13
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come very close to worshiping productivity. We see this in virtually
every industry in which they have chosen to compete. The most dra-
matic recent example is the phenomenal growth of the Japanese auto
industry. Twenty years ago Japan produced fewer than 100,000 auto-
mobiles a year. Today the Japanese auto industry has accelerated past
the European auto industry and is now on the verge of overtaking
America's auto industry as well.

In automobiles-as in steelmaking, camera production, or almost
any other Japanese manufacturing operation-productivity is noth-
ing short of amazing. The latest study I've seen shows that Toyota is
producing 50 cars per man year compared with fewer than 20 cars per
man year for any European manufacturer.

How have they done it? That's what the president of the Ford
Motor Company wanted to find out. So he sent whole teams of people
to study this latest Japanese miracle. They reported that it's largely
a matter of productivity-oriented methods and management, plus an
unusually high degree of automation.

At Toyo Kogyo, where Mazda cars are manufactured, there are
only five organizational levels between the production-line employee
and the vice president in charge of manufacturing. This compares
with a dozen layers of management in a typical European or Ameri-
can auto company.

The Ford study teams also found that the Japanese workers main-
tain their production equipment so carefully that machine break-
downs almost never occur. As a result, Toyo Kogyo can get by with
carrying only one or two hours' supply of parts inventories to keep
their production lines running. This compares with parts inventories
for as much as three weeks in the plants of their American and Euro-
pean competitors.

In addition, suppliers are closely keyed into the production sys-
tem. The supplier of ornamental trim, for example, drives his loaded
truck right into the assembly plant and personally unloads it at the
production line. Then he picks up the empty containers, puts them
back on his truck, and-believe it or not-actually tidies up the area
before returning to his own plant for more parts.

This clocklike approach drastically reduces factory space require-
ments. It lowers overhead and material-handling costs and reduces the
number of employees required to turn out a given number of cars. To
quote the president of Ford Motor Company, where the concept of the
production line was born:

All the Japanese have really done is to take Henry Ford's basie principle-that
is, keep the production line moving in a continuous, rhythmic, dedicated process-
and go a few, admittedly brilliant steps further.

Innovative use of supplier capabilities is widespread in Japanese
industry. Nippon Steel, with half as many employees as U.S. Steel,
achieves approximately the same output. Part of this is due to Nippon's
more modern plant, but the biggest factor is that the Japanese steel
company makes extensive use of low-wage subcontractors. This holds
down their own labor costs and results in more steel per dollar of
wages.

In manv industries, the Japanese go even farther. In the electronics
industry, for example, many small subcontractors farm out much of
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their work to even smaller firms or sometimes individual families. As
we meet here today, approximately 180,000 Japanese are busy pro-
ducing electronic components in their homes for these subcontractors,
who in turn supply subassemblies to the major electronic manufactur-
ing companies.

Small wonder, then, that the Sonys and the Matsushitas are able to
keep their total labor costs low, even though their pay scales are now
comparable to those in this country and Western Europe. And in the
process millions of jobs are created for men and women who other-
wise would probably be unemployed.

Practicing industrial euthanasia

In the never-ending quest for greater productivity, the Japanese do
not shy away from killing off dying products and industries. They are
constantly asking themselves, "Is this the kind of product or industry
in which we can be truly competitive? Or is this something we should
get out of, so that we can use our capital and human resources more
productively?"

Once dominant in transistor radios, the Japanese have happily for-
feited that market to lower-labor-cost countries. They have replaced
it with the higher-technology market of color television sets and, more
recently, videotape recorders.

Such periodic product transitions are possible only because of the
high educational level of the Japanese people. They "transplant" more
easily into higher-technology jobs.

The "shape up or ship out" attitude, with which national planners
view declining industries, is reinforced by Japan's financial structure.
Commercial banks, which are the principal source of capital, simply
refuse to finance a dying industry or company. Thus, it must either
phase into more productive endeavors or eventually go out of business.

The quest for productivity is almost a national game. Far-out con-
cepts are encouraged. Akio Morita, president of Sony, has said that he
"loves to hear crazy ideas." And employees at Honda use their free
time, plus company grants and facilities, to turn their dream inven-
tions into reality-even the ones which Honda says "are only good for
a laugh."

Consider the Choo-Choo cycle. It's a giant tricycle, on which the
rider peddles furiously to generate electricity. This in turn heats a
boiler, which in turn produces steam, which in turn powers what
Honda describes as "the world's most inefficient vehicle."

To many Westerners, all this may seem rather silly. But for the
Japanese, it obviously works. In addition to the industries I've already
mentioned, the Japanese zeal for innovation and productivity works in
audio equipment, musical instruments, bicycles, sports equipment, ma-
chine tools, photocopy machines, and many other products not com-
monly associated with Japanese culture or capabilities.

In only a few short years, Japan has become a competitor the like of
which the world has not seen before. If we compare the competition for
international markets with a football game-as seems appropriate here
at Notre Dame-we must acknowledge that the Japanese have fielded
quite a team. In fact, at this point the score is Japan 35 and the West-
ern nations maybe 14.
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Is the game in danger of turning into a rout? To answer that ques-
tion let's do a little Monday-morning quarterbacking. Let's review
what has happened here in the United States since the underrated
team from the East began knocking the socks off the leader of the
Western Conference.

What ails our industrial engine?

Until the mid-1960s, the American economy towered above that of
any other nation on earth. Yet in the past 15 years America's industrial
engine has begun to knock, sputter, and display other alarming signs of
impending breakdown.

Has this great economic engine been pushed too hard? Has it been
poorly maintained? Has it been applied to the wrong tasks? Have we
been trying to operate it on too lean a mixture?

I believe the answer is yes to all these questions.
The truth is we have been careless caretakers of an economic system

which for many decades created more wealth for more people than any
other system in history. And the "we" includes all of us-government,
labor, business management, and the public at large. It is the story of
a legacy mismanaged-to such a degree that the United States faces
the last two decades of this century with apprehension and fear.

Earlier, I referred to Japan's strong sense of national purpose and
the willingness of the Japanese people to do what was necessary to
achieve that country's goals. In contrast, the United States of the past
decade has been a nation of sharply conflicting national goals.

Consider the role played by government.
Under the delusion that government could guarantee every Ameri-

can a higher and higher standard of living every year, solve not only
this country's social problems but also those of the rest of the world,
and at the same time create a totally risk-free life for every citizen,
the United States embarked on a bureaucratic crusade-at the national
state, and even local levels-which has been unprecedented in history.
The cause was a noble one-no one disputes that. But unfortunately
the Utopian dream was based on several false premises.

In the perspective of 1980, the most obvious miscalculations were (a)
that the wealth of the United States was limitless and (b) that the
economic engine would somehow run a little faster each year to com-
pensate for the increasing demands being placed on it.

Eaxpectations outrun real output

The scenario that followed is well known. I shall not dwell on it
here, other than to point out that by the mid-1960s America's expecta-
tions began to substantially outrun its real output of goods and serv-
ices. And to make up to difference, the federal government simply
increased the supply of money.

Economist Paul Craig has pointed out that in all the years from
the founding of the United States to the year 1966. the money supply
grew from zero to 171 billion dollars. Yet todav it has swollen to more
than twice that-approximately 385 billion dollars. That is an increase
of well over 200 billion dollars in 13 years.
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During the same 13 years the federal deficit, not counting this
year's deficit, has totaled 190 billion dollars. Dr. Craig suggests that
the similarity of those figures-a federal deficit of 190 billion and the
pouring of more than 200 billion into the money supply-is almost
enough to make one develop a theory!

Yet even today, as the nation suffers under double-digit inflation
which is on the verge of moving higher, we continue to hear from
supposedly responsible public officials that OPEC is the root cause
of America's inflation.

Suppose that whilst the printing presses at the Treasury were
operating overtime, somehow the American economic engine had con-
tinued to run faster and faster each year-as it did in the 1950s and the
early 1960s, when productivity gains were averaging 3 or 4 percent
a year. Would that have made a difference?

It would have made a tremendous difference. But unfortunately,
just the reverse happened. From 1968 to 1973 the annual productivity
increase declined to less than 2 percent. Since 1973 it has averaged less
than one percent. And for the past year and a half, productivity has
actually declined. In the second quarter of 1980 the decline was
approximately 3 percent.

That is not only crippling our output of goods and services; it is
making America's products less competitive in markets abroad, which
is one of the reasons the United States has lost 23 percent of its share
of the world market in the past 10 years.

The dilemma of declining productivity, as you know, has been laid
at many different doorsteps. We are frequently told that Americans
have lost the will to work, and that coffee breaks, retirement parties
and other social rituals, plus a high rate of absenteeism, have sapped
the output of our factories and offices.

But my personal observation is that, on the whole, the American
employee works as hard as his Japanese or German counterpart. So
I think we have to probe deeper than that. And when we do, one
conclusion is inevitable:

The productivity problem can be attributed primarily to structural
deficiencies in our current economic system rather than to any pro-
nounced change in the traditional American work ethic.

Decline of induwtrial innovation

Consider, for example, the area of industrial innovation. Perhaps
more than any other factor, it was industrial innovation which made
the United States the most productive nation on earth. Innovation
created not only a wealth of new products and new services but en-
tirely new industries.

The industry my own company is a part of-the computer systems
industry-is a classic example. Thirty years ago, the computer was a
laboratory curiosity; today, it has become a 100-billion-dollar business
which during the 1980s is expected to become the world's fifth largest
industry, exceeded only by the energy, automobile, steel, and chemical
industries.

The computer industry-like the nuclear power, aviation, television,
instant photography, and satellite communications-is a high-tech-
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nology industry spawned in American which grew out of this country's
dedication to research and development.

Yet ever since the mid-1960s, the percentage of R&D spending to
Gross National Product has been declining. Expenditures for basic
R&D-the kind of research that gives birth to new industries-has
dropped from 34 percent of total R&D allotments to only 25 percent
today.

So far as R&D is concerned, we are like the farmer who every year
sets aside a smaller amount of seed corn for the next year's crop, and
then wonders why his production is falling off.

Comparable erosion has occurred in the American industrial plant.
During the past 10 years many of America's factories have become
obsolete or at best obsolescent. The average age of the machinery used
in American plants today is 12 years. This compares with an average
equipment age of seven years in the plants of our principal competitors.

We lag in automation as well. Japanese industry, with less than half
the total output of American industry, has installed approximately
45,000 computer-controlled factory robots, compared with 5,000 here
in the United States.

Industry living on low-calorie diet

In this, the world's richest country, industry has been living on a
low-calorie diet. The amount of capital invested per worker grew only
1.5 percent a year from 1963 to 1975. In Japan, the annual increase
in capital investment per worker during the same period was 10.1
percent-seven times -as much.

The tables have clearly turned; now it's the United States which
must do the catching up-and on a massive scale. It's estimated that
the U.S. steel industry alone needs to invest almost 5 billion dollars
annually during the 1980s just to stay reasonably competitive with
foreign steel producers.

What has happened to the American zeal for creating new ideas
and opening new industrial frontiers? What has eroded this country's
genius from producing more goods, more efficiently, for more people-
generation after generation?

The causes of this industrial decline are, of course, legion. But it's
surprising how many of the reasons for our current economic problems
can be summed up in a single word. That word is "disincentive." In
fact, I think it's fair to say that no other country has yet devised so
many disincentives to innovation and productivity in such a short
period of time.

In discussing these disincentives, I must reluctantly return to the
role played by government. I say "reluctantly" because it is not my
purpose-nor would it be fair-to make our elected officials the scape-
goat for all of America's problems.

In the final analysis, a democratic government reflects the consensus,
or lack of consensus, of the people it governs. And for the past decade
the United States seemingly has lacked a sense of direction. Mean-
while, government has focused on ways to redistribute the wealth cre-
ated by earlier generations, and to achieve through brute force the
pet social engineering schemes of bureaucrats.
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In pursuit of these nebulous objectives, government has:
Engaged in a 15-year spending spree, which besides saddling the

public with unprecedented inflation, has grossly distorted the earnings
of business and industry. So much so that most of the profits being
reported today are consumed in meeting the rising costs of staying
in business, rather than in productive new investments.

Government has also established a tax system which gives little
incentive to business and industry to invest in R&D and new plants
and equipment, and which simultaneously discourages personal
savings.

It has intervened in almost every phase of business operations with
an endless maze of regulations which, by conservative estimates are
currently draining over 100 billion dollars a year from industry's
basic function of providing goods and services.

It has discouraged expansion by American business into overseas
markets-by lack of any consistent trade policies, by ill-advised at-
tempts to use exports as a club to force other countries to practice
American concepts of morality, and by outmoded anti-trust laws which
effectively prevent many American companies from competing suc-
cessfully with powerful foreign consortiums.

The list of indictments could go on and on. As economist Lester
Thurow has pointed out, the U.S. economy today is bleeding from
"a thousand cuts."

Business management also to blame

I wish it were possible to say that business is blameless in this mul-
tiple, persistent wounding of the economy. But such is not the case.

Most business leaders have been quick to unmask the folly of much
of the legislation of recent years. However, we have been less than
adept in preparing our own companies for the winds-of change which
began sweeping through almost every industry in the 1970s.

We have allowed our plants to turn out too many shoddy products
under the mistaken impression that the consumer will buy anything
so long as it's made in the USA.

We have tended to subordinate long-range planning to short-range
expediency.

We have devoted too much time and too many resources to shoring
up eroding markets, and have not paid enough attention to emerging
new markets.

We have preached about the need to keep the spirit of enterprise
alive, but we've often been overly cautious when the time came to actu-
ally put our chips on the board.

And all the while, we have reassured ourselves as to the wisdom of
our course by reporting record revenues and earnings. We have chosen
to ignore the realistic dictum of management consultant Peter Drucker
that in an inflationary environment, "the figures lie."

And what of organized labor? Again, labor-along with government
and business-must accept a share of the blame for America's indus-
trial decline.

As the experience of Japan has demonstrated, labor has as much at
stake in achieving improved productivity as management, or the na-
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tion as a whole. Yet many unions continue to fight tooth and nail
against productivity-enhancing changes. Instead, they have clung tena-
ciously to outmoded work practices that narrowly define who can do
what-when, where, and how. In many industries these rigid work
rules have locked companies into a style of operation which is totally
inadequate for meeting the competitive realities of today.

Along with government and much of business, labor has also suc-
cumnbed to the illusion that America's economic growth is an automatic,
never-ending process. The overriding philosophy at the bargaining
table has been to squeeze the last drop out of the bottle and to let some-
one else worry about how the bottle is to be refilled.

A "pass-along-the-problem" approach

This "pass-along-the-problem" approach is nowhere more evident
than in the cost-of-living provisions written into labor contracts cover-
ing millions of employees-provisions which have helped increase
hourly labor costs in the auto industry, as only one example, by 20
percent in the past year alone. Yet we are now hearing cries of bewil-
derment over the unprecedented influx of Japanese-built autos in the
U.S. market, at a time when over 200,000 American auto workers are
out of work.

Many years ago, the historian Edward Gibbon explained the decline
and fall of the ancient city of Athens in few chilling words. He said:

In the end, more than they wanted freedom, they wanted security. They wanted
a comfortable life. And in their quest for it all-security, comfort and freedom-
they lost it all. When the Athenians wanted finally not to give to society, but for
society to give to them; when the freedom they wished for most, was the freedom
from responsibility, then Athens ceased to be free.

Can the United States escape a similar fate? I believe that depends,
in large measure, on whether this country can regain the competitive
edge it has lost in recent years.

Certainly the first step in meeting the economic challenge posed by
Japan and other international competitors is to recognize the serious-
ness of the problem. And evidence is mounting daily that Americans
in all walks of life are indeed aware that the nation's industrial engine
badly needs a major overhaul.

The message has even reached Washington. As the presidential and
congressional campaigns begin building to a peak, each of the presi-
dential candidates-along with every other office-seeker-has sensed
the deep concern throughout America about the future direction of the
economy.

Almost overnight, "reindustrialization" has become the buzzword of
1980. It is now a favorite theme not onlv of candidates for political
office, but of television specials, radio talk shows, articles in prestigi-
ous magazines, town meetings, and even discussions at cocktail parties.

Many liberals are beginning to sound like conservatives. And con-
servatives are as pleasantly surprised as a professor who discovers at
the end of a long lecture that his class has actually paid attention to
what he's been saying.

This is all very encouraging. But catchy phrases and red, white, and
blue bumper stickers proclaiming the national will to revitalize the



16w1

American economy will not solve the economic problems which havebeen building for 15 years.

Facing 8&nW hard choices
It is regrettable, but true, that the mammoth rebuilding task every-body is talking about will require making some hard choices-by gov-ernment, by business, and by labor. Also, by the tens of millions ofother Americans, young and old, who are not part of the powerstructure.
On November 4th-after the bands have stopped playing, and thelast of the campaign oratory has faded away-will the national con-sensus on the need for rebuilding America's industrial base also beginto fade away in the face of those hard choices? That, of course, is theunanswerable question.
We must proceed, however, on the assumption that the Americanpeople-like the Japanese people 35 years ago-will in fact demon-strate a willingness to do what is necessary to breathe new life into thenational economy. Certainly that is the one mandatory requirementfor reversing the United States' economic decline.
The dilemma facing America today transcends the issue of meetingthe Japanese economic challenge-important as that issue is. The Jap-anese challenge is but the tip of the iceberg, it is highly visible be-cause of the 9-billion-dollar trade deficit with Japan anticipated forthis year, and because Japanese-made products are flooding the Amer-ican marketplace.
But the bulk of the iceberg is still unperceived in many quarters. Itis not only Japan which is challenging America's traditional leader-ship in scores of industries; it is other industrialized countries as well,plus many lean and hungry developing countries.I'm not suggesting that the Japanese challenge should be under-

estimated, or that the Japanese experience is without lessons for theUnited States. It is indeed the most pressing challenge of the moment,and we can benefit by emulating a number of Japanese practices. Butwe cannot expect Americans to behave like Japanese. Japan is a highlyhomogenized society, with a history and a culture which are alien tothe history and culture of the United States. It is basically a group-oriented society, whilst the United States has been, and remains, es-sentially individual-oriented.
It seems to me therefore that America's response, both to the Jap-anese challenge and the broader worldwide challenge, must be built onAmerican strengths, American values, and the American political andsocial structure.
Business Week magazine has defined the challenge in the most suc-cinct terms I have seen:

The United States, it says, must develop a "consensus-forming frame-work under which government, business, labor, and other interestgroups-without compromising their traditional goals-can agree ontradeoffs that would both strengthen the economy and, in the end,prove beneficial to all."
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I think we would all agree that government must be the chief archi-

tect in designing and devloping such a framework. It is the country's

elected officials, and the governmental departments they control, who

must establish the necessary priorities. It is government which must

create a favorable environment for such an effort.

A task of awe8OMe complexity

The public mandate for overhauling the world's largest economy is

unmistakably clear. What is less clear is whether government is equal

to the task. Admittedly, it will be a task of awesome complexity.
As a first step, it will require a major shifting of governmental em-

phasis, including the slowing down of attempts to create an egalitarian

society and the speeding up of efforts to generate economic growth.

To achieve this massive redirection, government will have to greatly

increase its planning and coordinating capabilities.
It will also require acceptance of the fact that any viable program

to rebuild the national economy must reduce, to some extent, the level

of personal consumption during the initial years of the revitalization

effort. There are no magical recipes for creating a larger pie overnight.
If a larger slice of the Gross National Product is to be allotted to

productive investment, each of the remaining slices of the pie will

have to be reduced accordingly. And that must start at the govern-

mental level-specifically with a meaningful reduction in the federal

budget and corresponding monetary restraint-reinforced by com-

parable fiscal restraint by state and local governments.
Any successful rebuilding effort must also recognize the futility of

trying to prop up low-skilled, labor-intensive industries, whose prod-

ucts must compete with comparable products manufactured at a frac-

tion of the U.S. cost in low-wage developing countries. Here, too, a

change in emphasis will be required-away from traditional attempts

to increase blue-collar employment and toward the creation of new

jobs in knowledge-intensive industries. This will necessitate major

investments in job retraining programs, and, at a more basic level,

reorientation of the Nation's educational system.
The rebuilding program will also require a concentrated effort to

increase America's exports. This includes the establishment of ap-

propriate export incentives and the removal of current disincentives,
plus a revision of anti-trust laws so that American versions of the

highly successful Japanese trading companies can open new markets
abroad.

Most important of all, it will require greater stimulation of research
and development to create new products, new industries, and new jobs

and greater capital investment in new plants and equipment so that

those products-and existing products-can be manufactured more

efficiently than their counterparts abroad.
I've listed several philosophical concepts which in my view are nec-

essary if government is to serve as the catalyst for reversing the recent
slippage of the U.S. economy. These concepts are, of course, easier
stated than implemented. And their implementation would be viewed
with varying degrees of enthusiasm by various interest groups.
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Yet on one phase of their implementation there appears to be wide-
spread agreement; namely, that increased investment is the indis-
pensable key for unlocking America's potential for economic growth.
The problem is not only to accelerate the rate of capital formation,
but to make sure that the additional capital flows into productive
channels.

The powerful tool of tax reform

The most powerful tool for achieving those objectives is tax re-
form-to be specific, tax reform in three primary areas:

First, current tax laws should be amended to provide meaningful
incentives to spur research and development. Studies show that high-
technology industries generate triple the growth rate, twice the pro-
ductivity rate, and nine times the employment growth of low-tech-
nology industries. America has long been the world leader in high
technology. That leadership is now in jeopardy, primarily because
R & D expenditures, as a percentage of Gross National Product, have
shown virtually no real growth in the past 10 years.

Second, current tax laws should be revised to permit more rapid
depreciation of capital investments in new plants and equipment.
Current depreciation schedules are inconsistent with the real world-
not only because replacement costs have soared, but because of the
speed with which most industries, especially high-technology indus-
tries, are changing. As only one example, my own company will have
to invest almost 400 million dollars in the 1980s to stay competitive in
semiconductors, which are the basic building blocks of computers and
other types of information-processing equipment.

Third, current tax laws should be amended so as to stimulate per-
sonal savings instead of personal consumption. The United States
stands unique among industrial nations in penalizing the thrifty and
rewarding those who live beyond their means. With an inflation rate
twice that of the allowable interest on savings accounts, and with
dividends and most other investments subject to double taxation, it is
remarkable that Americans save anything at all. The effect of this
is further dilution of the capital available for economic growth.

In correcting these glaring deficiencies in the current tax structure,
we need only to look to our international competitors for guidance.
Japan, for example, offers special depreciation allowances for new
technology investments. Canada provides a 10 percent investment tax
credit for all research and development expenditures. Germany,
France, and the United Kingdom permit accelerated depreciation for
both plant and equipment used in scientific and technical research.
Comparable incentives are offered by those countries to encourage
plant modernization and the growth of personal savings.

Just as we need to generate more capital for investment, so we need
to reduce the flow of capital into non-productive areas. Few would
quarrel with the good intentions of most of the regulatory legislation
of recent years. Protecting the environment, eliminating on-the-job
health and safety hazards, and ensuring equal opportunity employ-
ment are as justifiable from a business viewpoint as they are from a
social or humanitarian viewpoint.



What cannot be justified-or tolerated if the United States is to re-
main a strong international competitor-is the tragic waste, ineffi-
ciency, and inconsistency which characterize so many government
regulations today.

An Alice-In-Wonderland world

It is indeed an Alice-in-Wonderland world when one arm of govern-
ment is constantly pushing for greater use of pesticides at the same
time another agency is restricting their use; or when one branch of the
federal bureaucracy is demanding weight-adding safety features for
automobiles even as another agency is promoting lighter-weight cars
to reduce gasoline consumption. A visitor from another planet might
well conclude that we have all gone mad.

Not long ago the Business Roundtable sponsored a study of costs
incurred by 48 companies in complying with the regulations of only six
federal agencies. Those costs amounted to 16 percent of the companies'
net income and 43 percent of their expenditures for research and
development.

Clearly, it is time for government to begin weighing the merits of
many existing regulations and all proposed new regulations against the
drain they cause on the capital needed to rejuvenate the national
economy.

Rebuilding America's economy will also test the ability of business
managers to develop better policies and practices than those that were
followed in the 1970's. In the 1980s we need to raise our sights beyond
this month's sales report and this year's financial performance. We
need to be more interested in where our companies will be five years
from now than where they are today. And we must begin measuring
our own performances as business managers, and the performances of
our subordinates, in terms of contributions to long-term growth and
increased market penetration as well as short-term profits.

And that will be difficult. To quote philosopher Paul Valery, "The
trouble with our times is that the future is not what it used to be."

I, for one, hope that the future truly will not be what it used to be,
insofar as the traditional adversary relationship of business and labor
is concerned. If American products are to regain the preeminence they
once enjoyed in the international marketplace, we shall have to develop
new approaches to that relationship-approaches that will help re-
furbish this country's reputation for technologically-advanced, high-
quality products manufactured with pride and efficiency.

Earlier this month a Japanese trade delegation flew to Detroit,
ostensibly to buy auto parts from U.S. manufacturers, but also to pour
oil on the troubled waters caused by record exports of Japanese-made
cars to this country. The delegation brought along a statement from
the managing director of Japan's largest auto manufacturer. It warned
the American parts suppliers that they had better improve the quality
of their products or face the loss of any future business from Japan.
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Clasic case of role reversda

The fact that this could, and did happen-in what Americans have
always regarded as the auto capital of the world-points up the magni-
tude of the task confronting American management and labor in the
1980s. It was a classic case of role reversal, with the once-vaunted U.S.
auto industry and its suppliers reduced to the status one might give a
fledgling industry in some remote banana republic.

I find it difficult to believe that either American management or
American labor will be willing to accept that kind of secondary eco-
nomic role in the world economy of the 1980s. I don't think anyone in
government wants it either. Yet there is a clear and present danger
that this could happen in many other industries as well. It seems to me
that is the real essence of the economic challenge that faces this country.

Can the trend be reversed? In my judgment it can be.
It is true that Japan, to use today's vernacular, seemingly "has it

made." But is the Japanese position in tomorrow's economic world
really that secure?

More than any other industrial country, Japan is highly vulnerable
to future disruptions in the supply of oil and other basic resources, as
global political tensions continue to mount.

Japan today is also a high-labor-cost country. It, too, must convert
its present industrial base into one that is more heavily weighted
toward higher-technonogy, higher-valued-added products. As the Min-
istry of International Trade and Industry recently noted, "The period
when Japan made progress by applying and improving existing ideas
has already come to an end, and a period of creativity and initiative is
beginning."

Also, increasing trade friction has raised the spectre of anti-Japan-
ese protectionism in both the United States and Europe, which are
Japan's principal markets. And even if international trade remains
relatively free, Japan will have to vastly increase its direct investment
abroad to remain competitive in many markets. Doing so will require
huge amounts of capital. Also, it raises the question of how transplant-
able the Japanese success formula will be in other countries.

In addition, Japan's own internal house is not in the best of order.
Rising inflation, substandard housing, growing consumerism, and the
need to streamline an unwieldy state bureaucracy are problems which
the Japanese have not yet solved.

Finally, there are signs that the Japanese people themselves, hav-
ing achieved a level of affluence that once was only dreamed about, are
moving toward a somewhat different life style. It is a life style that
envisions more leisure time, greater emphasis on culture, and-Heaven
forbid-perhaps even doing nothing at all productive once in a while!

The fact that Japan is entering the 1980s with its own agenda of
difficult problems offers scant solace to the United States. Momentum
still favors the Japanese.

But it's now apparent that the United States-which in recent years
has often appeared to be the sleeping giant of the world's industrial
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nations-is beginning to wake up at last. And although the scoreboard
at the moment may read 35 to 14, the home team still has time to revise
its game plan, beef up its offense, and with the big one after all.

It should be an interesting second half.

STATEMENT OF DALE W. JORGENSON, PROFESSOR OF ECONOMICS.
HARVARD UNIVERSITY

Taxation and Technical Change *

1. INTRODUCTION

The growth of the U.S. economy in the postwar period has been
very rapid by historical standards. The rate of economic growth
reached its maximum during the period 1960 to 1966. Growth rates
have slowed substantially since 1966 and declined further since 1973.
A major source of uncertainty in projections of the future of the U.S.
economy is whether patterns of growth will better conform to the rapid
growth of the early 1960's, the more moderate growth of the late 1960's
and early 1970's or the disappointing growth since 1973.

The purpose of this paper is to consider the prospects for restoring
moderate economic growth through tax policy. For this purpose we
decompose the growth of output during the postwar period into con-
tributions of capital input, labor input, and the rate of technical
change. For the period 1948 to 1976 we find that all three sources of
economic growth are significant and must be considered in analyzing
future growth potential. For the postwar period capital input has
made the most important contribution to the growth of output, tech-
nical change has been next most important, and 'labor input has been
least important.

Focusing on the period 1973 to 1976, we find that the fall in the rate
of economic growth has been due to a dramatic decline in the rate of
technical change. Declines in the contributions of capital and labor in-
put are much less significant in explaining the slowdown. We conclude
that the future development of technology should be the primary focus
of efforts to stimulate future U.S. economic growth.

Given the importance of technical change in future economic growth
we attempt to analyze the slowdown in the rate of technical change
for the U.S. economy as a whole in greater detail. For this purpose we
decompose technical change during the postwar period into com-
ponents that can be identified with technical change at the sectoral
level and with reallocations of output, capital input, and labor input
among sectors. For the period 1948 to 1976, we find that these reallo-
cations are insignificant relative to sectoral technical change. The
combined effect of all three reallocations is slightly negative, but suffi-
ciently small in magnitude to be negligible as a source of aggregate
technical change.

This paner was presented as the Bernard I. Fain Leeture. Brown University. Octo-
ber 22. 1ES0. Thanks are due to Alon Auerbach and Rnrbara Fraumeni for joint research
that contributed to the results presented In this paper. Any remaining errors are the sole
responsibility of the author.
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Again focusing on the period 1973 to 1976, it is possible that theeconomic dislocations that accompanied the severe economic con-traction of 1974 and 1975 could have resulted in shifts of output andinputs among sectors that contributed to the slowdown of the aggre-gate rate of technical change. If this were true, then economic policyshould be focused on reallocation of output among sectors. Thisappears to be the objective of industrial revitalization programs, suchas the program proposed by the Carter Administration. Alterna-
tively, sources of the slowdown in the aggregate rate of technicalchange might be found in falling rates of technical change at thelevel of individual industrial sectors. In this case the objective of
economic policy should be to stimulate the rate of technical change
for all industrial sectors.

We find that reallocations of output and inputs among sectors madepositive rather than negative contributions to economic growth during
the period 1973-1976. Economic policies oriented toward revitaliza-
tion of the economy by reallocating economic activity among indus-tries appear to be misguided. We conclude that declines in rates
of technical change for the individual industrial sectors of the U.S.
economy must bear the full burden of explaining the slowdown in therate of technical change for the economy as a whole. The major focusfor economic policy should be to stimulate the development of tech-nology at the level of the individual industrial sector across allindustries.

To identify policies that can stimulate the development of tech-nology we present the results of an econometric analysis of the deter-minants of productivity growth at the sectoral level. Our econometricmodel determines the growth of sectoral productivity as a functionof relative prices of sectoral inputs. For each sector we divide inputsamong capital, labor, energy, and materials inputs. We allow for thefact that the value of sectoral output includes the value of intermediateinputs-energy and materials-as well as the value of primary factorsof production-capital and labor. Differences in relative prices forinputs are associated with differences in the rate of technical change
for each sector.

After fitting our econometric model of productivity growth to datafor individual industrial sectors we find that rate of technical change
decreases with an increase in the price of capital input for a verylarge proportion of U.S. industries. Similarly, the rate of technicalchange falls with higher prices of labor input for a large propor-tion of industries. The impact of higher energy prices is also to slowthe rate of technical change for a large proportion of industries. Bycontrast we find that an increase in the price of materials input isassociated with increases in rates of technical change for almost all
industries.

Tax policies over the postwar period have resulted in wide varia-tions in effective rates of taxation on income from corporate capital.Effective tax rates at the beginning of the postwar period were greaterthan or equal to the statutory rate of fifty-two percent. Beginning in1954, a series of tax reforms resulted in a steady decline in effective,tax rates through 1965. For some assets the effeotfive. tax rate on cor-porate capital was reduepd bv more. than half. Effective tax rates rose
sharplv from 1965 to 1969 and fell over the period from 1969 to 1973.Since 1973 effective tax rates have. remained relatively stable.
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Examining the postwar development of technology for the economy
as a whole, we find that technical change attained its maximum during
the period 1960-1966, when effective rates of taxation on income from
corporate capital were falling. During the period 1966-1969, when
effective rates were increasing dramatically, the rate of technical
change declined to the lowest level in the postwar period up to 1969.
The rate of technical change recovered to levels close to the postwar
average during the period 1969-1973, when effective tax rates were
falling.

Since 1973 the relative prices of capital, labor, energy, and materials
inputs have been altered radically as a consequence of the increase in
the price of energy relative to other productive inputs. Higher world
petroleum prices following the Arab oil embargo of late 1973 and 1974
have resulted in sharp increases in prices for all forms of energy in the
U.S. economy-oil, natural gas, coal, and electricity generated from
fossil fuels and other sources. Although the U.S. economy has been
partly shielded from the impact of higher world petroleum prices
through a system of price controls, all industrial sectors have experi-
enced large increases in the price of energy relative to other inputs.

Our econometric model reveals that slower productivity growth at
the sectoral level is associated with higher prices of capital and energy
relative to other inputs. Our first conclusion is that the pattern of in-
creases and decreases in the aggregate rate of technical change over the
postwar period is inversely correlated with changes in the price of capi-
tal input through tax policy. High effective rates are associated with
low rates of technical change, while low effective tax rates are associ-
ated with high rates of technical change.

Our second conclusion is that the slowdown in sectoral rates of tech-
nical change since 1973 is at least partly due to the sharp increase in the
price of energy relative to other productive inputs. This increase began
with the run-up of world petroleum prices in late 1973 and early 1974.
The fall in sectoral rates of technical change after 1973 is responsible
in turn for the decline in the rate of technical change for the U.S. econ-
omy as a whole. Slower technical change is the primary source of the
slowdown in U.S. economic growth since 1973.

During 1979 and early 1980 world petroleum prices have jumped 130
to 140 percent, following the Iranian revolution of late 1978. Since the
outbreak of the Iran-Iraq War in 1980, spot petroleum prices have
begun to increase relative to the higher levels established in 1979 and
early 1980. Based on the performance of the U.S. economy since 1973,
we can anticipate a further slowdown in the rate of economic growth,
a decline in the rate of technical change for the economy as a whole, and
declines in sectoral rates of technical change for a wide range of
industries.

To offset the drag on the rate of technical change for the U.S. econ-
omy as a whole due to higher energy prices, it is important to take
immediate steps to reduce the effective rate of taxation on capital.
For this purpose we propose a new approach to capital recovery under
tax law that would counteract the effects of higher energy prices.
In addition, we propose a reduction in the tax wedge between the
demand and supply of labor associated with payroll taxes.
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2. THE GROWTHI SLOWDOWN

In this section we begin our analysis of the slowdown in U.S. eco-
nomic growth by decomposing the growth of output for the economy
as a whole into the contributions of capital input, labor input, and
technical change.' The results are given in Table 1 for the postwar
period 1948-1976 and for the following seven subperiods-1948-1953,
1953-1957, 1957-1960, 1960-1966, 1966-1969, 1969-1973, and 1973-
1976.2 Except for the period from 1973 to 1976, each of the subperiods
covers economic activity from one cyclical peak to the next. The last
period covers economic activity from the cyclical peak in 1973 to 1976,
a year of recovery from the sharp downturn in economic activity in
1974 and 1975.

We first present rates of growth for output, capital input, labor
input, and the rate of technical change for the U.S. economy. For the
postwar period as a whole output grew at 3.50 percent per year, capi-
tal input grew at 4.01 percent, and labor grew at 1.28 percent. The rate
of teclmical change averaged 1.14 percent per year. The rate of eco-
nomic growth reached its maximum at 4.83 percent during the period
1960-1966 and grew at only 0.89 percent during the recession and
partial recovery of 1973-1976. The growth of capital input was more
even, exceeding 5 percent in 1948-1953 and 1966-1969 and falling to
3.12 percent in 1973-1976. The growth of labor input reached its maxi-
mum in the period 1960-1966 at 1.99 percent and fell to 0.58 percent
in 1973-1976, which was above the minimum of 0.23 percent in the
period 1953-1957.

TABLE 1.-GROWTH OF OUTPUT AND INPUTS FOR THE U.S. ECONOMY, 1948-76

1948-76 1948-53 1953-57 1957-60 1960-66 1966-69 1969-73 1973-76

Growth rates:
OutpuL -0.0350 0.0457 0.0313 0.0279 0.0483 0.0324 0.0324 0.0089
Capital input- .0101 .0507 .0393 .0274 .0376 .0506 .0396 .0312
Labor input -0128 .0160 .0023 .0099 .0199 .0185 .0116 .0058
Rate of technical change. .0114 .0166 .0146 .0113 .0211 .0004 .0095 -.0070

Contributions:
Capita! input- .0161 .0194 .0154 .0109 .0156 .0211 .0161 .0126
Laor input -. 0075 .0097 .0013 .0057 .0116 .0108 .0068 .0033

We can express the rate of growth of output for the U.S. economy
as a whole as the sum of a weighted average of the rates of growth of
capital and labor inputs and the rate of technical change. The weights
associated with capital and labor inputs are average shares of these
inputs in the value of output. The contribution of each input is the
product of the average shares of this input and corresponding input
growth rate. We present contributions of capital and labor inputs to
U.S. economic growth for the period 1948-1976 and for seven sub-
periods in Table 1. Considering technical change, we find that the max-
imum rate occurred from 1960 to 1966 at 2.11 percent per year. During
the period 1966-1969 the rate of technical change was almost negligible

I The methodology that underlies our decomposition of the growth of output Is presentedIn detail by Jorgenson [1980].
2 The results presented in Table 1 are those In Fraumeni and Jorgenson [1980], whoalso provide annual data for output and inputs.

73-057 0 - 81 - 14
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at 0.04 percent. The rate of technical change recovered to 0.95 percent
during the period 1969-1973 and fell to a negative 0.70 percent during
1973-1976.

Since the value shares of capital and labor inputs are very stable
over the period 1948-1976, the movements of the contributions of these
inputs to the growth of output largely parallel those of the growth
rates of the inputs themselves. For the postwar period as a whole the
contribution of capital input of 1.61 percent is the most important
source of output growth. Technical change is next most important at
1.14 percent, while the contribution of labor input is the third most
important at 0.75 percent. All three sources of growth are significant
and must be considered in an analysis of the slowdown of economic
growth during the period 1973-1976. However, capital input is clearly
the most important contributor to the rapid growth of the U.S. econ-
omy during the postwar period3

Focusing on the period 1973 to 1976, we find that the contribution
of capital input fell to 1.26 percent for a drop of 0.35 percent from the
postwar average, the contribution of labor input fell to 0.33 percent
for a drop of 0.42 percent, and that the rate of technical change at a
negative 0.70 percent dropped 1.84 percent. We conclude that the fall
in the rate of U.S. economic growth during the period 1973-1976 was
largely due to the fall in the rate of technical change. Declines in the
contributions of capital and labor inputs are much less significant in
explaining the slowdown. A detailed explanation of the fall in the
rate of technical change is needed to account for the slowdown in U.S.
economic growth.

To analyze the sharp decline in the rate of technical change for the
U.S. economy as a whole during the period 1973 to 1976 in greater
detail we employ data on rates of technical change for individual in-
dustrial sectors. For this purpose it is important to distinguish between
technical change at the aggregate level and technical change at the
sectoral level. At the aggregate level the appropriate concept of output
is value added, defined as the sum of the values of capital and labor
inputs for all sectors of the economy. At the sectoral level the appro-
priate concept of output includes the value of primary factors of
production at the sectoral level-capita] and labor inputs-and the
value of intermediate inputs-energy and materials inputs. In aggre-
gating over sectors to obtain output for the U.S. economy as a whole
the production and consumption of intermediate goods cancel out,
so that values of energy and materials inputs do not appear at the
aggregate level.

We can express the rate of technical change for the U.S. economy
as a whole as the sum of four components. The first component is a
weighted sum of rates of technical change for individual industrial
sectors. The weights are ratios of the value of output in each sector
to value added in that sector. The sum of these weights over all sec-
tors exceeds unity, since technical change in each sector contributes
to the growth of output in that sector and to the growth of output in
other sectors through deliveries of intermediate inputs to those sectors.
The remaining components of aggregate technical change represent

IThis Conclu qlon contrasts sharply with that of Denison [1979]. For a comparison
of our methodology with that of Denison, see Jorgenson and Grillches (1972].



171

the contributions of reallocations of value added, capital input, and
labor input among sectors to technical change for the economy as a
whole.4

The role of reallocations of output, capital input and labor input
among sectors is easily understood. For example, if capital input
moves from a sector with a relatively low rate of return to a sector
with a high rate of return, the quantity of capital input for the econ-
omy as a whole is unchanged, but the level of output is increased, so
that productivity has improved. Similarly, if labor input moves from
a sector with low wages to a sector with high wages, labor input is un-
changed, but productivity has improved. Technical change for the
economy as a whole is a combination of improvements in technology at
the sectoral level and reallocations of output, capital input and labor
input among sectors. Data on reallocations of output, capital input
and labor input for the postwar period 1948 to 1976 and for seven
subperiods are given in Table 2.5

TABLE 2.-RATE OF TECHNICAL CHANGE FOR THE U.S. ECONOMY, 1948-76

1948-76 1948-53 1953-57 1957-60 1960-66 1966-69 1969-73 1973-76

Sectoral rates of technical
change-. . 0.0124 0.0219 0.0177 0.0145 0.0217 0.0025 0.0048 -0.1013Reallocation of value added . .0016 -. 0075 -. 0030 -. 0010 -. 0016 -. 0025 -. 0030 .0046

Reallocatiof otcapinput.. .0008 .0022 .0008 -. 0001 .0002 .0001 .0010 .0008Reallocation of labor input. .-- -. 0002 -. 000 -. 0008 -. 0021 .0008 .0004 .0006 -. 0011

For the postwar period as a whole technical change at the aggregate
level is dominated by the contribution of sectoral technical change of
1.24 percent per year. The contributions of reallocations of output,
capital input, and labor input are a negative 0.16 percent, a positive
0.08 percent, and a negative 0.02 percent. Adding these contributions
together we find that the combined effect of the three reallocations
is a negative 0.10 percent, which is negligible by comparison with
the effect of technical change at the sectoral level. The rate of tech-
nical change at the aggregate level provides an accurate picture of
average rates of technical change for individual industries; this pic-
ture is not distorted in an important way by the effect of reallocation
of output and inputs among sectors.

Again focusing on the period 1973-1976, we find that the contribu-
tion of sectoral technical change to technical change for the economy
as a whole fell to a negative 1.13 percent for a drop of 2.37 percent
from the postwar average. By contrast the contribution of realloca-
tions of output rose to 0.46 percent for a gain of 0.62 percent from
the postwar average. The contribution of the reallocation of capital
input was unchanged at 0.08 percent, while the contribution of labor
input fell to a negative 0.11 percent for a drop of 0.09 percent from
the postwar average. The combined contribution of all three real-
locations rose 0.53 percent, partially offsetting the precipitous de-
cline in rates of technical change at the sectoral level. We conclude
that declines in rates of technical change for the individual indus-

4The methodology that underlies our decomposition of productivity growth Is pre-sented In detail by Jorgenson [1980].
5The results presented in Table 2 are those of Fraumeni and Jorgenson [1980], who alsoprovide annual data for productivity growth.
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trial sectors of the U.S. economy are more than sufficient to explain
the decline in the rate of technical change for the economy as a whole.

To summarize our findings on the slowdown of U.S. economic
growth during the period 1973-1976, we find that the drop in the
growth of output of 2.61 percent per year from the postwar average
is the sum of a decline in the contribution of labor input of 0.42 per-
cent per year, a sharp dip in sectoral rates of technical change of 2.37
percent, a rise in the role of reallocations of output among sectors of
0.62 percent per year, no change in the reallocations or capital in-
put, and a decline in the contribution of reallocations of labor input
of 0.09 percent per year. Whatever the causes of the slowdown, they
are to be found in the collapse of technical change at the sectoral
level rather than a slowdown in the growth of capital and labor in-
puts at the aggregate level or the reallocations of output, capital
input, or labr input among sectors.

The decomposition of economic growth into the contributions of
capital input, labor input, and the rate of technical change is
helpful in pinpointing the causes of the slowdown. The further
decomposition of technical change for the economy as a whole into
contributions of sectoral rates of technical change and reallocations of
output, capital input, and labor input is useful in providing additional
detail. However, our measure of the sectoral rate of technical change
is simply the unexplained residual between growth of sectoral out-
put and the contributions of sectoral capital, labor, energy, and ma-
terials inputs. The problem remains of providing an explanation for
the fall in-rates of technical change at the sectoral level.

3. SECTORAL RATES OF TECHNICAL CHANGE

We have now succeeded in identifying the decline in the rate of
technical growth at the level of individual industrial sectors within
the U.S. economy as the main culprit in the slowdown of U.S. economic
growth that took place after 1966. To provide an explanation for the
slowdown we must go behind the measurements to identify the deter-
minants of technical change at the sectoral level. For this purpose we
require an econometric model of sectoral technical change. In this
section we present a summary of the results of applying such an econ-
ometric model to detailed data on sectoral output and capital, labor,
energy. and materials inputs for thirty-five individual industries in
the United States.

Our complete econometric model is based on sectoral price functions
for each of the thirty-five industries included in our study.6 Each
price function gives the price of the output of the corresponding indus-
trial sector as a function of the prices of capital, labor, energy, and
materials inputs and time, where represents the level of technology
in the sector.7 Obviously, an increase in the price of one of the inputs,
holding the prices of the other inputs and the level of technology
constant, will necessitate an increase in the price of output. Similarly,

sEconometric models for each of the thirty-five industries are given by Jorgenson and
Fraumeni (1981].

7The price function was Introduced by Snmuelson [19531. A complete characterization
of the rectornl price functions employed In this study Is provided by Jorgenson and
Fraumeni (1981].
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if the level of technology in a sector improves and the prices of all
inputs into the sector remain the same, the price of output must fall.
Price functions summarize these and other relationships among the
prices of output, capital, labor, energy, and materials inputs, and the
level of technology.

Although the sectoral price functions provide a complete model
of production patterns for each sector, it is usful to express this
model in an alternative and equivalent form. We can express the
shares of each of the four inputs-capital, labor, energy, and ma-
terials-in the value of output as functions of the prices of these in-
puts and time, again representing the level of technology. 8 We can
add to these four equations for the value shares an equation that ex-
presses the rate of technical change as a function of the prices of the
four inputs and time.9 In fact, the negative of the rate of technical
change is a function of the four input prices and time. This equation
is our econometric model of sectoral technical change.10

Like any econometric model, the relationships determining the value
shares of capital, labor, energy, and materials inputs and the nega-
tive of the rate of technical change involve unknown parameters that
must be estimated from data for the individual industries. Included
among these unknown parameters are biases of technical change that
indicate the effect of changes in the level of technology on the value
shares of each of the four inputs.- For example, the bias of technical
change for capital input gives the change in the share of capital input
in the value of output in response to changes in the level of technology,
represented by time. Similarly, biases of technical change for labor,
energy, and materials inputs give changes in the share of labor, energy,
and materials inputs in the value of output that results from changes
in the level of technology.

We say that technical change is capital using if the bias of tech-
nical change for capital input, is positive, that is, if changes in the
level of technology result in an increase in the share of capital input
in the value of output, holding all input prices constant. The quan-
tity of capital input increases as technology changes, so that we say
that the change in technology is capital using. Similarly, we say that
technical change is capital saving if the bias of technical change for
capital input is negative. As technology changes, the production proc-
ess uses less capital input, so that the change in technology is capital
saving.

Similarly, we can say that technical change is labor using or labor
saving if the bias of technical change for labor input is positive or
negative. As technology changes, the production process uses more or
less labor input, depending on whether the change in technology is

a Our sectoral price functions are based on the translog price function introduced by
Christensen, Jorgenson, and Lau [1971, 1973]. The translog price function was first ap-
plled at the sectoral level by Berndt and Jorgenson [1973] and Berndt and Wood [1975].

References to sectoral production studies Incorporating energy and materials inputs are
given by Berndt and Wood [19791.

D Prductivity growth is represented by the translog Index Introduced by Christensen
and Jorgenson [1970]. The translog Index of technical change was first derived from the
translog price function by Diewert [19801 and by Jorgenson and Lau [1981].

'0 This model of sectoral technical change is based on that of Jorgenson and Lau [1981].
U The bias of technical change was introduced by Hicks [1932]. An alternative definition

of the bias of technical change was introduced by Binswanger [1974a, 1974b]. The defi-
nition of the bias of technical change employed in our econometric model Is due to Jorgen-
son and Lau [1981].
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labor using or labor saving. We can associate energy using or energy
saving technical change with positive or negative biases of technical
change for energy input. Finally, we can associate materials using or
materials saving technical change with positive or negative biases of
technical change for materials input. Since the shares of all four in-
puts-capital, labor, energy, and materials-sum to unity, technical
change that "uses" or "saves" all four inputs is impossible. In fact,
the sum of the biases for all four must be precisely zero, since the
changes in all four shares with any change in technology must sum to
zero.

We have pointed out that our econometric model for each industrial
sector of the U.S. economy includes an equation giving the negative of
the sectoral rate of technical change as a function of the prices of the
four inputs and time. The biases of technical change with respect to
each of the four inputs appear as the coefficients of time, representing
the level of technology, in the four equations for the value shares of
all four inputs. The biases also appear as coefficients of the prices in
the equation for the negative of the sectoral rate of technical change.
This feature of our econometric model makes it possible to use infor-
mation about changes in the value shares with time and changes in
the rate of sectoral technical change with prices in determining esti-
mates of the biases of technical change.

The biases of technical change express the dependence of value
shares of the four inputs on the level of technology and also express
the dependence of the negative of the rate of technical change on the
input prices. We can say that capital using technical change, associated
with a positive bias of technical change for capital input, implies that
an increase in the price of capital input decreases the rate of technical
change (or increases the negative of the rate of technical change).
Similarly, capital saving technical change, associated with a negative
bias for capital input, implies that an increase in the price of capital
input increases the rate of technical change. Analogous relationships
hold between biases of labor, energy, and materials input and the direc-
tion of the impact of changes in the prices of each of these inputs on
the rate of technical change12

Jorgenson and Fraumeni [1980] have fitted biases of technical
change for thirty-five industrial sectors that make up the whole of. the
producing sector of the U.S. economy. They have also fitted the other
pArameters of the econometric model that we have described above.
Since our primary concern in this section is to analyze the determi-
nants of rates of technical change at the sectoral level, we focus on the
patterns of technical change revealed in Table 3. We have listed the
industries characterized by each of the possible combinations of biases
of technical change, consisting of one or more positive biases and one
or more negative biases.'3

The pattern of technical change that occurs most frequently in Ta-
ble 3 is capital using, labor using, energy using, and materials saving
technical change. This pattern occurs for nineteen of the third-five in-
dustries analyzed by Jorgenson and Fraumeni. For this pattern of
technical change the biases of technical change for capital input, labor

Is A complete characterization of biases of technical change is given by Jorgenson and
Fraumeni [ 1981].
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input, and energy input are positive, and the bias of technical change
for materials input is negative. This pattern implies that increases in
the prices of capital input, labor input, and energy input decrease the
rate of technical change, while increases in the price of materials input
increase the rate of technical change.

TABLE 3.-Classification of industries by biases of technical change

Pattern of biases
Capital using, labor using,

energy using, material
saving.

Capital using, labor using,
energy, saving, material sav-
ing.

Capital using, labor saving,
energy using, materials
saving.

Capital using, labor saving,
energy saving, material
using.

Capital saving, labor saving,
energy using, material
saving.

Capital saving, labor saving,
energy saving, material
saving.

Capital saving, labor using,
energy using, material sav-
ing.

Capital saving, labor saving,
energy using, material
using.

Industries

Agriculture, metal mining, crude petroleum and
natural gas, nonmetallic mining, textiles, ap-
parel, lumber, furniture, printing, leather,
fabricated metals, electrical machinery, motor
vehicles, instruments, miscellaneous manu-
facturing, transportation, trade, finance, in-
surance and real estate, services.

Coal mining, tobacco manufactures, communi-
cations, government enterprises.

Petroleum refining.

Construction.

Electric utilities.

Primary metals.

Paper, chemicals, rubber, stone, clay and glass,
machinery except electrical, transportation
equipment and ordnance, gas utilities.

Food.

Considering all patterns of technical change included in Table 3,
we find that technical change; is capital using for twenty-five of the
thirty-five industries included in our study. Technical change is capi-
tal saving for the remaining ten industries. Similarly. technical change
is labor using for thirty-one of the thirty-five industries and labor sav-
ing for the remaining four industries; technical change is energy using
for twenty-nine of the thirty-five industries included in Table 3 and is
energy saving for the remaining six. Finally, technical change is ma-
terials using for only two of the thirty-five industries and is materials
saving for the remaining thirty-three. We conclude that for a very
large proportion of industries the rate of technical change decreases
with increases in the prices of capital, labor, and energy inputs, and
increases with the price of materials inputs.

4. TAX POLICY

To identify the sources of variations in rates of technical change for
industrial sectors of the U.S. economy we next consider the evolution
of tax policy over the postwar period. Under current law taxpayers are

"The results presented In Table 3 are those of Jorgenson and Fraumeni [1981]. Of the
fourteen logically possible combinations of biases of technical change, only the eight pat-
terns presented in Table 3 occur empirically.
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permitted to deduct depreciation as an expense in arriving at income
for tax purposes. Taxpayers are also allowed to reduce their tax lia-
bility by means of an investment tax credit based on purchases of
equipment."4 As tax rates at corporate and personal levels have in-
creased, provisions for capital recovery under the tax code have be-
come increasingly significant for economic policy. These provisions
have an important impact in stimulating or retarding changes in the
level of technology.

An ideal system for capital recovery would enable taxpayers to re-
cover economic depreciation on each asset they hold. Economic depre-
ciation is the decline in the value of an asset with age. Depreciation can
be measured by simply looking at the profile of asset prices corre-
sponding to assets of different ages at a given point of time. An ideal
system of capital recovery would permit taxpayers to deduct the de-
cline in the value of all their assets with age in arriving at taxable
income.15

Although it is a very straightforward matter to describe an ideal
system for capital recovery, such a system is difficult to implement.
Normally, business expenses under the tax code are linked to actual
purchases of goods and services. The approach to capital recovery
embodied in U.S. tax law is based on the historical cost of an asset. This
cost is allocated over the useful life of the asset in accord with account-
ing formulas.

In the absence of inflation an approach to capital recovery based on
historical cost has many advantages. Perhaps the most important
advantage is that capital consumption allowances, like other business
expenses, can be linked to actual transactions. However, a capital re-
covery system based on historical cost fails to provide the necessary
link between capital consumption allowances and economic deprecia-
tion when there is inflation in the prices of assets.

With inflation the profile of prices corresponding to assets of dif-
ferent ages rises over time due to increase in the prices of newly
produced assets. Even capital consumption allowances that accurately
reflect the profile of asset prices when the asset is originally acquired
rapidly fall behind economic depreciation as inflation takes place. As
a consequence, effective rates of taxation have increased substantially
and sectoral rates of technical change have been retarded.

The system for capital recovery embodied in current tax law is the
result of extended efforts to deal with the problem of inflation in the
value of assets. In 1954 a system of capital consumption allowances was
adopted that permitted taxpayers to use accelerated formulas for al-
locating capital recovery over the useful lifetime of an asset. Accel-
erated depreciation was adopted in response to the rapid inflation in
prices of assets during the Second World War and the Korean War.

Between 1954 and 1962 lifetimes used in calculating capital con-
sumption allowances were gradually reduced. In 1962 a new set of
guideline lifetimes was adopted for tax purposes. These guideline
?ifetimes represented a further acceleration in capital recovery. In
addition, an investment tax credit for purchases of equipment was

14 A history of capital recovery provisions finder U.S. tax law. an analysis of current
tax provisions, and detailed references to the literature are provided by Gravelle [19791.

15 The concept of economic depreciation is discussed in greater detail by Jorgenson
[1973].
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adopted in 1962. The combination of the guideline lifetimes and the
investment tax credit resulted in a dramatic stimulus to capital forma-
tion. Business fixed investment rose by forty percent over the four
years from 1962 to 1966.

In the original legislation providing for the investment tax credit,
the credit was linked to capital recovery by reducing the basis for
calculating capital consumption allowances by the amount of the
credit. This feature of the investment tax credit, the so-called Long
Amendment, was repealed in 1964. As inflation rates began to rise in
the late 1960's pressure began to build to adjust lifetimes for tax pur-
poses to levels below the guidelines of 1962. In 1971 the Asset Depre-
ciation Range System was adopted, permitting taxpayers to reduce
ifetimes by as much as twenty percent.

We can summarize these developments by saying that the current
system has developed through. successive liberalization of depreciation
formulas and lifetimes for tax purposes and through the introduction
of the investment tax credit. These changes in the capital recovery
provisions of the tax code have been motivated by the need to bring
capital consumption allowances into line with economic depreciation.
However, double-digit inflation in the early 1970's has undercut the
effectiveness of the earlier reforms.

To analyze the impact of inflation on capital recovery under the
existing law, we have measured effective tax rates on five representa-
tive classes of assets. The asset classes are described in detail in Table 4.

TABLE 4.-ASSETS AND THEIR CHARACTERISTICS

Economic Percentage
depreciation of 1974

Asset class (type) Tax lifetimes rate2 investment

Construction machinery (CM) (equipment) -5.5 (7.0') 0.172 02. 8
General industrial equipment (GIE) (equipment) - -8.6 .122 4.4
Trucks, buses and trailers (TBT) (equipment) -5.5 (7.0O) .254 9.0
Industrial buildings (IB) (structures) - -23.8 036 5.2
Commercial buildings (CB) (structures) - -31.8 .025 11.0

l Tax lifetimes equal guideline lives for structures and 80 percent of guideline lives for equipment, as permitted under
current law ('except where a lengthening of tax lifetime is perferred to obtain a full investment tax credit).

2 Economic depreciation rates are annual rates of decline in asset value with age. as estimated by Wykoff and Hulten
(1979).

For each asset we have, given the tax lifetime embodied in current
law, and the economic depreciation rate as calculated in a comprehen-
sive study for the Department of the Treasury by Hulten and Wykoff
(1979). We also give the proportion of nonresidential fixed invest-
ment in 1974 for each asset class. Together these five assets accounted
for about a third of investment in that year.

To analyze the impact of changes in capital recovery provisions
of the tax law over the postwar period, we have calculated the. effective
tax rate for each class of assets in Table 4. Effective tax rates repre-
sent that fraction of each project's gross income which goes toward
corporate taxes. Since such rates may vary from year to year, our
figure represents the average tax rate faced bv a new asset over its
lifetime. To calculate an effective tax rate we first calculate the gross
rate of return that a particular investment would have if the corporate
tax rate were zero and there were no investment tax credit. We then
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calculate the net rate of return, taking account of corporate taxes and
adjusting for depreciation deductions and the investment tax credit.
We subtract the net rate of return from the gross rate of return and
divide this difference by the gross rate to find the proportion of the
gross return paid in taxes.

To assess the impact of the tax law prevailing in each year from
1952 to 1979 on capital recovery we present effective tax rates for all
five classes of assets for each year in Table 5. For purposes of com-
parison we also give the statutory rate on corporate income in each
year. Under an ideal system for capital recovery the effective tax
rates would be equal to the statutory rates for all assets.16 The first
conclusion to be drawn from Table 5 is that effective tax rates have
varied widely among assets and over time, depending on the provisions
of the tax code and the rate of inflation.

TABLE 5.-EFFECTIVE TAX RATES SINCE 1952

Statutory
Year tax rate CM GIE TOT IB CB

1952 ----- 0.52 0.57 0.59 0.65 0.51 0.51
1953 - .52 .57 .59 .65 .51 .51
1954 -. 52 .58 .60 .66 .52 .52
1955 -.- .52 .58 .60 .66 .52 .52
1956 ------ .52 .54 .57 .62 .49 .49
1957 ------ .52 .54 .57 .62 .49 .49
1958 --.------. 52 .54 .57 .62 .50 .50
1959 ----- - .52 .55 .58 .63 .50 .50
1960 --.-------- .52 .56 .58 .63 .51 .50
1961 .52 .54 .57 .62 .50 .50
1962 -- .52 .41 .43 .49 .49 .49
1963 ---------- .52 .40 .43 .49 .49 .49
1964 ---------- .52 .31 .34 .38 .48 .48
1965 ---------- .48 .26 .29 .34 .45 .45
1966 ----- .48 .35 .38 .43 .46 .46
1967 ----- .48 .37 .40 .45 .47 .47
1968 --.------ .48 .35 .38 .43 .48 .48
1969 --.------ .48 .53 .56 .61 .52 .51
1970 -. 48 .43 .44 .51 .53 .52
1971 ---------- .48 .35 .37 .42 .53 .52
1972 ----- .48 .35 .37 .43 .53 .52
1973 ----- .48 .39 .40 .47 .54 .53
1974… - - - - - .48 .43 .44 .51 .55 .54
1975 --.-------- .48 .33 .36 .40 .56 .54
1976 ----- .48 .34 .37 .42 .56 .54
1977 --, .48 .37 .39 .45 .56 .55
1978 - .48 .36 .39 .44 .56 .55
1979 ----- .46 .32 .35 .39 .54 .53

Note: Assumes real discount rate to be 4 percent and relevant inflation rate to be unweighted 5-yr. moving average
of past inflation rates. Discount rates appropriate for calculating effective tax rates are discussed by Fraumeni and
Jorgenson (1980).

Before 1954 effective tax rates for structures were in line with the
statutory rate on corporate income of fifty-two percent. However,
effective tax rates for equipment far exceeded the statutory rates.
While effective tax rates for both structures and equipment were
reduced by the adoption of accelerated depreciation in 1954, effective
tax rates for equipment remained above statutory rates until the
adoption of the guideline lifetimes and the investment tax credit in
1962. With the repeal of the Long Amendment in 1964 there was a
further reduction in the effective tax rates on equipment to levels well
below the statutory rate.

la The criterion that effective tax rates should be the same for all assets is discussed In
more detail by Auerbach [1980].
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As the pace of inflation quickened during the late 1960's the effective
tax rates on equipment rose gradually; repeal of the investment tax
credit in 1969 raised effective tax rates to levels comparable to those
that had prevailed before 1962. Similarly, inflation and restriction of
accelerated depreciation on structures to the 150 percent declining
method after 1966 resulted in increases in the effective tax rates for
structures to levels that exceeded those that prevailed before 1954. For
?quipment reinstitution of the investment tax credit in 1970, adoption
of the Asset Depreciation Range system in 1971, and the increase -in
the rate of the credit from seven to ten percent resulted in effective
tax rates well below the statutory rate, even in the face of double-digit
inflation in 1973 and again in 1979.

Our overall conclusion is that effective tax rates on corporate income
are inversely correlated with rates of technical change for the U.S.
economy as a whole. Effective tax rates declined sharply between 1960
and 1965; the rate of technical change attained its postwar peak of
2.11 percent per year during this period. The weighted sum of sectoral
rates of technical change was 2.17 percent from 1960 to 1966. Effective
tax rates rose dramatically from 1965 to 1969; the rate of technical
change declined to 0.05 percent per year during the period 1966-1969,
a drop of 2.07 percent; the weighted sum of sectoral rates of technical
change declined to 0.25 percent per year, a drop of 1.92 percent.

Effective tax rates declined from 1969 to 19.72 and have remained
relatively constant since then, increasing slightly for some assets and
declining slightly for others. The rate of technical change climbed
from 0.04 percent per year for the period 1966-1969 to 0.95 percent
per year for the period 1969-1973, an increase of 0.91 percent or
slightly less than half of the drop from 1960-1966 to 1966-1969. The
rise in the weighted sum of sectoral rates of technical change from
0.25 percent per year for the period 1966-1969 to 0.48 percent per
year for the period 1969-1973 was less dramatic, but still substantial.

The most striking change in the relative prices of capital, labor,
energy, and materials inputs that has taken place since 1973 is the
staggering increase in the price of energy. The rise in energy prices
began in 1972 before the Arab oil embargo, as the U.S. economy moved
toward the double digit inflation that characterized 1973. In late 1973
and early 19.74 the price of petroleum on world markets increased by
a factor of four, precipitating a rise in domestic prices of petroleum
products, natural gas, coal, and uranium. All industrial sectors of the
U.S. economy experienced sharp increases in the price of energy rela-
tive to other inputs.

Slower growth in productivity at the sectoral level is associated with
higher energy prices for twenty-nine of the thirty-five industries thatmake up the producing sector of the U.S. economy. The dramatic in-
creases in energy prices contributed to the slowdown in productivity
growth at the sectoral level. In the preceding section we have seen that
the fall in sectoral productivity growth after 1973 is the primary
explanation for the decline in productivity for the U.S. economy as a
whole. Finally, we have shown that the slowdown in productivity
growth during the period 1973-1976 is the main source of the fall in
the rate of U.S. economic growth since 1973.
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5. RECOMMENDATIONS

Our objective in this concluding section of the paper is to provide
recommendations for changes in tax policy to stimulate future U.S.
economic growth. For this purpose we cannot rely on the extrapola-
tion of past trends in technical change. From 1960) to 1965 tax policy
stimulated sectoral rates of technical change; from 1965 to 1969 tax
policy retarded technical change; from 1969 to 1973 tax policy again
acted as a stimulant. Comparing the period after 1973 with the rest of
the postwar period, we can associate part of the decline in the rate of
technical change with the dramatic increase in energy prices that fol-
lowed the Arab oil embargo in late 1973 and early in 1974.

During 1979 there has been a further sharp increase in world petro-
leum prices, following the interruption of Iranian petroleum exports
that accompanied the revolution that took place in that country in late
1978. Although prices of petroleum sold by different petroleum export-
ing countries differ widely, the average price of petroleum imported
into the United States has risen by 130 to 140 percent since December
1978. In April 1979 President Carter announced that prices of that
petroleum products would be gradually decontrolled over the period
from May 1979 to September 1981. As a consequence domestic petro-
leum prices in the United States will move to world levels in a rela-
tively short period of time. Domestic natural gas prices will also be
subject to gradual decontrol, moving to world levels as early as 1985 or,
at the latest, 1987.

Given the sharp increase in the price of energy relative to the prices
of other productive inputs, the prospects for productivity growth at
the sectoral level are dismal. In the absence of any reduction in prices
of capital and labor inputs during the 1980's, we can except a decline in
the growth of productivity for the U.S. economy as a whole, and a fur-
ther slowdown in the rate of U.S. economic growth. To avoid a repeti-
tion of the unsatisfactory economic performances of the 1970's it is
essential to undertake measures to reduce the price of capital input and
labor inputs. The price of capital input can be reduced by cutting taxes
on income from capital.17 Similarly, payroll taxes can be cut in order
to reduce the price of labor input.

In considering economic policies to stimulate U.S. economic growth,
top priority should be given to the design of a new system for capital
recovery. Auerbach and Jorgenson have proposed that taxpayers
should be allowed to deduct the present value of economic depreciation
as an expense in arriving at income for tax purposes. The deduction
would be allowed in the year an asset is acquired. Accordingly, they
refer to the proposed system for capital recovery as the First Year
Capital Recovery System.

Like the present system for capital recovery, the First Year Capital
Recovery System is based on actual purchases of depreciable plant and
equipment. However, to avoid the deterioration in the value of capital
consumption allowances with inflation, the present value of economic
depreciation is allowed as a deduction in the same year that the asset
is acquired. As a consequence, the capital consumption allowances are

VAn analysis of alternative proposals for cutting taxes on income from capital is
presented by Auerbach and Jorgenson [1980].
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unaffected by inflation or by variations in the rate at which inflation
takes place.

It is important to recognize that economic depreciation actually
occurs in the years after the asset is originally acquired. Future econ-
omic depreciation must be discounted back to the present to arrive at a
present value of economic depreciation. For example, the present value
of one dollar's worth of investment in a long-lived asset such as a
manufacturing plant might be fifty cents, while the present value of
one dollar's worth of investment in a short-lived asset such as a pickup
truck might be seventy-five cents.

Under the First Year Capital Recovery System capital consumption
allowances would be described by a schedule of present valuse of econ-
omic depreciation for one dollar's worth of investment in each class of
assets. It would be possible to use thirty classes of assets-perhaps ten
types of structures and twenty types of equipment. The whole capital
recovery system could then be described in terms of thirty numbers,
giving the first-year capital recovery allowances for all classes of assets.

The First Year Capital Recovery System would represent a vast
simplification of current tax law. Rather than choosing among a range
of asset lifetimes and a number of alternative depreciation formulas
for tax purposes, taxpayers would simply apply the first-year capital
recovery allowance to their purchases of depreciable plant and equip-
ment. No records of past purchases would be required to substantiate
capital consumption allowances taken in a given year.

The First Year Capital Recovery System is a direct attack on the
problem confronting tax policy makers, namely, to design a system of
capital recoverv that can cope with high, moderate, and low rates of
infation without the distortions resulting from the current system.
While the First Year System would provide substantial stimulus to
capital formation. it would also contribute to improving the allocation
of capital. The System would enhance rather than dissipate the im-
pact of a higher rate of capital formation on productivity and eco-
nomic growth.

The First Year Capital Recovery System would result in increases
in effective tax rates on some assets and decreases in effective tax rates
on others. To provide a stimulus to sectoral rates of technical change
it would be highly desirable to combine adoption of the First Year
System with a reduction in tax rates. This could be achieved by reduc-
ing the statutory tax rate of forty-six percent. Alternatively, the effec-
tive tax rate could be reduced on new investment through an invest-
ment tax credit on all assets. The rates for such an investment tax
credit would reflect differences on economic depreciation rates, so that
effective tax rates would remain the same for all assets.
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STATEMENT OF W. F. MARTIN, CHAIRMAN OF THE BOARD,

PHILLIPS PETROLEUM CO.

I was glad to be able to attend the Joint Economic Committee con-
f rence on December 10, and I was particularly glad to be one of those
who attended the productivity seminar chaired by you. I believe that
in a general way, every conceivable impediment to productivity was
mentioned at one time or another, and in addition there were numerous
comments concerning the various areas where productivity improve-
ment could be most meaningful. I believe I was the only one present
who is directly involved in oil and gas, although others may have been
involved in other forms of energy. In any event, I did not speak
because, first, anything I would have said would have been repetitive,
and secondly, some of our problems of productivity may be somewhat
different than those in other industries.

In any event, I thought I would write to point out briefly a few of
the disincentives the energy industry is facing in efforts to improve
productivity. I believe that our industry is regulated perhaps to a
greater extent than most industries, and the regulations create stum-
bling blocks as we try to be more productive and provide more energy.
For example, a great deal of federal acreage that has attractive poten-
tial for oil and gas is set aside or has not been opened for exploration.
This is acreage both on land and offshore. Thus, as we increase our
efforts to produce more oil and gas, we find ourselves prospecting in
areas that have less potential than other acreage that might be made
available. Even so, the industry has been able to increase slightly the
production of oil and natural gas liquids in 1980, but much more can
be done. In fact, much more must be done and we would hope that we
can improve our productivity in the future by having more attractive
areas on which to explore.

Another point illustrating loss of productivity occurs with the gov-
ernment system of product allocation, where we have been forced to
sell to others who were customers during a particular period in the
past. Thus, if one refiner is short of supply he, may well not be able to
go to another refiner to obtain motor fuel because he was not the cus-
tomer of the other refiner during the period used to determine alloca-
tion of motor fuel. Instead. the refiner, in order to comply with regula-
tions, is forced to sell to his historical customer, wlho may not need
the product, who in turn resells to another customer or to a broker,
either of which could then increase the price, with the consumer paying
the ultimate bill.
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One other point worth mentioning relates to the control on the price
of crude oil. By virtue of crude oil, price controls, fuel for bunkering
ships is selling for $23.00 per barrel. This is probably the lowest price
for this material anywhere in the world. Thus, foreign ships are en-
couraged to purchase bunker fuel in the U3nited States. while refiners
are required to purchase crude oil from foreign suppliers at approxi-
mately $34.50 per barrel. Through controls on crude oil, one can say
that the United States is subsidizing foreign ships, who perhaps can
even go out of their way to reach a U.S. port, purchase fuel, and still
save money compared to the alternatives. Crude oil price controls
are being phased out, of course, but productivity has been adversely
affected for many years as a result of this kind of energy policy.

The petroleum industry has experienced above average productivity
growth but, even so, much more can and needs to be done. Regulation
and taxes are the principal impediment to improve productivity in
the petroleum industry. A series of federal laws, mostly enacted since
1973, impede efficient operations in the industry. These taxes and laws
have (1) prevented construction of optimal-sized refineries, (2) pro-
moted waste and excessive distribution, (3) obstructed needed ex-
ploration, and (4) discouraged capital investment. Moreover, these
federal laws have influenced similar legislation at the state level.

The next Congress might be well advised to consider amendment of
laws that limit access to federal lands for oil and gas exploration,
amend major environmental quality laws to reduce energy projects
permitting delays or impediments that are socially useless or un-
necessary, and review the economic and other effects of the 1980
Windfall Profits Tax. Oil production is in the process of decontrol
and at the proper time the 1978 Natural Gas Policy Act should be
reviewed and perhaps amended to accelerate phased elimination of
price ceilings.

In essence, the 97th Congress should eliminate or at least modify
those Federal Government actions which demonstrably lower efficiency
and productivity in the energy areas without producing commensurate
benefits. In view of your participation in the, Congressional energy
matters and vour interest in developing a sound energy policy for
our country, I am sure you are already familiar with the matters I
have mentioned in this letter.

I commend you for the efficient way in which you handled the pro-
ductivity seminar.

STATEMENT OF MARK SHEPHERD, JR., CHAIRMAN, TEXAS INSTRUMENTS,
INC.

It was with great pleasure that I attended the Joint Economic Com-
mittee's Congressional Economic Conference in Washington last week.
I would like to take a few moments here, however, to expand on some
of the points made at the conference.

The present poor performance of the U.S. economy has not come
about as a result of any single factor. But while government cannot
be blamed for all of our problems, neither can it be expected to solve
them. Rather, Washington must bring about an environment conducive
to increases in productivity and sound economic growth.

73-057 0 - 81 - 15
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It can do this by restructuring the tax system to encourage R&D
investment and lower consumption, by reducing Federal spending and
budget deficits, by providing incentives for increased savings, by
encouraging training and vocational education programs in schools,
universities, and businesses, and above all, by taking the necessary
steps to reduce inflation. Specific proposals and targets for achieving
these objectives can be found in the attached speech made at Harvard
last Spring. That done, those enterprises that wished to remain com-
petitive could do so; all others should be allowed to fail.

Further institutionalization of productivity programs, such as the
proposal advanced by C. Jackson Grayson, may not be advisable. The
time is long past when we could rely on a new bureaucracy to deal with
the problems we face. The Joint Economic Committee is best struc-
tured and positioned to provide the impetus for the new policy direc-
tions required, not the Executive Branch.

And finally, to achieve the necessary degree of cooperation between
government, labor, and business and to garner the confidence of the
public, we must avoid the pursuit of selfish gain. The continued support
for noncompetitive companies sought by some businessmen, and the
expansion of labor's participation in management, doggedly pursued
by Big Labor, will only undermine policies in the national interest.
These tendencies must be resisted at every turn.

These are just a few of my thoughts on various points addressed at
the Conference. I have many more, as undoubtedly do the other partic-
ipants. Therefore, I encourage the JEC to continue its efforts in pro-
viding a forum for the airing of these views and to expand its role
as an important actor in our struggle to regain our competitive eco-
nomic edge.

AMERICA'S PRODUCTIVITY CRISIS: THE PROBLEM, ITS CAUSES AND SUGGESTED
SOLUTIONS

By Mark Shepherd, Jr.

The decade just passed was marked by a series of headline-grabbing crises
ranging from growing shortages of strategic minerals to the energy crisis. But
one of the most serious problems was the severe deterioration in the rate of pro-
ductivity growth in the U.S.

I. THE PROBLEM

Productivity, defined as the real output-per-unit-of-labor In the private business
sector, has slipped from an average annual growth rate of 3.5 percent between
1948 and 1966, to a 1.1 percent growth in the 1973-78 time frame.' Furthermore, in
1979, productivity actually fell by 0.8 percent, while In 1980, it will decline again
by almost 1 percent.'

The sharp deceleration of productivity growth in the 1970s and its decline in
the final two years of the decade, has exacerbated our other economic problems.
For example, It is estimated that each percentage point drop in productivity, adds
two percentage points to the inflation rate.' Inflation, in turn, reduces real in-
comes, raises effective tax rates (as inflation-adjusted wage hikes push taxpayers
Into higher brackets), erodes investor confidence in stock and bond markets, saps
the Incentive for households to save, skews the distribution of resources in the

1 Kendrick, John: "Productivity Trends and the Recent Slowdown: Historical Per-
spective. Casual Factors, and Policy Options" in American Enterprise Institute; Con-
temporary Economic Problems (1979). p. 33.

Council of Economic Advisors: Economic Tndicator8, October 1980. p. 16.
3'Eksteln. Otto: remarks to the Data Resources, Inc., Economic Outlook Conference,

Houston, Texas, November 21, 1980.
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economy.' Furthermore, declining rates of output-per-manhour in U.S. industries
have made our goods less competitive in domestic and overseas markets, contribut-
ing to the chronic U.S. balance of trade deficit and hampering efforts to maintain
the dollar's strength in international exchange markets. Although unit labor costs
in the U.S. remain among the lowest of the major industrial nations, a continua-
tion of the productivity malaise could erode this advantage and further accelerate
the decline of U.S. economic (and political) influence in the world."

In short, the productivity problem strikes at the heart of our ability to effec-
tively deal with the mounting economic, political and social challenges we will
face in the 1980s. If we fail to reinvigorate our nation's productivity in the next
few years, the outlook for success on other economic fronts will remain very grim
indeed.

II. CAUSES

John Kendrick of George Washington University has identified the major
sources of productivity growth in the U.S., between 1929 and 1978.6 They are: "

Changes in labor characteristics, including hours at work, age/sex compo-
sition and education, which contributed 12% of the total growth rate in
productivity during the period.

Economies of scale, made possible by changes in the size of markets, pro-
vided 13% of the productivity increase.

Improved resource allocation, covering gains from the movement of labor
from farms to industry, contributed 20% to the total increase in U.S. produc-
tivity between 1929 and 1978.

The contribution of capital, measured by increases in structures, equip-
ment and inventories for each person employed, accounted for 15% of pro-
ductivity gains.

Finally, 40% of the productivity growth experienced in the years between
1929 and 1978 is attributable to advances in knowledge stemming from formal
and informal R&D, and the diffusion of new technology.

The major cause of the slowdown in output-per-manhour, according to Ken-
drick, has been the deelining rate of technological progress in the U.S. between
1973 and 1978, as compared with the 1948-66 time period, accounting for one-
fourth of the decline in productivity. In addition:

Lower mobility and less efficient allocation of labor and capital accounted
for 21 percent of the slowdown in productivity.

A deterioration in the contribution of capital measured by increases in
structures, equipment, and inventories per employed worker, accounted for
nearly 17 percent of the slowdown.

The proliferation of government rules and regulations was responsible
for over 12 percent of the deceleration in productivity growth.

Only one major factor related to productivity increased in the 1973-78
period over the 1948-66 average, but the one percentage point increase in
labor quality was not enough to offset the other negative factors.8

In another study, Michael Boretsky found that there was a close correlation
between technological innovation and productivity in the post-war period. But
since the mid-60s, "both the relative intensity of technological advance and the
relative advance and the relative rate of productivity growth in the U.S. economy
have drastically declined." Furthermore, future growth in productivity will
depend less on technological progress because the nation has slackened its re-
search efforts and because such factors as environmentalism and energy shortages
will hamper the diffusion of new technologies.10

Boskin, Michael; Gertler, Mark; and Taylor, Charles; "The Impact of Infation on
U.S. Productivity and International Competitiveness," in the Executive Summary of the
NPA Committee on Changing International Realities.

I Dresdner Bank: Economic Quarterly, November 1980. p. 1.
st This allocation of productivity growth among various sources includes several adapta-

tions of Kendrick's analysis: (1) Changes in labor characteristics includes the contribu-
tions from changes In quality of land, and the measure Kendrick defines as "actiial/
potential efficiency and n.e.c."; and (2) "Intensity of demand", as defined by Kendrick, is
a component of resource reallocations.

87 Derived from Table 4 in Kendrick. John; "Productivity Trends and the Recent
Slowdown : Historical Perspective, Casual Factors and Policy Options." op.cit.

Kendrick. John: "Sourees of the Productivity Slowdown" in The New York Stock
Exchange; Reaching a Higher Standard of Living, January 1979, p. 14.

5Boretsky, Michael; "The Role of Innovation" in Challenge, November/December 1980,

10 IBID.
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But there are other contributors to the productivity slowdown, Including cur-
rent American management practices. Too many of today's managers place a
premium on short-term benefits, often at the expense of long-term planning; pur-
sue imitative rather than innovative product development; and eschew manu-
facturing process development by focusing only on changes in the final product
itself. These characteristics result, in part, from the rapid change taking place
within top management from backgrounds favoring production experience, to the
present heavy emphasis on legal or financial career people.'

M. SUGGESTED SOLUTIONS

Solving the productivity crisis will demand a multi-faceted approach on the
part of government. business and labor. Each will have a part to play, sharing
the benefits of success or suffering the heavy costs of failure. Washington's role
will be to bring about a new economic climate, whereby business and labor will
have the incentives necessary to increase their efficiency. The government can do
this by reducing inflation, and restructuring the tax system to encourage savings,
investment and R&D.

In an inflationary environment, encouraging necessary increases in savings
and investment will be extremely difficult, if not impossible. Inflation erodes the
incentive to work, increases the marginal level of taxation, discourages savings
on the part of households, reduces real rates of return for lenders, and increases
effective corporate tax rates. "For all these reasons, inflation and present income
tax laws penalize capital holders and reduce the financial returns on invest-
ment . . . increasing the real before-tax rate of return required to make new in-
vestment profitable." Therefore, the first step toward reversing the decline in U.S.
productivity should be reducing the rate of inflation. To do this without serious
disruptions in employment and output, we must:

Lower government expenditures to 20% or less of GNP. Efforts to simply
cut taxes. as in the Kemp-Roth proposal and other supply-side theories, may
be plausible, but must be accompanied by reductions in spending and a bal-
anced budget to avoid inflationary pressures;

Reduce monetary growth to a rate sufficient to accommodate the economy's
real growth;

Overhaul government regulation by requiring "direct and predictable"
consequences of new regulatory legislation and curtailing the power of regu-
lators. Consideration should also be given to adoption of a regulatory budget;
and

Make the public, Industry, and government aware of the need for produc-
tivity improvements, if we are to substantially reduce inflation.

In addition, we must consider the following measures to reduce the economic
distortions caused hy inflation:

Indexing of tax rates, to prevent increases in individual tax rates as a re-
sult of inflation. This would not only maintain work incentives, but also pre-
vent government from obtaining revenue increases due to Inflation's impact
on the tax structure.

Taxing only the real return on stocks and bonds. This would stimulate
activity in the capital markets, releasing more resources for investment and
R&D.

Reducing (or removing altogether) government restrictions on Interest
paid to passbook savers. This would stimulate savings.

These changes will require alterations in present tax legislation, but compre-
hensive tax reform could also be fashioned to directly stimulate productivity, as
well. Tax reform should include lower tax rates for savings related income, the
elimination of double taxation of dividends, lower tax rates on capital gains,
higher investment tax credits, accelerated depreciation of equipment and facili-
ties, tax credits for R&D spending and exports, and a consumption tax to correct
the policy tilt favoring consumption over investment and to offset revenue lost by
reform. Furthermore, shortages of trained personnel, particularly in research and
engineering, could be allevated through tax credits for private manpower training
programs and expansion of vocational/technical education programs.

"Hayes. Robert H. and Abernathy, William J.; "Managing Onr Way to Economic
Decline." in the Harvard Business Review, July/August 1980, pp. 67-77.

" Boskin, et al: "The Impact of Inflation on U.S. Productivity and International Com-
petitiveness," op.cit., p. 3.
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Texas Instruments recently sponsored a study by Data Resources Incorporated
to design a tax mix that would have the most significant impact on the economy.
The study concluded that:

The investment taz credit should be increased to about 25 percent, from the
current 10 percent rate.' This is preferable to the 10-5-3 capital recovery plan
because it is more favorable in both cash flow and profits after tax."

A 20 percent taT credit for industrial R&D should be enacted to give U.S. manu-
facturing firms the needed leverage to raise R&D expenditures above their current
level of 1.5 percent of sales, at the cost of only a small deterioration in after-tax
profit margins."

As a result of both policies, the annual rate of productivity growth would rise
to 1.5 percent in the mid-1980s and 2 percent in the 1990s. Real GNP growth would
rise to 3.3 percent, which is 1.2 percentage points above current trends, and the
rate of inflation would fall 3 percentage points in the 1990s."'

Other policy directions and formats should also be considered to encourage
R&D. The importance of universities and colleges in the context of the national
R&D effort should be emphasized, since they account for over one-half of basic
(as opposed to applied) research performed in the U.S. They also represent the
primary source of future scientists, engineers, and new technically-oriented brain-
power required to spur innovation.' The fact that less than 4 percent of U.S.
Government financed R&D goes toward the general advancement of knowledge,
compared to over 20 percent in the U.K. and France, and over half in Germany
and Japan, suggests that more resources should be devoted to this priority in the
U.S.T 8

There are encouraging signs in Washington that these types of measures will
be given serious consideration in the new Administration and the 97th Congress.
For example, Senator Danforths R&D tax credit bill (S2906), giving a 25 per-
cent tax credit on all R&D expenditures over and above the average of the pre-
ceding three years, is a step in the right direction. But it may not go far enough,
and should it fail to.produce dramatic results, Congress may be less willing to
further spur R&D expenditures in the future.

Under no circumstances, however, should the government become more directly
involved in the economic decision-making of the private sector. Neither incentives
targeted at particular industries, nor national economic planning would be desir-
able policies to pursue. No governmental planning system yet devised anywhere
has proven more efficient at "identifying winners" or allocating resources than
the free market. What is needed in Washington is a longer-range outlook and

-the establishment of coherent and attainable goals to guide the formulation of
national policy. To encourage the development of a long-range viewpoint among
our political leaders, the terms of Congressmen and the President should be
lengthened, with the Chief Executive limited to one term. Longer terms of service
and higher salaries would attract better people and diminish the demands of re-
election campaigning on the time of public servants.

Consideration should also be given to the establishment of a Board for Na-
tional Goals, with status similar to that of the Federal Reserve Board, but with
no independent power of implementation. The members of the board, whose ten-
ures would extend beyond normal political terms, would include ex-presidents,
ex-congressmen, ex-cabinet members, and representatives from business, labor
and the general public. Its charter would be to formulate, for the consideration
of the President, Congress and the public, a set of national goals by initiating
public debate and generating a national consensus.

Business and labor, however, need not wait for Washington to begin reinvigo-
rating their own productivity. For in the end. it will be the private sector which
will have to do the job. The experiences and philosophy of Texas Instruments
may be instructive in this regard. At TI, we believe that labor/management re-

* lations are the key to improving productivity and can be facilitated by involving

1Texas Instruments and Data Resources. Inc.. Ta: Policy Study, February 1990.
of Shepherd Mark: "The U.S. Corporation Within the Competitive Environment," ad-

dress at Harvard University. April 25. 1980. p. 3.
1 Texas Instruments et al; Tax Policyj Study, op.cit.
*TBID).

'
1
National Science Foundatlon. National Patterns of R&D Resources, 1953-1978/79,

October 1978, p. 1.
I Organiatlon for Economic Cooperation and Development, Technical Change and Eco-

notnic Policy, 1980, p. 37.
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people to the greatest possible extent in the planning and controlling, and not
just the doing, of their work. This is backed up by recognition, training and reg-
ular attitude surveys.

Success Sharing should also be an integral part of any program to facilitate
labor/management relations and increase productivity. This involves providing
each employee with the opportunity to earn a "piece of the action." It's Success
Sharing Program ties productivity improvements, plus growth in net sales billed
and profit, to Profit Sharing and, in turn, to the total estate programs for In-
dividual TIers. These financial incentives create the environment in which per-
sons are motivated to participate in the achievement of their organization's
goals through the pursuit of their own.

Management planning is another integral part of institutional success. TI man-
agers, from the top on down, are responsible for the development of clearly de-
fined objectives, employing strataqics and tactics. Strategies define the innovations
that are necessary to support TI's objectives and are intermediate in range.
Tactics, in the form of Tactical Action Programs (TAPs), set forth quantitative
goals in detail and are used to justify current resource allocations. TAPs are
typically from one to two years in length.

And finally, labor itself can take steps to improve its productivity by eliminat-
ing the historic remnants of feather-bedding and inflationary union contract de-
mands.19 Otherwise. any effort to improve productivity for the benefit of all will
end on the shop floor.

IV. CONCLUsION

The productivity crisis is potentially the most serious long-term problem we
face. The U.S. cannot hope to make significant progress on other fronts-reduc-
ing inflation, restoring economic growth, regaining energy independence, reducing.
our trade deficit, or stabilizing the dollar-unless it reinvigorates the efficiency of
its production base. Recognizing this, we must also recognize that we cannot
achieve substantial change overnight. It will take time to reverse trends fifteen
or twenty years in the making. But the longer we delay in taking the necessary
action, the longer we postpone a brighter future for the nation and its people.

19 Boretsky, "The Role of Innovation," op.clt., p. 15.
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Figure 1

U.S. Share of World Exports Declines

During the past two decades, the U.S. has
endured a series of economic and political
shocks that have disrupted the post-war period
of stable economic expansion at home, and eroded
our prestige abroad.

One of the zost visible symptom of this
decline has been the steady decrease in the U.S.
share of major world markets (Figure 1). Since
1960, our proportion of free world exports has
dropped from 18.2% to only 12.1% in 1979. In
the same period, Germany's share has increased
from 10.1% to 11.5% and Japan's share has almost
doubled, rising from 3.6% to 6.9%.

Despite the fact that U.S. absolute unit
labor costs are the lowest among major
industrialized countries, we have not been
able to take advantage of it

1
. Losses in the

U.S. share of exports have not been limited to
one or two items, but frequently have been
across the board.

During the 1970s, for example, our share
of Japan's major import markets dropped in
several important categories, despite a 64%
appreciation of the yen against the dollar

2
.

Simultaneously, U.S. imports have risen
dramatically, reflecting the postwar economic
resurgence of other industrial countries, the
rise of the advanced developing nations and
OPEC3,

1: See note 1 in Appendix.
2: See note 2 in Appendix.
3: See note 3 in Appendix.
4: See note 4 in Appendix.

U.S. Challenge: Solve Own Problems

As U.S. trade deficits have grown, we
have searched for convenient scapegoats. Japan,
which in the post-war years rapidly has become
our most formidable competitor, seems an ideal
target.

But we cannot expect Japan or Cermany or
any other country to give up fairly gained
advantages. Our challenge is to learn how to
compete more effectively by solving our own
problems and developing our own advantages.

Steps to Increase U.S. Comnetitiveness

To meet this challenge, the U.S. should
take several important steps:

-- Control inflation,

-- Reinvigorate productivity and investment,
and

-- Encourage exports.

Steps To Control Inflation

To lower the rate of inflation without
serious disruptions of employment and output
requires a gradual unwinding of the wage-price
spiral. The recession we are entering may
temporarily push inflation down to 10%, but this
is not a very ambitious goal. A deep recession
could force inflation lower, but the costs would
be severe

4
. And even then, the basic causes of

inflation would remain untouched. But we could
improve the odds of returning to a stable 2%
inflation rate by the end of the century through
a broad-based approach using the frequently
recomnnended but as yet untried remedies at our
disposal (Figure 2):

Figure 2

TO CONTROL INFLATION

* LIMIT GOVERNMENT SPENDING

* REDUCE GROWTH OF MONEY SUPPLY

* CURTAIL GOVERNMENT REGULATION

* TILTTAX POUCYTO ENCOURAGE INVESTMENT

* EMPHASIZE IMPORTANCE OF PRODUCTIVITY GAINS
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-- The first step is to lower government
expenditures, at all levels. The growth of
spending by the federal government should
be held below that of GNP, to reduce
gradualy its share of GNP to 20% or less
from its projected 22.5% in fiscal 19815.

-- Monetary growth should be reduced gradually
to a rate sufficient to accomodate the
potential real growth of the economy.

-- Government regulation should be overhauled.
Both the language and the interpretation of
regulatory legislation must lead to -direct
and predictable" consequences, and the
power of regulators curtailed either
through more specific legislative language
or Congressional veto. Such control could
also be achieved through adoption of a
regulatory budget

6
that would compel

legislators to recognize that a dollar
spent in the pursuit of one objective is a
dollar withdrawn from satisfying another
objective.

-- Congress must correct the tilt in tax
policies that encourage consumption and
discourage investment. Interest paid is
tax deductible, interest earned is taxed
and usually at the highest applicable
marginal rate. Studies for basic tax
reform should include lower tax rates for
saving3-related income, the elimination of
double taxation of dividends, still lower
tax rates on capital gains, higher
investment tax credits, accelerated
depreciation of equipment and facilities
and the introduction of tax credits for R&D
spending and exports. Consideration should
be given to a consumption tax, which would
serve both as a correction to the tax
policy tilt and as an offset to tax
revenues lost through reform

7
.

-- Finally, we should strive continuously to
make the public, industry and government at
all levels aware that productivity gains
are absolutely essential to our efforts to
reduce inflationary pressures at home, as
well as to remain competitive in the world
marketplace.

5: See note 5 in Appendix.
6: See note 6 in Appendix.
7: See note 7 in Appendix.
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Figure 3

R&D Best Investment for Productivity

Gains in productivity follow increases in
capital investment. However, in order to obtain
step-function increases in productivity, the
accumulation of capital in the form of facilities
and equipment should be accompanied by more
research and development to increase the
effectiveness of capital investment, generating
more efficient manufacturing processes and
creating new products.

According to findings by John Kendrick of
George Washington University, about 40% of
productivity increases in the U.S. during the
past 50 years can be attributed to advances in
technological innovation driven by R&D spending
(Figure 3). By contrast, only 15% is attributable
to conventional capital usage

8
,

This does not diminish the importance of
capital outlays. They create the new capacity
essential to a growing economy, and it is through
new equipment and facilities that more advanced
technology is injected into the production and
distribution streams of the economy.

Kendrick's studies do imply, however,
that the impact on productivity of a dollar spent
for R&D can be several times greater than that of
a dollar invested in conventional fixed capital.
Yet, as a nation, we have been decreasing the
portion of our GNP invested in R&D9

8: See note 8 in Appendix.
9: See note 9 in Appendix.
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Need Greater Investment Tax Credit

The reversal of this trend is essential
to our international competitive position. But
to do so requires some adjustment. For example,
lower debt-equity ratios in the U.S. vs. Japan
require a higher after-tax profit margin to meet
U.S. stockholder's expectations

1 0
. Conversely,

Japanese firms, with higher debt-equity ratios
and less concern for current profits are better
positioned to emphasize long-term R&D projects.
The key to offsetting this advantage is a U.S.
R&D tax credit more liberal than Japan's

1
i.

Texas Instruments recently sponsored a
study to design a tax mix intended to spur
productivity growth while reducing inflation.
The study, prepared by DRI, concluded that the
investment tax credit should be increased to
about 25%, from the current 10% rate. And that
a 20% tax credit on industrial R&D expenditures
should be enacted

1 2
.

A 25% investment tax credit with current
depreciation methods is preferred over the
10-5-3 capital recovery plan because it is
more favorable in both cash flow and profits
after tax

1 3
,

The R&D tax credit, in turn, would give
U.S. manufacturing firms the needed leverage to
raise R&D expenditures above their current level
of 1.5% of sales, at the cost of only a small
deterioration in after-tax profit marginsl4. It
should be noted, however, that this potential
expansion of R&D could be constrained by a
relative shortage of technical graduates in the
coming decade.

As a result of both policies, the annual
rate of productivity growth would rise to 1.5%
in the mid-1980s and 2% in the 199

0
s (Figure 4).

This is 1.5 percentage points above the current
trend of 0.5% per year. Real GNP growth would
rise to 3.3%, which is 1.2 percentage points
above trend, and the rate of inflation would be
cut to 7.4% in the 1980s and 5.1% in the 19908.

There undoubtedly are broader mixes of
tax measures that will produce similar, or even
superior, results and these studies should be
undertaken even though they may require more
computing power than has so far been applied to
econometric models.

10: See note 10 in Appendix.
11: See note 11 in Appendix.
12: See note 12 in Appendix.
13: See note 13 in Appendix.
14: See note 14 in Appendix.
15: See note 15 in Appendix.
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Figure 4

Economic models are not infallible. But
models do provide a valuable framework for
evaluating existing trends and can be used as
guides for actions now to move in a desired
direction in the future.

Encourage Exports

Reducing inflation and spurring
productivity will improve our ability to compete
overseas but we also need to encourage exports.
Our elected policy makers should (Figure 5):
-- Eliminate the disincentives to export

1 5
,

-- Change our control efforts to focus on
critical technologies rather than on
products, which will permit us to protect
our National Security without strangling
exports.

-- And stress the development of a national
export orientation similar to that in other
export oriented nations.

Figure 5
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Because our market is so large, U.S.
businesses do not reel compelled to export, and
those that do, often do not have the same
commitment to quality as their competitors. But
we need to jar our economy into the national
need to export. We must put money in the
pockets of exporters now in response to good
performance.

The simplest approach could be to
eliminate taxation on the 50% of export income
classified as foreign souroe incomel6.

A more subtle approach would be to modify
the investment tax credit to permit additional
credits for investment in qualified assets for
firms that increase their exports. The impact
of this change would be to stimulate investment
and exports - both highly beneficial to the
U.S. economy

1 7
.

U.S. financing of foreign purchases of
our goods and services should be revised to
compete more fully with those of other nations.
As the number of potential suppliers for a given
product increases, the availability of
attractive financing will become more important
as a factor in the final sale

0
8.

Some of these proposals will be
challenged under the General Agreement in
Tariffs and Trade (GATT), or the Multilateral
Trade Negotiations (MTN) agreements.

These incentives are not substantially
different from incentives provided by our major
trading partners, particularly if we refuse to
accept the strained distinction between the
rebate of value-added and other consumption
taxes on exports, versus the reduction of income
taxes on exports

1 9
.

Forces Behind Electronic Technology Growth

The Federal Government can bring about
a better business climate and provide a
framework conducive to a free market economy.
But it still will be up to the private sector
to take advantage of that environment to improve
its performance.

The electronics industry provides one
example of an extremely competitive market where
the U.S. retains worldwide leadership. Its
growth can be traced directly to technological
innovation originating in the semiconductor
industry and driving three distinct, yet
interrelated factors. They are:

-- Cost reductions,
-- Increased circuit sophistication, and
_ Improvements in reliability.

LOWER USER COST THROUGH
GREATER PRODUCT COMPLEXITY

rook (AEG = Active Element Group)

Figure 6

Learning Curve Lowers Cost per AEG

The curves in Figure 6 plot trends in
greater product complexity and cost reductions
per active element group, or AEG, a unit of
measure used to compare the complexity of
dissimilar devices that perform similar
functions. One AEG roughly equals one
transistor with the associated passive
components, or one logic gate or memory bit
in an integrated circuit.

The manufacturing costs of an AEG have
been reduced by 35% each time volume has
doubled, so that the function performed by a 67
transistor in 1960 can be performed for less
than one cent today.

The reason for the decline in the average
cost of an active element group is the ability
to construct more and more of them on a single
chip of silicon. Since 1960, there has been an
increase of about four orders-of-magnitude
in AEGs per chip for state-of-the-art integrated
circuits.

At the beginning of the 1960s, small-scale
integration (SSI), was characterized by a
maximum of 12 transistors on a single silicon
chip. We since have moved into the era of
large-scale integration (LSI). And we are now
on the verge of very-large-scale integration
(VLSI), with 100,000 or more AEGs placed on that
same small chip.

16: See note 16 in Appendix.
17: See note 17 in Appendix.
1t: See note 18 in Appendix.
19: See note 19 in Appendix.
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Figure 7

Semiconductor Device Complexity Grows

In Figure 7, the four-inch silicon wafer
at left contains approximately 600 chips. Each
chip, shown in the middle photo, is a complete
microcomputer, containing more than 8000 bits of
memory and 6000 transistors. A few of the
transistors are enlarged in the photo on the
right, and the circle indicates the diameter of
a human hair. Note that one AEG can be placed
on the cut end of one strand of hair.

Circuit Reliability Improves

As we have lowered the cost and reduced
the size of an AEG, we simultaneously have
improved its ruggedness and reliability. In
1961, the failure rate of bipolar integrated
circuits was between 7% and 20% per 1000 hours
(Figure 8). Last year we attained a failure
rate of .0012%20. To appreciate what this

Figure 8

means, a television set containing 100 of these
devices, would operate 24 hours a day for 100
years before a circuit failure occurred2l.

TI Corporate Philosophy

Technology alone cannot guarantee the
success of an industry or a company. Technology
must be managed correctly to become an
innovation. At TI, we have attempted to do
this by developing understandable and well-
communicated management philosophies and
strategies.

No company can long survive, let alone
prosper, if it has not formulated some view of
its role in the business community and society
at large. Texas Instruments exists to create,
make and market useful products and services to
satisfy the needs of our customers throughout
the world. Our ability to meet those demands is
determined by our innovative skills and measured
by our profit. But that profit is not an
inherent right. We are permitted to operate by
the societies we serve and any profit we do make
is our incentive as well as our reward for doing
our job well. Society will pass judgment on our
value. If we do not meet genuine needs we will
not make a profit and we will cease to exist.

TI's Business Obieotives

Having established a basic philosophy,
management must develop a "Corporate Objective."
It must define what is right and what is wrong
for the corporation and insist on holding to
that definition, even when no applicable law
exists.

Beyond an ethical framework, the
Corporate Objective oust define the
corporation's goals, such as the types of
businesses it wishes to operate, their location,
profit and growth objectives, and the direction
of its expansion -- internal, by merger or by
joint venture. When these objectives have been
agreed upon, adequate planning and control
systems must be wrapped around them.

At TI, we have tried to encourage such an
orientation through our Objectives, Strategies
and Tactics (OST) management system. The OST
System may be visualized as a pyramid
(Figure 9). The capstone is the long-range
Coroorate Oblective, supported by nine business
objectives and 62 strategies.

Strategies define the innovations that
are necessary to support the objective and tend
to be intermediate range. Tactics, in the form
of Tactical Action Programs (TAPs), set forth
quantitative goals in detail and ore used to
justify present resource allocations. TAPs have
relatively short lifetimes, typically from one
to two years.

FAILURE RATE
OF TI'S BIPOLAR INTEGRATED CIRCUITS

(At 55' C per 1000 Hours)

1961 1972 1975 1979
7-20% 0.01-0.06% 0.0075% 0.0012%
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The second of the interlocking programs
is People Involvement. TI's company-wide People
Effectiveness Program is based on involving
TIers to the greatest possible extent in the
planning and controlling, and not just the
doing, of their work. This is backed up by
recognition, training, and regular attitude
surveys.

Success Sharing is the final link in the
Interlocking Strategies chain, and this involves
providing each employee with the opportunity to
earn a -piece of the action." TI's Success
Sharing Program ties productivity improvements,
plus growth in net sales billed and profit, to
Profit Sharing and, in turn, to the total estate
programs for individual TIers. These financial
incentives create the environment in which
persons are motivated to participate in the
achievement of their organization's goals
through the pursuit of their own.

Figure 9

By clearly separating 'strategic" expense
from "operating" expense, the OST system allows
us to prepare for tomorrow by focusing on our
long-term goals.

How TI Improves Productivity

At TI, we pursue productivity
improvements through:

TI 's Interlocking Strategies

TI's growth is based on product
innovation followed by productivity increases,
generated by moving from point A to point B in
Figure 10. Market share is increased by the
more aggressive pricing policies that result
from more efficient use of people and assets.
One of the keys to the growth strategy is our
Design-to-Cost program. By making cost a primary
design specification, and reductions in that
cost a major goal, one can create demands for
constant cost-reducing innovations in the
product and the manufacturing process, which in
turn, fuels greater growth.

Figure 10

-_ People Involvement,

-- Automation,

- Product desigon and

__ Distributed computing.

Team Improvement is Productivity Aid

One of our more effective approaches is
our Team Improvement Program. TI employees meet
frequently in teams to discuss and implement
more productive ways of doing their jobs. Each
team may develop several different tools and
techniques for improving productivity, and when
these are added to the thousands of other
seemingly mundane improvements made by other
teams they can make an enormous contribution to
overall productivity.

As an everyday example: at the TI
facility in Kuala Lumpur, Malaysia, a people
involvement team re-examined the method for
producing plastic integrated circuits. Defective
ICS were coming off their production lines at a
rate close to 0.2S, leading to the rejection of
a great many completed circuits. In the second
quarter, the team members set an error rate goal
of 0.01%, to be attained within a year.
(Figure 11)

TI'S INTERLOCKING STRATEGIES
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0 This definition includes both design-to-cost
and redesign as technology allows.
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Figure 1 1

All the operators of the production
equipment were responsible for testing and
diagnosing the circuits in their line, while
additional quality control procedures were
assigned to selected persons. Nine months
later, they were ahead of schedule and well on
their way to the target they had set for
themselves.

This achievement illustrates what we have
seen repeated so often when team improvement
efforts get started. Team members will set what
they feel are challenging but realistic goals,
and when a program gets rolling, they find that
they are exceeding their goals. This is
something that is unlikely to happen if the
goals are set for the team rather than by the
team. Giving people the opportunity to tap
their own resources is what we mean when we talk
about improving people effectiveness.

Robot Increases Productivity

As we have lowered the cost of memory and
logic, we have made possible the automation of
ever sore complicated applications. We are just
beginning to realize that this era of
"computational plenty" is pushing us closer to
the threshold of implementing elementary
portions of human thought processes with
hardware and software systems.

For example, in the Visual-Aided
Manufacturing program at Texas Instruments we
have increased productivity manyfold in the
testing of calculators, using the computer-
controlled robot shown in Figure 12. A TI
minicomputer operates four arms, each of which
fills four slots containing independent test
heads. Once a calculator is in its slot, the
minicomputer activates probes that perform

complete functional tests by pushing the
calculator's buttons and "reading" its display
to check for accuracy in the calculator
read-out. It is the intelligence kernel
mentioned above that will make Visual-Aided
Manufacturing, along with other electronic
applications, a major contributor to increased
efficiency in the not-too-distant future.

Design Increases Productivity

Productivity also can be increased by
improving the technology employed within the
product itself through R&D.

An example of this is provided by our
handheld calculators. The TI-2500 produced in
1974 contained a total of 119 parts, of which 82
were electronic (Figure 13). By 1976, the
TI-1200, which succeeded the TI-2500, had a
total of 22 parts, of which only two were

Figure 13

COST REDUCTION OF THE
HANDHELD CONSUMER CALCULATOR

TI-2500, 1974 TI-1200.1976 TI-1030. 1978
_____iN
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electronic. The Model TI-1030, introduced in
1978, further reduced the total parts count to
15. Over this same time period, the suggested
retail price of the calculator was reduced from
$69.95 to $17.

Fingertip Computer Power

The semiconductor developments we have
discussed have made possible distributed
computing, which mans putting computer power at
every employee's fingertips.

Texas Instruments has the beginnings of
an international Information-sharing system,
which currently has more than 140 network-
connected distributed computers.

To give us a rough measure of the
penetration of computers into TIms operations,
we count each personal programmable calculator
as one module, each computer terminal as one
module, and each minicomputer as one module of
computing power. At present, if we add the
12,000 programmable calculators to about 8300
terminals and 8000 minicomputers in use within
TI, we average 1.4 modules of distributed
computing power per exempt employee. Overall,
we average one module for every three employees,
many of whom are not directly involved in the
manufacturing of our products.

This has been a significant factor in
TI's productivity performance, indicating that
services, as well as manufacturing enterprises,
can improve their efficiency dramatically
through the use of electronics.

Corporate Overhead Percentage Reduced

For example, the curve in Figure 14
demonstrates that, since 1966 we have been able
to reduce general and administration (C&A)
expense as a percentage of net sales billed
(NSB), along an 86% slope. That is, in
nonproduct-related operations closely resembling
those of service industries, each tine we have
doubled our cumulative NSB since 1966, we have
achieved a 14% decrease in corporate overhead
costs as a percentage of NSB.

These productivity gains parallel the
increasing penetration of electronic equipment
within corporate operations. Similar
improvements can be made in all types of service
industries, from grocery stores to Moving
companies.

The popular view is that because services
are "people-oriented," not "product-oriented,"
they never can be efficient; that their nature
is such we are doomed to its consequence: a
perpetual drag on productivity growth, with
little prospect for improvement.

8
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Figure 14

But, as in manufacturing, innovation is
the key to increased productivity, and for many
service companies, electronic systems will be
the answer.

CONCLUSION: Establish National Objectives

As a nation, we cannot hope to "muddle
through" our present problems as we have
sometimes done in the past. The U.S. must
develop a set of coherent and attainable
national objectives that will stand for at least
a decade, perhaps a generation. The dilemma is
how to accomplish this without falling into the
trap of national planning.

One way could be through the
establishment of a Board for National
Objectives, with status similar to that of the
Fed, but with no independent power of
implementation. The members of the board,
whose tenures would extend beyond normal
political terms, would include ex-Presidents,
ex-Congressmen, ex-Cabinet Members and
representatives from business, labor and the
general public. Its charter would be to
formulate, for the consideration of the
President, Congress and the public, a set of
national objectives by initiating public debate
and generating a national consensus.

To encourage the development of a
long-range viewpoint among our political
leaders, the terms of Congressmen and the
President should be lengthened, with the Chief
Executive limited to one term. Longer terms of
service and higher salaries would attract better
people, and diminish the demands of re-election
campaigning on the time of public servants.

An intensive educational thrust will be
necessary if we hope to reverse present trends
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successfully. Emphasis nust be placed on
technical and vocational skills and retraining
for those whose capabilities are being overtaken
by rapid technological change. In addition,
knowledge concerning the free enterprise system
and the many key issues to be resolved is at
such a level that the public is simply not
equipped to make the difficult choices.

The people in this country have the
ability to understand the key issues, the guts
to make hard, intelligent decisions, and the
power to implement them through the ballot box.
But, they must have the facts underlying these
issues, and some options to consider, before
they can do so.

Certainly the times are changing; but a
strong undercurrent of the old, unchanging
American values is still with us:

-- There is no lack of spirit, of goodness,
of patriotism;

-- The work ethic has not been abandoned,
although leadership is in short supply;

__ And above all, the high value placed upon
freedom, at home as well as abroad, remains
unaltered.

These underlying values always have been
and still are the foundations of American
society. But, we need another ingredient: a
governmental framework that does not smother the
American dream.

The ability to deliver on the promise of
prosperity must be maintained, for the bottom
line is that real economic growth is the glue
holding us together. If economic growth slows
precipitously -- the glue begins to dissolve,
and so does our society.



201

NOTE 1 Appendix

Derivation of Absolute Unit Labor Costs

Comparative absolute unit labor costs for the manufacturing
sectors of the six major industrialized nations were derived by the
Economic Analysis department of Texas Instruments. A prerequisite
series, absolute hourly compensation, was developed for each country
by combining the absolute U.S. dollar compensation level in 1970 with
subsequent annual rates of change in the country's index of hourly
compensation in U.S. dollars (Table I). For ease of comparison, all
annual country values were expressed as percentages of the U.S. value
in the same year.

The absolute labor productivity series was developed utilizing
a more extended methodology (Table II). A base was established by
calculating each of the six major nation's percentage share of their
combined manufacturing output in 1970, expressed in U.S. dollars at
average period exchange rates. Ratios representing relative levels
of absolute productivity were then calculated by dividing the output
shares by comparable 1970 relative shares of combined manufacturing
employment, each adjusted for variatiqns in average hours worked per
week. The number of weeks worked per year was assumed to be the same
for all countries.

Values for 1971 were developed by multiplying the 1970 derived
values of absolute productivity by: 1) the ratio of the 1971 index
of manufacturing output per man-hour to that of 1970, 2) the ratio
of the 1970 period average exchange rate to that of 1971, and 3) the
ratio of the 1971 index of wholesale prices, manufactured goods, to
that of 1970, for a given foreign country, divided by the comparable
ratio for the U.S. The exchange rate adjustment is an attempt to
reduce the overstatement or understatement of dollar output values
that can be attributed to inflation differentials. Values for all
subsequent years were developed with an iterative process using the
same procedure. Again, for ease of comparison, all annual country
values were expressed as percentages of the U.S. value in the same
year.

Finally, absolute unit labor costs (Table III) were derived by
dividing the elements of absolute hourly compensation (Table I), by
the comparable elements of absolute productivity (Table II).

73-057 0 - 81 - 16
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Table I

Relative Levels of Absolute.Hourly Compensation in Manufacturing
(U.S. Value = 100)

U.S. Germany France U.K. Italy Japan

1970 100.0
71 100.0
72 100.0
73 100.0
74 100.0
75 100.0
76 100.0
77 100 0
78 100.0

46.8
52.3
60.5
77.2
83.0
88.1
85.2
93.3

107.0

.41.8
44.0
50.8
61.9
62.3
74.9
71.0
72.8
82.7

33.5 42.4
36.8 46.6
40.1 53.7
40.7 63.6
44.1 64.4
48.6 74.0
42.7 64.3
41.8 66.2
48.8 72.4

22.6
25.2
31.5
40.0
44.4
45.7
45.7
50.4
62.8

Table II

Relative Levels of Absolute Productivity in Manufacturing
(U.S. Value = 100)

U.S. Germany France U.K. Italy

1970 100.0
71 100.0
72 100.0
73 100.0
74 100.0
75 100.0
76 100.0
77 100.0
78 100.0

48.o
50.3
54.9
65.9
72.6
70.6
69.3
74.4
83.2

51.6
51.0
57.1
69.5
75.7
70.6
67.7
66.6
73.4

29.8 32.5
31.6 32.1
33.7 34.8
33.1 40.0
34.3 48.9
33.3 43.2
29.8 41.4
31.2 42.1
35.3 44.9

Japan

35.8
34.4
39.7
50.7
53.5
44.1
45.5
48.9
61.3

Table III

Relative Levels of Absolute Unit Labor Costs in Manufacturing
(U.S. Value = 100)

U.S. Germany France U.K. Italy Japan

1970 100.0
71 100.0
72 100.0
73 100.0
74 100.0
75 100.0
76 100.0
77 100.0
78 100.0

97.5
103.9
110.2
117.1
114.5
124.8
123.0
125.4
128.6

80.9 112.4 130.4 63.0
86.2 116.3 145.5 73.4
88.9 119.0 154.0 79.3
89.0 123.1 159.1 79.0
82.3 128.5 131.7 82.9

106.0 145.8 171.1 103.7
105.0 143.3 155.3 100.4
109.4 133.9 157.3 103.0
112.7 138.1 161.2 102.6
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NOTE 2

U.S. SHAREOF SELECTED JAPANESE
IMPORT MARKETS

% 0 average 68-70 %
75 . E average 78-79 75

61 .0
58.0

50 ~~~~~45.8 5
41.2F-

25 25 24.9

0
Nnhfnrv r- .,-,

Coal

MANUFACTURES BASIC MATERIALS

Source: U.S. Department of Commerce and the Japanese Trade Organization (JETRO)
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NOTE 3

Volume of Total Imports
Awerag. A I (Annual % change, 1970-78)

S Groth
8 r

Sou...: INTERNATIONAL ECONOMIC INDICATORS. U.S. DEPARTHENT OF CONMMERCE

Industrial Countries

Oil Exporters

Other LDCs

U.S. IMPORTS BY ORIGIN
(billions)

1970 1972 PS

$28,868 $40,202 $6(

1,657 2,707 11

9,441 12,498 21

174 1976 1978

),084 $66,297 $96,701

5,116 26,618 32,350

5,161 30,251 43,983

Source: Direction of Trade Yearbook, 1979. International Monetary
Fund
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NOTE 4

Summary of a Study by Data Resources, Inc., on
The Costs of Quick Inflation Reduction

The slowdown in the economy required to eliminate a good
portion of the U.S. inflation on a sustained basis would be extremely
large. Indeed, the values of policy instruments necessary to bring
such a reduction of inflation simply are not feasible.

In the simulations with the optimal control procedures,
reductions in real government expenditures ranging from $45 to $90
billion dollars late this year and in 1981 would be required to bring
the rate of inflation down by 2.5 percentage points in 1985:4
compared to DRI's current forecast. The tremendous reduction in
government expenditures would bring unemployment rates of 13 to 15%,
if applied. This kind of policy is simply not feasible in the current
U.S. economy and therefore one must conclude that the inflation
reduction desired could not be achieved through investment tax
credits and reduced government spending in the time span analyzed.
The major reason is an 8 to 9% core inflation rate, primarily wage
rises in excess of productivity still in the U.S. economy during
1985.

Source: Allen Sinai, DRI.

NOTE 5

The 22.5% figure includes budget plus off-budget entities.

Source: "1981 Budget Revisions," Office of Management and Budget,
Washington, D.C.
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NOTE 6

Regulatory Budget

The current regulatory process fails to recognize that the
goals of regulatory programs must be balanced rationally with other
national objectives. During the past year, the Joint Economic
Committee held hearings to examine how enactment of a regulatory
budget could improve the regulatory process and cut unnecessary
regulatory costs. As envisioned, the regulatory budget would require
Congress to set absolute limits, for a given time period, on the
increase in expenditures by the private sector (or by governmental
units) required to bring products or procedures into compliance with
federal regulations.

Source: Adapted from Plugging in the Supply Side, Joint Economic
Report, 1980, Congress of the U.S., Senate Report No.
96-618.

NOTE 7

A Consumption Tax

A consumption-based tax frequently discussed for adoption in
the United States is the consumption-VAT (Value-Added-Tax). A
consumptiontype VAT, used by the Common Market countries, allows tax
paid on capital assets to be deducted at the time of purchase against
VAT otherwise payable. Renewed interest has been shown in the VAT as
a way to reduce rapidly increasing social security taxes, encourage
savings and capital formation by reducing corporate and individual
income taxes, and improve the U.S. foreign trade position.

Under the Tax Restructuring Act of 1979, proposed by Chairman Al
Ullman of the House Ways and Means Committee (H.R. 5665), a 10% VAT
would be instituted yielding an estimated $130 billion in 1981 to
offset proposed reductions in personal, corporate, and social
insurance taxes. The Ullman bill would levy lower VAT rates on
food, housing and health care, and would completely exempt exports,
charitable or nonprofit activities, mass transit, and interest, from
taxation.

In the continuing debate on this proposal, consideration should
be given to a coupling of VAT (or other such consumption taxes) with
limitations on government spending, to allay concerns that the
introduction of a new tax into the Federal tax system would
ultimately result in a heavier burden of taxes.
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NOTE 8

Sources of Productivity Growth

The following breakdown is based on an adaptation of John
Kendrick's analyses of the sources of U.S. productivity growth from
1929 to 1978:

Sources of Productivity Growth Percentage Percent
1929 - 1978 Point of

Contribution Total

1. Changes in Labor Quality
(*includes age-sex composition, 0.30 12%
education and training, health,
changes in quality of land, and
actual/potential labor efficiency
and not elsewhere classified.)

2. Changes in Capital per Worker
('capital/labor substitution) 0.37 15

3. Improved Allocation of Resources
(*includes intensity of demand) 0.52 20

4. Economies of Scale 0.34 13
5. Technological Innovation 1.01 40

('advances in knowledge)
6. Net Government Impact 0.00 0

Annual Growth Rate of Productivity 2.54 100%
(*real product per unit of labor)

Source: "Productivity Trends and the Recent Slowdown: Historical
Perspective, Causal Factors, and Policy Options," by John W. Kendrick,
in Contemporary Economic Problems, 1979, American Enterprise Institute.

Similar conclusions emphasizing the dominant role of technological
innovation in spurring productivity gains have also been reached by
Professor R.M. Solow at the Massachusetts Institute of Technology, as
well as by Edward F. Denison at the U.S. Department of Commerce."*

*.John Kendrick's terminology
** "Investment and Technical Progress," R.M. Solow, in K.J. Arrow, S.
Karlin, and P. Suppes, eds., Mathematical Methods in the Social
Sciences, 1959, pp. 89-104, Stanford University Press, Stanford, 1960;
also Economics, Paul A. Samuelson, (Ninth Edition), p. 748, McGraw-Hill
Book Co. Edward Denison's work appears in Accounting for United States
Economic Growth: 1929-69, Brookings Institution, Washington, 1974, and
Accounting for Slower Economic Growth: The United States in the 1970s,
Brookings Institution, Washington, 1979.
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NOTE 9
U.S. Total vs U.S. Industrial R&D

A) Total R&D includes all basic research conducted in
universities, nonprofit institutions, and government labs plus all
industrial R&D.

31

RESEARCH AND DEVELOPMENT EXPENDITURES
AS A PERCENTAGE OF GNP

/ -- - - --- --- ,

U.S.S.R.

WEST
GERMANY
U.S.
JAPAN
FRANCE

2

C I I I I I I I I I I l
1961 1965 1970 1975 1979

B) Industrial R&D includes only private industry R&D and

federally-financed industrial R&D.

1960
1965
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979

Source:

TABLE I
U.S. Industrial R&D as a

Federally Privately

Financed Financed

1.2 0.9
1.1 0.9
0.8 1.0

0.7 1.0

0.7 1.0
0.6 1.0
0.6 1.0

0.6 1.0
0.5 1.0
0.5 1.0
o.6 1.0
0.5 1.0

National Science Foundation

Percent of GNP

Total Industrial

2.1
2.1

1.8
1.7

1.7
1.6
1.6
1.6
1.6
1.6
1.6
1.6
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NOTE 9
Page 2 of 2

C) The definition of R&D corresponds to the following Financial
Accounting Standards Board definition:

Research is planned search or critical investigation
aimed at discovery of new knowledge with the hope that
such knowledge will be useful in developing a new product
or service (hereinafter "product") or a new process or
technique (hereinafter "process") or in bringing about a
significant improvement to an existing product or
process.

Development is the translation of research findings or
other knowledge into a plan or design for a new product
or process or for a significant improvement to an
existing product or process whether intended for sale or
use. It includes the conceptual formulation, design, and
testing of product alternatives, construction of oroto-
lypes, and operation of pilot plants. It does not include
routine or periodic alterations to existing products,
production lines, manufacturing processes, and other
on-going operations even though those alternations may
represent improvements and it does not include market
research or market testing activities.
(FASB; October, 1974)

Although the expensing or capitalizing of R&D expenditures
may have been controversial, TI always charged its internally funded
R&D costs to expense as incurred, and this is now a standard
requirement for all industry under Financial Accounting Standard
Board Rules. Under this definition, the R&D expenditures made by
Texas Instruments were $134 million in 1979, up from $111 million in
the prior year.
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NOTE 10

Differences in Profit Margins: U.S. vs Japan

Average Profit Margins in Manufacturing, 1974-79
(Percent of net sales)

PROFITS PROFITS
Before TAXES After TAXES

United States
Japan

8.6%
1.8

5.3%
0.9

Source: Quarterly Financial Report (U.S.
Yamaichi Research Institute

Federal Trade Commission),

NOTE 11

Differences in R&D Tax Credit Policies: U.S. vs Japan
_ _ _ ._ _ _ _ _ _ _ _ _ _ _ _ ._ _ _ r _ * -

The U.S. has no R&D tax credit policy. Japan has an R&D tax
credit equal to 20 percent of the increase in R&D expenditures in the
taxable year over those of the previous year. The credit may not
exceed 10 percent of the total tax owed.

Source: Data Resources, Inc.



211

NOTE 12

Summary of Policy Mix Study by Data Resources, Inc.
Sponsored by Texas Instruments, Incorporated

February, 1980 -

Data Resources, Inc., (DRI) conducted a study for Texas
Instruments to specify a policy mix which could get U.S. productivity
growth rates back to 2% by the 1990s. The following three-pronged
approach could produce the desired results:*

1. The investment tax credit would be increased to about 25%, from
the current 10% rate.

2. A 20% tax credit on industrial R&D expenditures would be
enacted.

3. To round out the package, non-defense government spending for
goods and services (excluding transfer payments) could be
reduced to a level $10 billion per year lower than currently
projected, a reduction of around 20%.

The economic impact of these policies can be quantified over
the 1980 to 1987 period using DRI's optimal control model of the U.S.
economy. DRI also provided qualitative extensions of the simulation
results for the 1990s.

EFFECTS:

d In the first decade, the rate of productivity growth would rise
from the 0.5% rate of the late 1970s up to a 1.5% rate by the end
of the 1980s as a result of these policies. And by the 1990s,
productivity advances of 2% per year would be achieved.

d In the early 1980s, real GNP would grow at nearly 3% per year, and
by the 1990s real GNP growth of 3.3% annually could be expected.

d The inflation rate (as measured by the GNP deflator) would be cut
to about 7.5% in the 1980s and 5% in the 1990s.

* The ratio of business investment to GNP would rise from 10.1% to
about 12%, a gain of nearly 2 percentage points.

S The two tax credit measures boost productivity sufficiently so
that a reduction in non-defense government spending of roughly
20% can also be accommodated, with the attendant favorable
implications for the deficit and for inflation.

'The optimal control model used for the study has the capacity to solve
for no more than three policy instruments simultaneously, over a seven-
year interval. The number of testable policy instruments is inversely
related to the length of the time period under consideration.
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Note 12
Page 2 of 2

IMPLICATIONS FOR INFLATION POLICY

The simulation highlights some of the difficulties we face in the
fight against inflation. As a result of these tax measures alone, the
study suggests that we cannot realistically expect to get inflation
below 5% by the end of the century even with productivity gains of 2%
annually. But the prospect of a 5% rise in prices every year is
unacceptable. At that rate, over a fifteen-year period the value of a
dollar would be more than slashed in half.

An option implied by the simulation is to give up some of the
gains in real GNP growth generated by the policy measures in order to
dampen the pressure on prices from rising aggregate demand. This
potential trade-off means that an additional cut from the expected 5%
rate of inflation might be possible if a real GNP growth rate of less
than 3.3% were to be maintained.

ECONOMIC EFFECTS OF POLICY MIX

Baseline (No
Policy Action)

After Policy Mix
is Enacted

Annual Average Annual Average
Rate of Growth Rate of Growth

1973-1980 1980-83 1984-87 1990s

Policy Effects

Annual Change

to Baseline
1980-83 1984-87 1990s

0.7 1.0 1.5Productivity 0.5%
Growth

1.2% 1.5% 2.0%

Real GNP

Growth

Inflation

Rate (GNP
Deflator)

Ratio of
Business
Investment
to GNP

2.1 2.9 3.3 3.3

8.1 8.2 7.4 5.1

o.8 1.2 1.2

0.1 -0.7 -3.0

10.1 11.9 11.8 12.0 1.8 1 .7 1.9
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NOTE 13

DEPRECIATION AND INVESTMENT TAX CREDIT

BUSINESS IMPACT

The following quantifies the equipment depreciation, profit, and cash flow
impact of an ongoing growing business at various combinations of tax
depreciation method, growth, and Investment Tax Credit (ITC). For simplicity,
manufacturing equipment and the ITC flow through method were used.

Assumptions: 20% growth rate Net Sales Billed (NSB) for history
and forecast;
Capital Expenditures = 5% NSB + 20% A NSB;
All Investment Tax Credit taken in year earned;
All other costs except depreciation = 82.1% NSB;
No consideration for cost of money;
Cash Flow includes only Profit, Depreciation, Capital
Expenditures, and deferred taxes;
Same depreciation for public reporting used in all cases.

CASE I: 10% ITC, 7 Year DDB/SYD (Double Declining Balance/Sum of Year
Digits in Year 3) Depreciation

CASE II: 10% ITC, Capital Cost Recovery (10-5-3)

CASE III: 25% ITC, 7 Year DDB/SYD Depreciation

CASE IV: Same as Case I except Growth Rate increases to 30%/yr for Year 3
and Beyond

CASE V: Same as Case II except Growth Rate increases to 30%/yr for Year 3
and Beyond

Summary: I II III IV* Vie

Growth/Yr. 20% 20% 20% 20-30% 20-30%

Depreciation % NSB 6.1% 6.1% 6.1% 6.4% 6.4%
PBT % NSB 11.8% 11.8% 11.8% 11.5% 11.5%
ITC Rate 10% 10% 25% 10% 10%

% NSB .9% .9% 2.3% 1.1% 1.1%
PAT % NSB 7.5% 7.5% 8.9% 7.5% 7.5%

Cash Flow % NSB 5.1% 5.3% 6.5% 3.8% 4.1%

*Data for Year 7; Steady State at 30% growth.

Conclusions:

The proposed Capital Cost Recovery depreciation method (10-5-3) (Case II)
generates a slightly more favorable cash flow than the current 7 Year DDB/SYD
depreciation method (Case I). However, 25% ITC with current depreciation
method (Case III) is more favorable in both cash flow and PAT than the Capital
Cost Recovery method (Case II).



214

NOTE 13
Page 2 of 3

CASE I. 10% Investment Tax Credit
7 Year DDB/SYD Depreciation

Year:

NSB
Costs
Depreciation

% NSB
PBT

% NSB
Tax
ITC
PAT

% NSB
Cash Flow

% NSB
Cum Cash Flow

1 2 3 4 5 6 7

100 120 144 172.8 207.4 248.8 298.6
82.1 98.5 118.2 141.9 170.3 204.3 245.2

6.1 7.3 8.8 10.5 12.6 15.2 18.2
6.1 6.1 6.1 6.1 6.1 6.1 6.1

11.8 14.2 17.0 20.4 24.5 29.4 35.2
11.8 11.8 11.8 11.8 11.8 11.8 11.8
5.2 6.2 7.5 9.0 10.8 12.9 15.5

.9 1.1 1.3 1.6 1.9 2.2 2.7
7.5 9.0 10.8 13.0 15.6 18.7 22.4
7.5 7.5 7.5 7.5 7.5 7.5 7.5
5.1 6.1 7.4 8.8 10.6 12.7 15.3
5.1 5.1 5.1 5.1 5.1 5.1 5.1
5.1 11.2 18.6 27.4 38.0 50.7 66.0

CASE II. 10% Investment Tax Credit
Capital Cost Recovery (10-5-3) Depreciation

Only difference from Case I is cash flow because of different
depreciation method for tax purposes.

Cash Flow
% NSB

Cum Cash Flow

5.3 6.4 7.7 9.2 11.0 13.2 15.9
5.3 5.3 5.3 5.3 5.3 5.3 5.3
5.3 11.7 19.4 28.7 49.7 52.9 68.8

CASE III. 25% Investment Tax Credit
7 Year DDB/SYD Depreciation

NSB
Costs
Depreciation

% NSB
PBT

% NSB
Tax
ITC
PAT

% NSB
Cash Flow

% NSB
Cum Cash Flow

100 120 144 172.8 207.4 248.8 298.6
82.1 98.5 118.2 141.9 170.3 204.3 245.2

6.1 7.3 8.8 10.5 12.6 15.2 18.2
6.1 6.1 6.1 6.1 6.1 6.1 6.1

11.8 14.2 17.0 20.4 24.5 29.4 35.2
11.8 11.8 11.8 11.8 11.8 11.8 11.8
5.2 6.2 7.5 9.0 10.8 12.9 15.5
2.3 2.7 3.3 3.9 4.7 5.6 6.7
8.9 10.6 12.8 15.3 18.4 22.0 26.5
8.9 8.9 8.9 8.9 8.9 8.9 8.9
6.5 7.8 9.3 11.2 13.4 16.1 19.3
6.5 6.5 6.5 6.5 6.5 6.5 6.5
6.5 14.3 23.6 34.8 48.2 64.3 83.6
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NOTE 13
Page 3 of 3

CASE IV. 10% Investment Tax Credit (Growth rate is 30% for Year 3 and Beyond)
7 Year DDB/SYD Depreciation

NSB 100 120 156 202.8 263.6 342.7 445.5
Costs 82.1 98.5 128.1 166.5 216.4 281.4 365.8
Depreciation 6.1 7.6 9.9 12.9 16.8 22.0 28.6
% NSB 6.1 6.4 6.4 6.4 6.4 6.4 6.4

PBT 11.8 13.8 18.0 23.4 30.4 39.3 51.1
% NSB 11.8 11.5 11.5 11.5 11.5 11.5 11.5

Tax 5.2 6.1 7.9 10.3 13.4 17.3 22.5
ITC .9 1.3 1.7 2.2 2.9 3.8 4.9
PAT 7.5 9.0 11.8 15.3 19.9 25.8 33.6
% NSB 7.5 7.5 7.5 7.5 7.5 7.5 7.5

Cash Flow 5.1 4.6 6.o 7.7 10.1 13.1 17.0
% NSB 5.1 3.8 3.8 3.8 3.8 3.8 3.8

Cum Cash Flow 5.1 9.7 15.7 23.4 33.5 46.6 63.6

CASE V. 10% Investment Tax Credit (Growth rate is 30% for Year 3 and Beyond)
Capital Recovery Cost (10-5-3) Depreciation

Only difference from Case IV is cash flow because of different
depreciation method for tax purposes.

Cash Flow 5.4 4.8 6.2 8.2 10.7 14.0 18.1
% NSB 5.4 4.0 4.0 4.0 4.1 4.1 4.1

Cum Cash Flow 5.4 10.2 16.4 24.6 35.3 49.3 67.4
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NOTE 14

Leverage of a 20% R&D Tax Credit
on R&D Expenditures & Profitability

Japanese firms have much less stringent profit margin require-
ments than do U.S. firms, and are therefore more likely to place
relatively more emphasis on long-term R&D projects. The analysis
below illustrates the leverage of an R&D tax credit that could
provide the U.S. a large delta in research expenditures for only a
small deterioration in the profit margin requirement. The private
industrial R&D expenditures in this hypothetical example are set at
the U.S. manufacturing industry's comparable 1978 level of 1.5% of
sales.

Without Credit With Credit
($ mil) (%) ($ mil) (%)

Net Sales Billed 1000 100.0 1000 100.0
Gross Profit Margin 250 25.0 250 25.0
Period Expense 125 12.5 125 12.5
Operating Profit 125 12.5 125 12.5
Less R&D 15 1.5* 30 3.0*

Profits Before Taxes 110 11.0 95 9.5

Less Tax (50%) 55 5.5 47.5 4.75
PLUS Tax Credit 0 0 6.0 0.60

Profits After Taxes 55 5.5%* 53.5 5.35%*
(PAT)

* A 20% tax credit would allow this hypothetical
firm to double R&D expenditures from 1.5% to 3%
of sales with only a 0.15 percentage point
deterioration in PAT. The assumption of the
availability of engineering and scientific
personnel is implicit in this analysis.
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NOTE 15

According to the Washington International Business Report,
exporters often point to the following disincentives as having the
most significant impact on exports:

- Antitrust legislation

- Restraints on arms sales

- Environmental standards*

- Export controls related to foreign policy objectives

- Export controls on strategic material

- Foreign boycott regulation

- Hazardous substances controls

- Health and pharmaceutical standards

- Human rights standards

- Improper payments

- Restrictions on transfer of nuclear technology

- Restrictions on exports to South Africa

" In the case of environmental, health and safety regulations, this
refers only to: 1) the application of U.S. regulations on goods
destined for export markets already having their own health and
environmental legislation, and/or 2) when the dissemination of U.S.
data on the possible deterimental impact of a particular commodity or
good on the welfare of the recipient would provide sufficient warning
and enable considered judgement on its desirability.

NOTE 16
Export Exemption Proposal

The proposal to exempt from federal taxation 50% of export
income classified as foreign source income would have the following
effect, on a national basis:*

Assume 10% profits before taxes on 1979 merchandise exports, then

$182.4 billion x 10% x 50% = $9.12 billion

Therefore, profit after tax savings = $9.12 billion x 46% = $4.20
billion. (The ultimate tax savings would be reduced by savings
currently obtained through the DISC.)

* This 50% of foreign source income is still included in foreign tax
credit limitation computation even though untaxed by the U.S.

73-057 0 - 81 - 17
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NOTE 17

Proposal to Modify the Investment Tax Credit

The investment tax credit (ITC) could be modified to provide an
incentive for increasing exports. Under this proposal, any U.S.
business which increased exports for the current year above the
average for the three preceding years would be eligible for an
increase in the investment tax credit rate. Each increase in exports
of 5% over the base period average export sales would entitle a
business to 1 percentage point additional ITC up to a maximum of five
additional points.

If a firm's exports declined in the current year plus one to a
level below the three year average for the current year, current year
minus one and current year minus two, the firm would not benefit from
the export tax credit, and the applicable ITC would be 10%.

The export tax credit would not alter the definition or amount
of assets on which the ITC could be taken.

The credit is described by the following formula:

Current Year Export Net Sales Billed (NSB)] -1.0 .05 = Increase in ITC
Average Export NSB in Base Period* J Percentage Point

The ITC increase is limited to 10% of the delta of Export NSB over
the base period.

Example:

If the proposal had been applied on a national basis to 1979
U.S. merchandise exports, a maximum of $5.7 billion in additional
ITC would have been generated:

Current Exports: $182.4 billion 1.0 . .05 = 9.0 Percentage Point
LBase Period Average: 125.9 billion -

Investment qualified for ITC --- $162.2 billion"
x.05

Yields --- $ .1 billion

Additional ITC (absolute maximum) = $5.7 billion since the
increase in the dollar-level of the credit is limited to 10% of
the export NSB delta for 1979 over the base period.

*Base period is three year period immediately preceding current year
"Producers' durable equipment
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Note 17
Page 2 of 2

EXPORT TAX CREDIT
tia

Change in the tnvestment Tax Credit'A
I5

14

13

12

11

10
o 5 10 15 20 25 30 35

% Change in Export Billings*

The investment tax credit is restricted to no more than 10% of the
change in export billings.

*The change is measured over an average 3-year base period.
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NOTE 18

Export Financing

In 1977, Japan supported 42% of its exports with government -
backed financing; the U.K., 34%; and France, 30%. The U.S. supported
only 7% of its exports with government-backed financing. The problem
is, not only must the Ex-Im Bank meet the foreign competitions but
unlike them, it must be self-sustaining.

(A) The bank's programs include:

1. Direct credits and financial guarantees for major capital
goods exports;

2. Medium-term guarantees and discount loans to U.S.
commercial banks and Cooperative Financing Facility loans to foreign
financial institutions to finance capital goods exports;

3. Insurance against political and commercial risk for
exporters.

(B) Financing support by our major competitors, besides being at a
higher level, includes programs such as:

1. Insurance against exchange rate fluctuations
(Japan, Germany, France, Italy);

2. Inflation indemnity insurance (U.K., France);

3. Performance bond insurance covering losses on whole
manufacturing plants (Japan);

4. Combinations of foreign aid and export credit programs;

(C) Not only is the FY1980 funding level ($4.1 billion) for Ex-Im
Bank's programs limited to an estimated one-third of the demand, but
legislative foot-dragging may mean the Bank will run out of funds by
June 1, 1980. In addition, the Ex-Im Bank is constantly hampered by
political restrictions, such as the Jackson-Vanik Amendment on the -
emigration policies of the USSR.

Ex-Im Bank officials are now attempting to receive enough
funding to (1) stay in business and (2) cover their $14 billion in
preliminary commitments to exporters. If they do not get those
funds, it could have serious implications for the U.S. aircraft
industry, one of the few bright spots in the export picture at
present.
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NOTE 19

Foreign Government Export Programs

In hearings on U.S. export policy conducted by the Subcommittee
on International Finance, foreign government support for exports,
directly and indirectly, was cited "as the biggest obstacle to
expanded U.S. exports." Chief among them:

1. Industrial Policies, notably in Japan, France, Italy, Taiwan,
Hong Kong and South Korea channel government resources into "target"
export industries. Regional development schemes also encourage
export-oriented industries to relocate or expand in depressed areas,
and thereby have a secondary impact on overall export totals.

2. Research and development in Japan and Europe is often directed
towards industries with export potential.

3. Lack of anti-trust legislation in many countries allows them to
form large and efficient trading companies to promote exports while
simultaneously blocking easy access to the indigenous market.

4. Less-stringent environmental and safety standards overseas
permit lower development costs and encourage more efficient export
licensing procedures.

5. Remission of indirect taxes on exports is another device often
used by major U.S. competitors, and low rates of taxation on
foreign-source income permit foreign corporations to set-up foreign
subsidiaries and pay little or no direct taxes on their exports to
them. The U.S. does not permit such differential tax treatment.

6. Financing of exports is the most important non-tax incentive to
exports. Most countries provide some form of official export
financing, and the French, Japanese and British use supplemental
non-tax incentives as well. Small exporting firms in Germany, Japan,
Italy and France receive even more attractive financing incentives.

7. Financing of pre-feasibility studies is an effective variant of
many export financing programs, which allows exporting firms to
receive government help in product and project evaluation for export.

.8. Cheaper export shipping is a big advantage to competitor's
exports. Shipping costs for U.S. exports average 32% higher than
those for our imports. Shipping costs to LDCs, average 100% more
than our competitors, and Japan has a 300% freight advantage over the
U.S. in shipments to third countries. U.S. government shipments
frequently "crowd out" private sector freight on U.S. flag carriers,
as well.

9. Export promotion, such as trade shows, is less important in the
U.S. than in Japan, the U.K., Italy and France, but our effort is
more vigorous than those of Canada and Germany.
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NOTE 20

Evaluation of Circuit Reliability

The evaluation of the reliability performance of a given
semiconductor device is a time-consuming and expensive proposition.
Comparing reliability data with that of other devices, particularly if
they are not tested simultaneously under the same conditions, compounds
the problem. When tests are run by competitors, often in different
countries and from different production lines, the chances of
statistical error is magnified as well. Nevertheless, reliability
performance is an important characteristic of any semiconductor device
and plays a key role in determining its future utilization.

To evaluate new products or new processes, approximately fifty
million device hours at 55

0
C operating conditions should be

accumulated. This requires accelerated testing at 125
0
C or maximum

device conditions, to obtain the results within a reasonable period of
time.

For example, for a statistically sound data base, three samples of
forty units, each taken from different periods of manufacture from an
assigned assembly site, should be selected. These samples are then
subjected to one thousand hours at 125

0
C operating life or maximum

operating conditions, generating 60.5 million device hours. Assuming
one failure is experienced, a failure rate of 0.002%/1K hours would
result. This is typical of failures being quoted in today's market.
From design to completion of reliability testing, four to five months
are required.

In comparison, more mature products, such as low power schottky,
have been tested in sufficient quantities to achieve 3.31 billion
device hours over a three year period. The reliability failure rate
for this technology isJO.0011%/1K hours. In short, the most valid
reliability figures can only be obtained for devices with a fairly long
operating history under field conditions, rather than utilizing testing
procedures with numerous potential incongruities.

NOTE 21
Circuit Reliability

The example of the television set refers only to the integrated
circuits within the chassis; this does not preclude the failure of
other components, such as the picture tube, which would prevent the
functioning of the television.
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STATEMENT OF HON. ELMER STAATS, COMPTROLLER GENERAL OF THE
UNITED STATES

At the conclusion of the session on productivity on Wednesday, you
invited any of us to submit additional thoughts if we cared to do so.
It occurred to me that it might be useful to elaborate a bit on my brief
remarks.

First of all, I strongly endorse the bill which Senator Bentsen
introduced on March 12 entitled, "Productivity Improvement Act of
1980," (S. 2147). We worked closely with him in developing this
proposal. You will note that it suggests a productivity council with
an independent chairman appointed by the President and confirmed
by the Senate. Overall it would have a leadership role in bringing
together government, industry, and labor in an effort to achieve a
consensus on program and policy matters which would have as their
objective improvement of productivity. It would have no regulatory
powers, nor would it have any charter to intervene in a regulatory
way in the private sector.

Here are some of the matters which such a council could do to achieve
a national productivity policy and program:

(1) Emphasize tax reform measures which would achieve ad-
ditional savings and capital investment.

(2) Identify government regulations which inhibit productive
investment, increase costs, and reduce competitiveness and sug-
gest reconsideration of the regulations as to whether they can
be modified or simplified.

(3) Advise the Director of the Office of Management and
Budget with respect to priorities in governmental expenditures
which have as their objective productivity improvement, tech-
nology innovation, and industrial development. (They now add
up to somthing like $2 billion spread among large government
agencies and are not reviewed from the standpoint of the rela-
tionship to each other or the priorities which each expenditure
outlay should have.)

(4) Advise the Director of the Budget and the Congress with
respect to needed investment in research and development, tech-
nology diffusion, patent policy, and other measures which have
as their objective improvement of technology and higher
productivity.

(5) Take leadership to encourage labor-management coopera-
tion at the company or plant level in such areas as skill training,
quality circles, quality of work life, productivity sharing, and
profit sharing.

(6) Seek better productivity measures and attempt to achieve
a consensus with respect to the differing methods now employed
to achieve "total factor productivity. multifactor productivity,
high input/output measures," and so forth.

(7) Take leadership in advising with the Office of Personnel
Management, Public Technology, Incorporated, and others who
are attempting to achieve higher productivity at the Federal,
State, and local government levels. (Major improvements in
productivity can yield major reductions in the costs of govern-
ment, thereby reducing the tax burden.)
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(8) Operate or arrange for the establishment of a productivity
clearinghouse to provide national and international information
on various aspects of productivity to all sectors of the economy.

(9) Make periodic assessments to determine the nature and ex-
tent of public and private sector productivity problems and rec-
ommend to the President and the Congress measures to deal with
these problems.

What is being sought is the means to achieve a national consensus, a
national policy, and a national program to reverse the downward
trend in productivity growth. I do not believe that this can be a func-
tion of the OMB. The OMB is burdened with many other matters.
Productivity improvement is of sufficient importance to warrant the
full-time attention of an individual selected by the President and
confirmed by the Senate. The council should have a charter approved
by the Congress if it is to have the kind of support it would need. It
need not have a large budget-a budget of $5 million should be ade-
quate-and it should be advisory to the President and the Congress.

I hope these additional thoughts will be of some use to you in your
further consideration of the comments and suggestions which were
provided at the conference, a conference, incidentally, which I thought
served a very useful purpose.

STATEMENT OF M. T. STAMPER, PRESIDENT, THE BOEING Co.

The Boeing Company appreciates the opportunity to participate in
this conference and to present this statement of position.

As we know. the major issue areas addressed by the Congressional
Economic Conference seminars have complex relationships. The in-
dividual problems of productivity, inflation, foreign trade, energy
costs and unemployment have each in turn triggered the others as
causative factors and each in turn can be affected by the others as we
seek solutions.

Their delicate balance makes answers difficult. Nonetheless, The
Boeing Company maintains a firm conviction that lasting solutions are
attainable; that this great nation possesses the people of good will,
determination and ability to make this happen; and that better man-
agement is key in stimulating such assets into a balance of solutions.

We stress managerial responsibilities because at the root of these
problems are unintended effects, arising from our national determina-
tion and impatience to achieve new economic and social objectives for
our citizens, and also, in part, for the peoples of other nations. In some
significant measure, they are just that-they are the sums of incre-
mental side-effects created from our own determinations, and they are
not problems imposed by wills bevond our own. With this in mind,
the boeing Company supports these fundamental points:

Solutions assuring that past mistakes and excesses are recog-
nized as such and are not continued.

Solutions that do not endanger the Nation's long-term social
and economic objectives to the short-term gains of either.

Economic solutions that stimulate U.S. world market com-
petitiveness, but that do not impose American objectives and con-
cepts upon other nations.
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Solutions (social and economic) that would stimulate the public
and private sectors to a longer-term perspective for planning,
budgeting and investment decisions.

Finally, we wish to commend the bipartisan efforts of the Joint
Economic Committee of Congress, the University of Texas, the
Lyndon Baines Johnson Library, and the Harvard Competitiveness
Group for their sponsorship of today's conference.

PRODUCTIVITY

There is nothing to inhibit the U.S. industry return to a healthy pro-
ductivity growth rate if the fundamental building blocks are in place:
(1) a well-trained labor force with good management; (2) adequate
research and development; (3) favorable investment climate; and (4)
constructive relationships among government, industry and labor.

We feel that all four can be much more highly leveraged by inno-
vative and attentive management. Productivity wellness is industry's
job, however, government policy perspectives most certainly could
help with the job. Boeing commentary addresses two specific areas
that are particularly significant with respect to the Economic Issue
Conference.
Research and development

In the opinion of 20 industries recently surveyed, the U.S. ex-
perienced an R&D drought throughout the 1970's that has resulted
in a serious contraction of the nation's research infrastructure. Federal
support has been sharply reduced in favor of social programs and
much of industry's capability has been diverted by near-term un-
certainties in regulatory compliance and capital formation. These
circumstances affected industry sectors (or companies) to varying
degrees, although some were trend exceptions. Boeing, for example,
came off a deep financial crisis to rebuild its R&D base and production
capabilities throughout the 1970's. Over the decade, output per em-
ployee was doubled, and with this, the Company could undertake a
multi-billion dollar risk in facilitizing for expanded production with
two new airplane programs-the 757 and 767.

However, Boeing and the rest of industry can take little comfort
in this. As we know, everything affects everything else in our economy,
and the ten-year state of national research had adversely affected the
whole to make the job of wellness much tougher today. And adequate
R&D building block must consider both product and production proc-
esses, and for both, there is a long and expensive period leading to the
'point of application. It will take a balance of all three elements of the
nation's research infrastructure (government, industry and academia)
working in a sustained concert to assemble the bodies of technology
that are needed. Toward this end, we endorse an increase in direct
federal support of R&D as well as R&D considerations as investment
incentives.

Inve8tMent climate
A positive investment climate is fundamental to needed plant mod-

ernizations, yet the U.S. Tax Code has persisted in its bias toward
consumption rather than toward savings and investment for over a
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decade. The Boeing Company, while not endorsing a specific tax re-
structure addressing this, would stress that the alternatives for such
should be weighed on their long-term job-creation potentials. We do
not support schemes of selective industry targeting of tax incentives
as solutions to a basic problem affecting the whole of the economy.

The bottom line for the nation's productivity involves time, money
and competition. Government seeding of R&D and its perspectives for
stimulating the supply side can give industry's management the
straight shot it needs to rebuild with confidence for its future and that
of the nation.

INFLATION

Inflation bears highly complex relationships to the other economic
issues that are addressed by the Congressional Economic Conference.
In this respect, inflation has extended itself to become, what many
believe, a permanent fixture in the American economy. This perception
is a negative factor that is affecting the lives of Americans throughout
all of our societal structures.

We are firmly opposed to the position that the nation's inflationary
pattern is unfixable, nor are we willing to accept the position that
foreign oil dependence is responsible for the inflationary surge of
recent years.

Instead, we believe that the continuum of inflationary pressures
that have been experienced over the past several decades is tied to the
laws of the land and to the processes of governance itself. In cos'm-
bination, the two have formed a powerful inflationary core to our
society that is not only self-generating with respect to inflation, but
also with respect to the growth of government and its cost.

Of all the issues addressed by this conference, we consider that of
inflation to be the most insidious because of its impairment to long-
term solutions for the other issues facing the nation (economic, social
and defense); because so many have become resigned to its presence;
and because it has dimmed the American spirit.

We endorse a four-part Administration priority: (1) Stop funding
on discretionary programs that have poor cost/benefit records; (2)
recommend the revocation of similar legislated programs; (3) identify
and recommend changes in the National Code of Laws that would
retain the objectives of law, but extricate or modify to the extent pos-
sible, the mechanisms of law that contribute to core inflation (laws
detailing regulatory processes are examples); (4) identify and recom-
mend changes to government structures, processes and operations as
affected by the recommended law changes.

The removal of core inflation and the return to affordable govern-
ment (within this description) implies an arduous and long-term task,
and we perceive it as nothing less. The problem has been in making for
over 20 years, and through many avenues, its non-productive char-
acteristics have proliferated into growing non-productive assessments
from the supply side of our economy.

Such examples are found in regulatory enactments without cost
impact considerations, in federal procurement, in research contracting,
and in a number of federal programs involving transfer payments. In
all these examples, the processes of the Federal Government have
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dictated responding non-productive and inflationary structures into
business or into local and state governments.

Needed jobs and programs, as we have seen, have been sacrificed,
and the Nation's peace and security are threatened as this twenty-year
trend has evolved into today's "affordability" issues, with the Na-
tion's long-term objectives traded for deficit spending and the short-
term solutions of a crisis-oriented government.

There are, of course, many more aspects to the inflation issue. How-
ever, that of the core inflation which has accompanied deficit spending
has reecived our particular focus because we have become intimately
familiar with its effects; as a commercial supplier, as a government
contractor and as a corporate citizen within our communities.

INTERNATIONAL ECONOMIC PROBLEMS

The Boeing Company's principal international economic concern is
the future course of American trade policy. Leading export sectors of
our economy-agriculture as well as industrial sectors like aerospace-
depend for their survival on relatively open world markets and an
equitable international trading system. Unfair trade practices by other
countries must continue to be countered quickly by internationally-
approved actions by our own government. But the nation as a whole
must also be on guard against measures that would undermine the
trading system by closing our markets to foreign goods produced,
priced, and marketed here under conditions of fair competition.

The country's need for increased export earnings is evident from the
alarming size of our trade deficit and declining share of foreign mar-
kets. Much more vigorous action to promote exports offers a positive
way to respond to the challenge. The list of measures to promote ex-
ports is a long one and well known to the business community as well
as the government as a result of a number of exhaustive studies. The
Boeing Company wishes to single out two that are of major import-
ance to our industry and, we believe, to many others as well.

First, we must have more adequate and sustained support for export
financing. Private financial institutions cannot compete against for-
eign treasuries offering financing at non-market rates. Ideally, we'd
like to see international sales made strictly on the basis of the intrinsic
merits of the product with financing a neutral or non-decisive element.
But that ideal world isn't here yet and may not be for some time to
come. The U.S. Export-Import Bank is accordingly a decisive element
in our ability to market our commercial jetliners. EX-IM consistently
returns a profit to the U.S. Treasury, so support for EX-IM isn't a
gift to business at the expense of the taxpayer. The Boeing Company
supports intensified efforts to conclude an equitable international agree-
ment on government-assisted export credits and. in the interim, ade-
quate authority and funding to permit EX-IM to match foreign
offers.

Second, The Boeing Companv believes the incoming administration
needs to mount a vigorous effort to dismantle the various ways we
shoot ourselves in the foot-the well-known and well-documented
unilaterally imposed U.S. export disincentives. Boeing supports a



recent statement on this subject by the Business Roundtable that reads
in part as follows:

Exports should no longer be treated as a secondary concern, carelessly sacri-
ficed to foreign policy considerations. In the past, exports have been subjected to
foreign policy restrictions without adequate regard for overall national
cost/benefit considerations on the tacit assumption that exports were really not
very important. One serious long-range result is a growing tendency for foreign
customers to regard the U.S. as an unreliable supplier. With the U.S. facing
increasingly severe competition in world markets, the nation can no longer
indulge in unilateral export controls that are ineffectual and that serve mainly
to divert export business-and jobs-to other countries. (Letter from W. S.
Sneath, Chairman of BR International Trade and Investment Task Force to
Department of Commerce, October 28, 1980.)

The trade policy record of previous 'administrations is replete with
good intentions but performance has often fallen short. The remedy
is to do more than talk about trade and trade policy. It deserves much
higher priority and consistent support.

ENERGY

The Boeing Company favors a rapid expansion of domestic energy
production from all potentially viable sources. Measures to encourage
investment in research, development, demonstration and commercial-
ization are needed to ensure adequate domestic energy production
capability and reasonable energy prices. Some specific steps we favor
include:

Orderly deregulation of energy prices.
Revision of regulatory procedures to allow timely approval of

energy projects.
Tax incentives for domestic energy production of conventional

fuels.
Expanded tax incentives for utility, industrial and residential

utilization of solar and other non-fossil energy sources.
Expanded R&D efforts concerning renewable energy resources

and synthetic fuels.
Development of a comprehensive plan to advance safe nuclear

power generation.
Initiation of design studies of large-scale fusion power plants.

A comprehensive energy program of this kind focussed on energy
supply is needed not only to expedite the commercialization of cur-
rently available new energy production technologies but also to pave
the way for exploitation of inexhaustible energy resources.

We believe the nation needs to move ahead on both near-term and
longer-term energy supply requirements so that as petroleum resources
become more scarce viable production technologies will be in place to
supply the energy required for continued economic growth.

In our democratic society, a coherent energy policy of the mag-
nitude required must have the support of the people. Greater efforts
will therefore be needed to inform the public about energy facts and
the choices and compromises that will have to be made between con-
flicting desirable goals.

EMPLOYMENT

Over the 1970 decade, The Boeing Company's employment was es-
sentially doubled, with similar increases experienced by many of our
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suppliers. This results from efficiency in planned expansions that were
made to maintain our competitiveness in a growing world market.
Boeing experience illustrates our position that: (1) industrial expan-
sion is the nation's fundamental for new jobs, but that today's invest-
ment climate discourages both; and (2) the social goals for employ-
ment are attainable by industry, however, education and training
must be better linked to employment goals at all levels.
LndustrWil expansion

Business and industry can create sufficient jobs to meet new jobs
demands of the nation, and also to reduce unemployment. We consider
the alternative of government-created jobs to be neither desirable as a
solution, or necessary. We believe that adequate private resources for
expansion will be marshalled if tax policy were to provide a more
favorable balance toward savings and long-term investment risks.

It has been aptly demonstrated that if U.S. industry does not step up
to needed improvement and expansions, there are other world sources
that will do so, and the economics of scale still inherent in the U.S.
industrial base will be further diminished-as will the nation's em-
ployment opportunities.

Emrbployment objective8
We are in agreement with national objectives for equal opportunity

in employment among minorities and the handicapped and have found
our experiences with both to be positive. We believe small business
stimulation to be equally rewarding.

The U.S. educational system has been constructively criticized by
many observers and commissions. There can be no greater educational
goal for our society than that of training the nation's youth for pro-
ductive employment. Toward this end, we endorse a closer alignment
of the nation's education objectives to its employment objectives. To
the extent possible, these objectives should be linked very early in
educational processes and also should recognize adult education and
job retraining needs for all levels of employment.

The nation's recovery needs offer many opportunities for construc-
tive and innovative solutions formed by partnerships between govern-
ment, industry and labor. Job creation is but one.

STATEMENT OF RONALD WEINTRAUB, PRESIDENT, FLExNIT, Co., INC.

IMPORTANCE OF SMALL BUSINESS

Small business accounts for close of 50% of our gross national prod-
uct and about 58%o of employment in the business sector. Firms with
20 or less employees generated two-thirds of all new jobs in the United
States during a recent eight year period.

Since 1953 more than half of all patentable inventions have been
developed by people working in small businesses. Historically, small
business has been a breeding ground for innovation, entrepreneurship
and individual initiative.
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PRODUCTIVITY PROBLEMS

Small businesses typically are managed efficiently but are not op-
timally productive. Efflieieiwy is achieved by an owner/manager
closely supervising operations; management intensity coupled with
entrepreneurial drive generally result in operating efficiency. How-
ever, productivity is hampered by inadequate capital investment in
modern facilities and equipment, and by excessive paperwork man-
dated by the government.

Many small companies are undercapitalized and have difficulty rais-
ing equity or borrowing money sufficient to modernize and expand.
Taxes on profits, capital gains, and estates fall heavily on owners of
small businesses and hamper their ability to improve productivity by
modernization, training employees, developing new technology, etc.

PRESENT LAWS ARE NOT ADEQUATE

The ability of the federal government to make direct loans or
offer loan guarantees through SBA or EDA is not sufficient to meet
the capital needs of small business. Investment tax credits and de-
preciation rules help but they do not directly and significantly ad-
dress the primary problem of capital formation.

PROPOSALS

The first priority must be to enact changes in the tax laws that will
permit small business to generate funds for modernization and ex-
pansion from retained earnings. Second, reduction and deferral of
capital gains taxes and reduction of inheritance taxes will allow small
businesses to pass to the next generation without being significantly
weakened. Third, easing of paperwork and regulatory burdens on
small business would enhance earnings and free management for
more productive pursuits.

These reforms, and others, are covered in HR 6734, the Small Busi-
ness Development Act of 1980, which was drafted in response to rec-
ommendations coming from the White House Conference on Small
Business held in January, 1980. The Conference proposed 60 spe-
cific recommendations and resolutions covering an array of topics in-
cluding some relating to productivity, namely, "Capital Formation
and Retention," "Innovation and Technology," and "Government Reg-
ulations and Paperwork." I recommend that the Joint Economic
Committee study the report of the White House Conference and sup-
port HR 6734.

STATEMENT OF DONALD E. WOOLLEY, SENIOR VICE PRESIDENT AND

CHIEF ECONOMIST, BANKERS TRUST Co.

Though there are many factors which have contributed to the dis-
tressing record of American productivity in recent years and many
remedies are currently being offered for its improvement, a key step,
and one that is not receiving nearly enough emphasis, is coping quickly
and effectively with the persuasive inflation psychology, so that some
semblance of stability can be returned to the credit and capital markets.



The economy has emerged from the 1980 recession with a much higher
rate of inflation than prevailed at the start of the 1975-79 business
expansion. But more important is that inflationary expectations are
clearly more deeply engrained among businessmen, lenders and in-
vestors than ever before. As a result, money market rates have been
pushed up to unbelievable heights, and corporate and municipal bond
yields have recently climbed to new highs, even above the peaks
reached early this year. If the inflation psychology is not soon damp-
ened so that interest rates can be brought down and kept down, the
viability of the capital markets cannot be restored, the various spurs
to investment will not be effective and productivity will remain
depressed.

What is sorely needed to promote a return to lasting stability in the
credit and capital markets is some assurance that fiscal policy under
the new Administration and the new Congress will be aimed with
determination and with consistency toward reining in the galloping
inflation. This requires first of all achieving control over Federal
spending and reducing the huge Government budget deficit. Tax cuts
can then follow, along with other incentives for increasing saving and
investment and steps to reduce the existing regulatory burden on in-
dustry in order to take some of the strain off the shoulders of the mone-
tary authorities in fighting inflation.

Given the mounting pressures to increase military outlays, not much
paring of Government expenditures can be expected in the current
fiscal year, which will be almost one-third over when the new Admin-
istration and the 97th Congress take office in January. However, spe-
cific and meaningful cuts in nondefense spending must be made in the
budget for fiscal 1982, which President-elect Reagan and the new Con-
gress will inherit. If such cuts are not made, any respite from the
present sky-high interest rates is likely to be brief. Unless interest
rates can be brought down appreciably and kept down, there is little
chance that the investment in new machinery and equipment, in
modernized plants and in research and development will be forthcom-
ing in sufficient quantities to return U.S. productivity to a satisfactory
rate.

STATEMENT OF HOWARD YOUNG, SPECIAL CONSULTANT

TO THE PRESIDENT, UNITED AUTO WORKERS

Thank you for inviting me to participate in the December 10th Con-
gressional Economic Conference. Dean Rostow said that written com-
ments, for inclusion in the Conference record, would be welcome. Since
I assume there will be many such comments, this is limited to one point:
the role of government.

While, as one of the morning speakers pointed out, government can-
not solve the nation's problems without cooperation from business and
labor, I believe that only government can assure that cooperative ef-
fort occurs. We do face a crisis; thus government must not simply "re-
quest" cooperation from the private decision makers, it must "demand"
that cooperation.
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That is, given the apparent consensus that widespread participation
is a necessary part of the effort to solve any of our major problems (in-
flation, unemployment, investment, energy, etc.), it is government's
responsibility to articulate goals which are compatible with the public
good, and to assure general participation to achieve those goals. Other-
wise, each group will wait for someone else to take the lead.

This also means that-while a wide range of government actions are
possible as positive attempts to implement those goals, and there will
be considerable debate as to the action which should be taken-we must
not fall into the trap of viewing government's abdication of its job
(i.e., reducing its role, and hoping that the private sector will some-
how work things out) as one of those actions. Government can, and
obviously should, exercise its function more efficiently and effectively;
however that is quite different from its taking the negative, backward
step of reducing its decision making role.

One major way for government to be more effective, is for it to make
qualitative as well as quantitative decisions: it must operate more se-
lectively and target its efforts. As one speaker said, government should
not dissipate its resources by trying to do everything at once.

Unless we distrust our democratic institutions, we must recognize
that government is the mechanism through which the public will is
defined; therefore government must taken the lead in getting the pub-
lic will implemented.
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STATEMENT OF PETER G. PETERSON, CHAIRMAN OF THE BoARD, LEHMAN
BROS. KUHN LOEB, INC.

THE U.S. COMPELTITIVE POSITION IN THE 1980'IS-AND SOME THINGS WE
MIGHT DO ABOUT IT *

It is enormously tempting at The Center for International Busi-
ness to talk about, just that, things international: international busi-

From a transcript of a talk presented at the Center for International Business by
Mr. Peterson on Oct. 28. 1980, to the special briefing, "The Challenege of a Changing
World Economy: What Will It Means for Multinational Companies 7"
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ness, international economics, international trade, international de-
velopment, international politics, and I, too, shall say something about
our eroding economic position vis-a-vis our international competitors.
But frankly, I think there has been entirely too much of this strictly
international talk. We have foreign policy people who talk about
foreign policy as though it were a thing apart. We have international
trade people who talk about trade as though it exists in a watertight
compartment. Foreign aid people often talk in the same way. How-
ever, it seems to me that, like charity, economic and political strength
begin at home.

I simply state that obvious truth that we cannot be strong abroad if
we are weak at home; that if our economic well-being, and our dollar
and our political will are eroding at home then it is virtually inevit-
able that our international position will also erode. This is true not
just because we do not create the resources to invest in defense and
other international initiatives-though this is an imperative-but
because leadership is both substance and perception. We simply can-
not be a leader in the world if our economy and its inevitable partner,
our confidence, is perceived as faltering.

Some would say that what Mr. Peterson is urging is a return of
economic macho, of being No. 1 just for the sake of being No. 1. Thus,
I think we might ask, what difference does it make to the world if
our economic position continues to erode? I would hope we know what
difference it makes to ourselves. Let us ask ourselves what difference
does it make to the world. The irony of this-something both Japan
and West Germany would be the first to tell you-is that they could
not and would not assume America's responsibilties for political
leadership and that they see no alternative to leadership other than
the United States. And yet with our very lives at stake, we have some-
how managed a brilliant communication miracle: we have transformed
the issue of our productivity "decline" (some would say "collapse")
into what we in the Nixon Administration used to call a "MEGO
subject," which is an acronym for "Mine Eyes Glaze Over." Even
more than MEGO, the political realities flowing from our economic
position combine unusual amounts of ignorance and apathy. I am re-
minded of the philosophy professor you may have heard about who
asked his class, "which is worse, ignorance or apathy?" Some sleepy
student from the back of the room mutters out, "I don't know and
I don't care."

To make my message more vivid and less painful, I have updated
some charts from my early White House days on the position of the
United State in the world and what we have been doing-or I should
say not doing-with our resources. The good news is that I shall show
you only half of the charts. The bad news is what is on the charts
themselves.
Lack of productivity growth equals lack of real income growth

The first point that I would like to make on this MEGO business is
that what has been going on for the last six or seven years is not just
an abstraction to be discussed only at The Center for International
Business. It has a lot to do with the standard of living of the American
people. As you can see, previous generations got used to an American



expectation that their standard of living would roughly double every
generation. But for the last six or seven years, there has been virtually
no increase in the real income of our workers [chart 1]. Now some
would ask, what difference would this make if this trend continues?
The difference by the year 2000, which is only 20 years from now, is
a difference of nearly $6.000 or 60% in real disposable income-for
there is almost a perfect correlation between productivity increases and
real income. So while we will talk at this meeting about international
economic and political realities, let us not forget that what we are
also talking about is the standard of living of our people at home. I
will let the political philosophers among you ponder on the social con-
sequences of another twenty years with no increase in the real income
of our people and very little, therefore, to redistribute to others.

You can see that, in the terms of world GNP, there has continued
to be a significant reduction in America's share of the world's income
[chart 2]. Remember how gibly we used to talk about how the U.S.
had a third of the world's income? Well, we are nearly down to a
fifth. Here we can see the magnitude of the increase in two countries,
particularly Japan, which has almost quadrupled its share of world
income in only twenty years. You can see that our Communist friends,
if that is the right word, are not making much progress either.
Have the Japanese and West German economies made trade-offs be-

tween real growth, unemployment, inflation, interest rates, and
exchange rates?

We have been told by some that there are trade-offs between real
growth, unemployment, inflation, and interest rates, and that we could
not, at the same time, do well in all of these crucial indicators. But if
you take the longer perspective of these charts and you look at the
U.S. and the U.K. economies on the one hand-all too often our rela-
tive performance tends to group us together-it does not make much
difference whether you are looking at rates of inflation [chart 3] where
you can see that there was a post-1973 bulge (although here again. the
Japanese and German economies are now doing vastly better than we
are), whether you are looking at interest rates [chart 6], whether you
are looking at exchange rates [chart 7], unemployment [chart 8], or
indeed almost any indicator on the domestic front. The Japanese and
German economies, confronted with far more serious problems and
commanding far less resources than we, have done substantially better
on all counts. We and the U.K. have had two to three times their un-
employment rates, two to three times their levels of interest rates, and
and two to three times their inflation rates. Speaking of prolonged and
high inflation, chart 5 shows what a dollar would be worth in 20 years
under varying rates. Let us hope we hope we don't need to learn this
lesson the way Germany did.

Finally, I would like to take this newest cliche, productivity, and
put it even more in an historical context. If you will look at the lines on
this [chart 13] that take the period between 1870 and 1950, you will
see a difference of somewhere between .6% and .8% in the annual
growth trends of our productivity versus that of the United Kingdom,
West Germany, and Japan. That small difference, compounded over
80 years, was the devisive difference that made the United States the



economic and the political leader in the world. Yet look at the blue
columns and remember where we are now-remembering in 1979 and
1980 we have actually had a net decline-and I want all of us now to
imagine what this world be like in another ten years [chart 14] if
we should have productivity differences not of .6% but differences of
3 and 4 and 5 full precentaqe points compounded vis-a-vis the rest of
the world. What will we be by the year 1990? And how will we be
perceived?

Some case studies in the new drop in manufacturing coMpetiveness-
Automobiles, color television sets, and integrated circuit chips

Of course, our position in manufacturing, in particular, has signif-
icantly deteriorated. Though I will talk a bit about some of the gen-
eral reasons, I do not want to approach this productivity problem
strictly at a macro or global level. Most of us, whether we care to ad-
mit it or not, are anecdotalists at heart. We like examples. So let me
take you briefly through three products.

One theme that runs through all of these case studies is that Japa-
nese productivity and much lower cost have not been achieved at the
expense of quality. Quite the contrary. The Japanese quality, if any-
thing, seems better. In the case of automobiles, for example, I am told
that Rent-A-Car firms find that the number of breakdowns and the
cost of servicing American cars are often two times or more greater
than on well-known Japanese import cars. Also, the relative resale
value of Japanese cars has been substantially higher than their
American counterpart; indeed it was reported to me that the Japa-
nese cars' resale price is about 10 percent higher than their original
cost to the Rent-A-Car firms. It seems apparent that the Japanese
cars' superior durability, at least as perceived by the consumer buyer,
is a principal reason for the higher resale value.

Here are some numbers that compare a few of Ford Motor's and
Toyota's more efficient plants in the world. This is material that Ford
itself has released [chart 19]. Notice the profound difference in out-
put in engines per day, in the square feet of plant per engine, the
almost shocking differences in backup inventory, in work-process in-
ventory, and in labor grade classifications (seven versus something
over two hundred). This Ford study went on to point out that Toyota
produced equivalent number of cars with many fewer plant labor
but also many fewer salaried aHd staff people. Indeed, Toyota, com-
pared to Ford Europe, produced twice the number of cars with less
than half of the number of organization levels.

Now let us look at some work done on color television sets. You
may be interested in where I have obtained this material. Some manu-
facturers have apparently been hiring management consultants to do
cost studies in conjunction with certain dumping cases, based on the
assumption that the Japanese, for example, were doing a lot of dump-
ing. But what has emerged in some of these studies (which have not
been made terribly public, perhaps for good reasons) is that in many
cases there are real, inherent cost differences in the manufacturing and
design of these products.

This chart tells the story of the reliability of television sets, meas-
ured in service calls during the warranty period [chart 20]. You can



see that we are doing considerably better than we were, but you can
also see that the Japanese manufacturers still had significantly fewer
service calls in 1977. Typically, costs are designed out of products and
quality is designed into products. Some years ago, Japanese manufac-
turers of color TV sets, concerned about rising repair costs, mounted
a major redesign effort to achieve this higher reliability.

Here is the number of direct labor hours per color television set
[chart 21]. The U.S. producers have up until recently felt quite good
about the progress they have made. They took, as you can see, two-
and-one-half to three-and-one-half hours out of the sets between 1970
and 1978 [chart 22]. In spite of greatly increased costs per direct
labor hour, you can see that U.S. producers have kept the costs per
unit pretty much where they are. This looks very good until one looks
at the typical Japanese producer who reduced direct labor hours by
about two-thirds from 51/2 to 1.7 hours and-with a total hourly labor
cost higher than ours-showed an annual compounded productivity
gain of 33 percent. This has resulted in a product that costs substan-
tially less than the American product even though the reliability is
apparently higher. One, but only one, of the contributing factors is
more automation: substantially more automatic insertion of printed
circuit boards [chart 23].

On the quality front, I was particularly interested in the Hewlett-
Packard study on integrated circuit chips [chart 24]. I am taking some
of these higher technology products as examples to get us out of the
textiles and shoes trade rhetoric of the sixties. On the far right hand
column, using Hewlett-Packard's own quality index, two themes
emerge. The Japanese products not only show a higher level of quality,
but there is substantially less variation among the Japanese manufac-
turers with regard to quality. We see, in other words, the same pattern
that has been observed in automobiles and color T.V. sets.

So, this productivity issue, which we tend to treat at the rather global
or macro level, discloses some very important managerial aspects-in
the broadest sense of that word, "managerial". It is not simply a matter
of increased national levels of saving and levels of investment.
Mu-ch less investment than our principal competitors

Let us move now to the macro level. We all know that the Japanese
and German economies have saved considerably more than we have
[chart 25] and this fact, of course, translates into substantially higher
levels of investment, as you can see on these charts [charts 27 and 28].
We are not in an enviable position. Substantially older plant and
equipment are, of course, an inevitable result [chart 29]. Many with
whom I have discussed this say, "Well, these countries simply remod-
eled their plants after the War." It does not take a sophisticated grasp
of arithmetic to see that if the average age of Japanese plant and equip-
ment is only ten years-some would say eight years-then we are con-
cerned with a period long after the end of World War II, which as I
recall was something like 1945 and not the early seventies which is what
this explanation would imply. Incidentally, this year, with an economy
half the size of ours, the Japanese will achieve the extraordinary land-
mark of spending more on plant and equipment in absolute terms than
the U.S.



During the period covered by these, charts, our companies have ob-

viously invested very substantial amounts abroad [chart 31]. Thus, you

will notice that in 1978 we still had four times as much invested abroad

as was invested by foreign companies in this country. You would not

know this by reading some of the headlines implying we are being

"taken over" by "furreigners" and so forth, but those are the facts.

The financial mnrket'8 response to poor profit performance

Our poor economic and profit performance has also been reflected

in the marketplace. In the stock market, for example, we see in chart

33 a negative real rate of return: obviously the investors are discount-

ing the future rather heavily. What has happened of course is that

companies, knowing the high cost of equity capital, have dramatically

increased their dependence on debt [chart 39] and their strained bal-

ance sheets increasingly reflect it.

Slipping performance in technological, innovative performance

There is nothing in my opinion that is more important to reinvigo-

rating this economy than a new concentration on research and develop-

ment. I want you to notice first of all the very substantial, relative drop

in our R&D investment, particularly vis-a-vis Japan and West Ger-

many. If I had pushed chart 47 back another ten to fifteen years to

include the early 1950's to the 1960's, we would see that we doubled

during that period our share of GNP going into R&D.
There are also significant trends taking place in the number of sci-

entists and engineers [chart 49]. In the last decade, we saw a drop of

about a quarter in the number of Ph.D graduates in engineering. This

is not a trend you reverse overnight. It was not many years ago that

we produced the same number of lawyers as electrical engineers out

of our colleges. We are today producing twice as many lawyers. I think

that says two things about our country-both of them lamentable.

Patents granted are clearly something to be looked at-as an early

indicator of future innovation trends. The trends in innovation have

in previous years been moving ag-ainst us [chart 51]. In chart 52 you

will be interested in the growth level in U.S. patents, or I should say

the lack of growth. You will notice between 1968 and 1978, for exam-

ple, there is either no growth or there is an absolute decline with regard

to patents issued to U .S. citizens or institutions. Vis-a-vis the Japanese

at the present time I am told that we actually have a negative patent

balance; that is, there are now more patents being issued in the United

States to Japanese than are being issued in Japan to Americans. I

have examined these patent trends in four different but crucial prod-

uct areas and the trend is troubling in all four of them [chart 53].

Along with self-imposed regulatory burdens we see this resulting in

disheartening effects on the introduction of new drug chemical en-

tities [chart 551. As in all these cases, the fact that much of the debili-

tation of U.S. innovativeness by government actions may have been

unintentional makes it no less debilitating.
Now, in my business, we look for market indices of what is going on.

Every study of technological innovation, which has been the source of

so much of our economic strength in our country, reveals that the

smaller technical companies-the earlier Xeroxes, Polaroids, Texas



Instruments, and Hewlett-Packards-have accounted for somewhere
between 50% and 70% of the major commercial innovations. Clearly
there has been a major drop in the number of smaller companies com-
ing to the market, although there has been some uplift in the last few
years subsequent to the change in the capital gains, rate [chart 56].

Another technology/innovation measure is trade in technologically
intensive products. I know there are all kinds of definitional problems
on what we mean by technologically intensive products. Overall, we
have still been doing well in these areas. However, vis-a-vis Japan and
West Germany [chart 57]-and I am sure all of us who run companies
like to look at our toughest competitors, particularly if we are trying
to predict the future-you can see that there has been a significant
erosion. Our trade in technologically intensive products with Japan
reached a $13.5 billion deficit in 1978. The recent and most interesting
study on international competitiveness submitted to the Congress now
indicates that Japan has the largest trade surplus in technologically
intensive products of any country in the world.
A disappointing trade and export performance

What is happening more generally to our share of world exports
[chart 61] ? I am indebted to Fred Bergsten for some material he
showed me that suggests that we should do some adjusting of dollars
based upon changes in exchange rates. But I think Fred would indi-
cate that he too is concerned about our share of world exports, espe-
cially in the manufactured area. Let us look here at two or three check-
points. In 1970 you will notice [chart 63] that we and the West Ger-
mans were roughly at the same level in terms of exports of manufac-
tures. Only 8 years later you can see that Germany exported $31 bil-
lion more than we did in manufactures. In 1970 the Japanese were
35% behind us, but by 1978 they matched our dollar level.

What has happened, of course, is a significant erosion in our trade
share of manufactures, at least in dollar terms [chart 64]. The com-
petitiveness study that I referred to earlier indicated that in 17 major
manufacturing categories the U.S. had increased its market share in
none of them, while Japan and West Germany had increased their
market share in 14 of the 17 major categories. While we are talking
here principally about manufactured goods, I think the point Jack
Harbin of Halliburton made last night to a group of us is one that
should be respected; namely, that there also is something significant
going on in the contracting, service business, where we have tradi-
tionally had large surpluses. For example, the recent McGraw-Hill
study of shares of the engineering contracts in the Middle East indi-
cates the U.S. share has now fallen precipitously to something like
1.6%. Of course, some recent laws are having a significant effect.

It has become very popular to either suggest that all of us industrial-
ized countries are in this hopeless situation together, or that this coun-
try has a patent on the problem of imported-oil deficits. Thus, I thought
it would be interesting to take the 1970-1978 trade numbers for the
U.S., Japan, and West Germany and break them down by fuels, food-
stuffs, raw materials, and manufactured goods [chart 68]. Let us take
the Japanese case because it is in some ways the clearest illustration of
both the problem and the response. You will notice on fuels (remember
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that Japan imports 991/2 percent of their oil) that it too experienced a
dramatic increase in its fuel deficit of over $27 billion between 1970
and 1978. This is nearly equal to our increased fuel deficit, but of course
Japan has a much smaller economy than ours. You will notice that
Japan has also experienced an increase in its food deficit of roughly $8
or $9 billion. It has experienced an equivalent increase in its raw mate-
rials deficit over that period of time. And if you add up all three, you
will come up with something like $46 billion of increased deficits for
Japan in fuels, food, and other raw materials.

The United States possesses far more domestic minerals and other
resources and has enjoyed a dramatic increase of about $12 billion in
our agricultural surpluses. Thus, the U.S. had an increased deficit in
these three categories on the order of 60 percent of Japan's number, 25
to 30 billion dollars, on a much larger economy. Put another way, the
total increase in the U.S. trade deficit in fuel, food, and resources is
equal to the increase in Japan's fuel deficit alone.

How, then, does Japan still manage a large overall trade surplus in
spite of nearly $50 billion in these three areas! Well, you can see what
has happened in the manufactures sector. From 1970 to 1978 the Japa-
nese increased their manufactured goods surplus from $121/2 billion
to an astonishing $761/2 billion. This represents their more effective
response to much more serious fuel, food, and resources problems than
our own response.

We can compare trade outlooks for the future in terms of exports
trends by product lines. Here is the U.S. picture [chart 69]-not too
many exciting growth areas up to now. The Japanese picture suggests,
of course, a more positive portfolio of product trends [chart 70].

Other ways in which our competitors, "partners" I guess would be
more charming, have responded to some of these export opportunities
is to trade more with the Soviet Union. Some of us Americans were
surprised that our Western Allies were something less than thrilled at
the suggestion of a trade embargo with the Soviet Union. We might
have been less surprised if we had been aware of the facts on chart 72-
that in 1978 other OECD countries did about $54 billion of trade in
that part of the world versus our $5 billion, or over 10 times as much
trade as we.

Developing countries-big opportunities and big problens
Another remarkable trade development has been the trade develop-

ment of LDC's. These countries now account, as you can see in chart 73,
for more of our exports than the European community and Japan
combined. Manv of our companies know (but a surprising number do
not) that the LDC's now account for 35, 40. 50, 55, 60 percent of cer-
tain very major categories of products [chart 74].

A problem that we will not have much time for today is one that I
think has to move closer to the heart of the agenda of any group like
The Center for International Business. This is the really stiking in-
crease in debt that is proi~eted among the oil importing, developing
countries, as estimated on chart 80. There are several "solutions" to this
problem. One of them of course is for these countries to reduce their
imports by an equivalent amount. I remind you, however, that we are
really in an interdependent world and all of the increase in exports of
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manufactured goods from all of the OECD countries since 1974 can be
accounted for by increases to developing coantries; one man's imports
are another man's exports. Yet we are confronted with the problem
that the commercial banking system, in my view, is unlikely to take up
all of this slack. And until some multilateral help is offered in mag-
nitudes not now forthcoming-not even, in some ways, foreseeable-
companies in the multinational business are going to have to develop
sophisticated expertise on this debt subject, country by country, wheth-
er they wish to or not.
Energy

Let's move to the subject of energy-and I am really preaching to
the choir in Texas to talk about it. I am impressed, as I think of our
energy supply alternatives, that in spite of all our efforts at phased
deregulation, the Exxon Company still projects that by 1985 the nearly
1.0 million barrels per day of oil we now produce domestically will de-
cline by 2 million barrels, to roughly 8 million barrels. [chart 93]. This
will come at a time of increasing dependence on, and supply vulnerabil-
ity to, certain OPEC countries [chart 97].

I am going to discuss briefly one aspect of the energy problem which
is not a popular subject in this country, but which I think should be.
In terms of population, GNP, oil consumption, and gasoline consump-
tion [chart 83], you will see that the U.S., with 5 percent of the people,
somehow manages to consume 49 percent of the world's gasoline. We
wonder why the rest of the world at times suggests we are being a bit
profligate; they often use more pejorative phrases than that. They
wonder about our conviction to contribute to a balancing of supply
and demand of oil when they see [chart 88] that they are charging
about $1.25 to $1.75 in gasoline taxes while we are still charging 14
cents, and even the vast majority of the small tax goes to the highway
trust fund, which of course is still more "reassuring" to our allies
across the world.

This is happening in spite of the well-known fact that we have ex-
traordinary reserves of coal and nuclear. Yet we are now in the interest-
ing position where oil accounts for 31/2 percent of our reserves, but a
striking 49 percent of our consumption [chart 94]. Sooner or later the
inevitable balancing will take place; the only question on coal and
nuclear remains: Why? How long will it take?
U.S.-Soviet defense balances-Another declining trend

I do not think any quick review by the keynote speaker of this
conference on the world economic and political situation can ignore
a disturbing fact. It is particularly disturbing to me because I was
among those in the U.S. Government in 1972 responsible for negotiat-
ing commercial matters with the Soviet Union. Since then I have been
trying to figure out what has happened on the defense expenditure
front. Currently we are putting significantly less (almost 3 percent
less of our GNP) into support of the Western system, defense and aid,
than in 1970 [chart 99]. Our allies are moving much closer to our
level, with the exception of Janan, which is still under 1 percent.

But what about the Soviet Union? I asked a new colleague in our
firm, Jim Schlesinger, to take all of these official statistical extrapola-
tions [chart 100] involving rubles and translate them in terms of
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amounts of various kinds of military equipment that the Soviet Union
and the U.S. have [chart 101]-such as tanks, armored vehicles, heli-
copters, and the like. What is striking to me is that from 1974 through
1979-and certainly in 1979-in most categories there are really very
substantial differences in the current production rates [chart 102].
And, as with plant and equipment, this obviously means that much
Soviet military equipment is considerably newer than ours.

It is unfortunate that a productivity crisis and an energy crisis are
now compounded by a defense crisis, but these are the realities with
which we must also deal.

What have we been doing with our resources?
We have not been putting our resources in research. We have not

been putting them in plant and equipment. We have not been putting
them in defense. The obvious question is: what have we been doing with
our resources? To put this in perspective, we have to go back a num-
ber of years.

34% of our GNP is now appropriated by the government sector
[chart 103]. You can also see [chart 105] the striking increase in only
30 years in the federal sector's share of the GNP.

This is partially due to our most interesting tax system [chart 106]
that I am sure would delight Mr. Parkinson, whose famous book sug-
gests that we are endlessly ingenious in filling given amounts of space
or spending given amounts of money. I looked at a study of what hap-
pens to income taxes paid at income levels of $10,000, $25,000, $50,000
and $75,000 if a couple's income goes up 10%. You will see in every
ease that their taxes go up much faster, up 15% to 17% compared to the
10%o rise in their income. So, we have an interesting tax system in this
country which is the delight of those who like to spend money; in
which tax revenues from individuals are going up about 60% faster
than individual incomes. Unless something is done, increasing amounts
of GNP will be inexorably spent at federal levels-some say it could
be 24%-25to of GNP by 1985. To bring all this down to the median
family: in 1965, its federal tax rate was $9.3%o; in 1980, it hit 17.6%.

We are endlessly ingenious both in corporations and in government
in handling strained balance sheets. Notice that in 1976, 1978, and 1980
the real deficits are dramatically larger than what we have been led to
believe. We talked glibly about balancing budgets in 1980. We talked
glibly a few years ago of tax cuts, post-Vietnam "peace" dividends,
and the like. Thus, not only have we had very large published deficits,
but the red columns [chart 107]-I think they are appropriately col-
ored-will illustrate the dramatic increase in off-budget deficits in
fiscal 1980 hit something like $17 billion.

Vast Government deficits equal vast Government borrowing
Now all that, of course, gives rise to extraordinary increases in gov-

ernment borrowing-about 13%o annual compounded growth from
1974-1979 [chart 1091. You can see here that in a period of only 30
years through every kind of administration the share of the total credit
borrowings undertaken by the federal government has moved drama-
tically from 5% to 23%o, obviouslv taking funds that could have been
available for the private sector [chart 110].
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Much less in defense-Much more on human resources
Now, what have we been doing with these resources? This chart

illustrates the dramatic shrinkage in only 25 years in the percentage
going to national defense and the equally dramatic increasee going to
human resources [chart 112]. There also has been a significant change
from purchasing goods and services to transfer payments to individ-
uals [chart 113] which in the year 1980 hit the interesting number of
$267 billion and is growing rapidly.

The growth in other than human resource programs over the 1970-
1980 period is about 115%; but the growth in human resource pro-
grams is over 300%o [chart 115]. You can see for yourself in chart 116
this list of specific transfer payment programs. I am not displaying
this either to bore or depress you. Rather, it occurred to me that you
may have had the same problem that I have had with this issue; I read
about these programs in general but I have trouble gaining a specific
understanding of them. There is, though, a common pattern here. The
programs start out small when special interest groups argue with great
conviction that these programs are necessary. Then, five years later,
with the costs having ballooned, a different argument is used: namely,
that the political expectation of support is now so embedded
that it would seem almost unconstitutional to cut back the program.
Finally we make the melancholy observation that 75% of our Federal
budget is "uncontrollable" [chart 114].
Social security-The inevitable and painful example

I do not think that any broad survey of our general economic situa-
tion can possibly avoid the question of social security. It is, as you
saw, a very large part of our human resource, transfer payment expen-
ditures. When I was brought up in my home state of Nebraska, I recall
vividly forty years ago being told by my parents that this was a trust
fund system. They believed that their money was being put away
somewhere for their retirement, rather like a savings account. We can
see that as recently as 1955 the asset/expenditure ratio was over 400%;
in other words there were four years worth of assets in relation to the
projected years expenditures. We are now down to less than 3 months
and next year's prognosis is bleak [chart 117]. You can also see the
marked decline in contributors per beneficiary as the demographics
of this country change dramatically toward more senior citizens.
Partly to scare you and partly to point out that we can no longer
avoid a constructive resolution of this social security situation, I re-
viewed some research to compare the net individual wealth of this
country to their claims on the social security system. As you can see
in chart 118, the most recent study in 1977 suggests that the social secu-
rity claims of individuals was something over $4 trillion, or about
76% of the aggregate net individual wealth, the total wealth held by
individuals in this country.
The urgent need for tradeoffs

So we must come to grips with some hard trade-offs, a painful pros-
pect in our society. For too long we have thought that all of us could
more or less have it all. Thus, to illustrate the tradeoffs, let us take this
social security deficit and over a ten-year period say, "suppose we
didn't have that deficit, what could we have done to increase R&D
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investment, what could we do to increase investment in plant and
equipment? lIf, somehow, we could do something about this deficit
Ichart 12i J, that something would have a dramatic impact on releas-
img resources for those other purposes. We could, for example, roughly
quadruple our R&D expenditures.

One can't be sure, but the current deficit of the social security retire-
ment system-not including disability-is at least $650 billion and
probably a $1 trillion dollars or more, depending upon how you want to
make your inflation and demographic assumptions. These deficits have
occurred in spite of the fact that the combined employer and employee
tax rate has doubled since 1960 from 6% to over 12%.

Now, let us illustrate the effect that certain changes in benefits might
have. If, for example, we increased the retirement age from 65 to 68
(over a period of time) or alternately, if we could contemplate-if
anyone can-raising the payroll tax to over 20%, then we would erase
that entire deficit Lchart 120]. These are the kinds of painful alterna-
tives that we are going to have to start debating, particularly if we
provide alternative ways for people to build their retirement income.

Ballooning regulatory co8ts in an adversarial economy
While we have been spending all of this money explicitly on various

federal programs, we have also absorbed not only the exploding gov-
ernment regulatory budget [chart 122] but much larger regulatory
"compliance" costs-costs which are implicit but nonetheless real.

The staffing of our regulatory agencies during this decade shows
nearly four-fold increase in staff [chart 124] and a seven-fold increase
in budget. According to the work that Murray Weidenbaum has been
doing, for every dollar the government spends there are at least twenty
dollars being spent by the private sector in compliance. These aggre-
gate numbers are probably now in the range of $125 billion and even
these huge numbers do not include regulatory agencies, such as the
Consumer Product Safety Commission, The Department of Energy,
the S.E.C., and others, for which Murray could not develop compli-
ance costs [chart 126]. Here too, if we start making tradeoffs, we will
need to compare that number to, for example, the total industrial R&D
investment made last year by private companies, which is only some-
thing a little over $30 billion. So we are spending something like four
times as much on regulation as we are on all private R&D investment
in the United States. Of course, even these numbers do not include the
enormous hidden costs to our productivity and innovation from the
underlying adversariness and ambiguity of all this regulatory activ-
ity. In the drug field, for example, the evidence overwhelmingly in-
dicates to me that the so-called "regulatory lag" has been an impor-
tant cause of sharply reduced innovative performance.

As a society, we have been politically very active. I had a count made
of the new social and economic regulatory laws passed by Congress.
You can see that the decade of the 70's has been a highly productive
one-if you are interested in that kind of productivity-both on the
social and economic legislative front: from 27 regulatory laws in the
decade of the fifties to 125 laws in the seventies. That is some growth
[chart 125].

Again, Mr. Parkinson would say to us, "What did you expect?" Let
me elaborate by referring to another dramatic growth curve. Some of
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the most admirable people I know are on Congressional committees,
which have grown two and a quarter times from 1970 to 1978 [chart
128]. They want both psychic income and financial income. Their psy-
chic income is often to leave their historic landmark on the legislative
horizons of America, and they are doing it with great success.

Another subject is painful for me to talk about because some of my
very best friends are lawyers. This is the growth of Washington law-
yers in the non-Washington law firms [chart 127]. The U.S. now has
roughly four times the number of lawyers per capita as Japan. Like
regulatory agencies and Congressional committees, the law is one of
the great growth industries in America. Alas, I wish I thought it were
related to economic growth in some positive way.
Some things to be done

Very well, those are all the charts. Now, let me talk as briefly as I
can about some things that need to be done about our compound
crises-in productivity, the economy, energy, defense, and ultimately
the political system of the United States.
Management and the productivity crisis

Allow me first to speak to all of us as management people. I think
when we look at this dismal performance of our economy at the macro
or general level, we wouid fike to believe that all these problems are
at the level of the economy as a whole and that somehow if we just
take care of such problems-stimulating savings, investment, R&D,
and the like-then all of our other problems will be taken care of in
the world markets. That would be a false message. These macro steps
are absolutely necessary, but they are not sufficient.

I do not think that it is an overstatement to say that what these
charts suggest is what we all know: as management people, we are fac-
ing one of the most profound crises that American management has
ever faced. Like a iot of things, it all begins at home, at the macro
level, that is, in our individual companies. One obvious piece of evi-
dence that management plays a decisive role is this: in many fields
particular U.S. companies are doing well indeed, at a time that others
tell us they can't compete.

Let me elaborate on several of these areas.
Some of the boards on which I serve are finding in their studies of

their Japanese competition that there is something going on here be-
yond just newer manufacturing equipment. Put bluntly, we are often
getting beaten on the shop floor. For example, in the case of the auto-
motive business, we see the important effect of not having such rigid-
ity in job classifications; and we see the important effects of having
employees not only tied for lifetimes to "their" companies, but tied to
the overall interest of "their" companies. If we had time to go into
some of the more definitive studies, we would see that this in turn
results in employees who are willing to handle many more machines,
who are very much involved with quality of the overall product, who
run and not walk, who often do not have coffee breaks and who are
preoccupied to a much greater extent than our employees with the
general welfare of their companies. It's hard to overlook the fact that
Japan, compared to U.S., has recently experienced less than a tenth of
the working days lost per 1000 employees due to industrial disputes.



We are also seeing production control and material handling systems
that I think most objective observers would say are significantly bet-
ter than ours. When we get into these companies and try to find out
what they are doing, why their production lines are shorter and why
their turnover of work-in-process inventories is so much higher, we
see such phenomena as vendor trucks unloading right onto much
shorter and straight production lines, many fewer store rooms, and of
course much less work-in-process inventory.

On the automated equipment side, we saw in the case of television
that our Japanese competitors are doing substantially better. We see
automatic load grinding machines; we see preprogrammed devices that
change models without slowing down production; we see that probably
at least half of the world's robots, are now made by about 120 Japanese
robot manufacturers.

One company that I work with, also observed sadly, that their lead-
ing competitor globally probably has 40%o less overhead than they do.
This news obviously must be something less than thrilling for those
who are in the overhead.

Thus, we have fundamental attitudinal and competitiveness prob-
lems that frankly pose not just union but the basic questions of how
to motivate our employees and how to organize and restructure our
businesses. The answer starts at the highest levels of America's man-
agement.

In this connection, the most forward-looking companies that I know
are taking the view that in the same way, for example, that the Jap-
anese imported our technology not too many years ago, why should
American companies not now import Japan's productivity knowhow?
Some of our most sophisticated companies have set unusual productiv-
ity exchanges with Japanese companies. We must get "oriented"-if
you will forgive the unforgivable.

Perhaps an encouraging word. Akio Morita, Chairman of Sony,
has told me that in their Sony TV plant in San Diego, where they pro-
duce most of their larger color TV sets for the U.S. market, their
productivity and quality levels are already virtually identical to what
they achieve in their Tokyo facilities. To be sure, it is a company
union, put let's be careful not to put too much of all this on the backs
of the American worker and not enough on the backs and minds of
American management-engineering management, manufacturing
management, personnel, and labor relations management, and so forth.

In any event, I do not see how one can look at this melancholy pro-
dcuctivity performance without examining seriously the question of
basic organization, including of course worker and union relationships.
How to achieve more of this sense of common identity will be in my
view one of the great managerial challenges of the next ten to twenty
years.

Speaking of the long term, let us not forget the Japanese criticism
that American managements are not sufficiently long-term in their
outlook. Just because it has become a cliche does not make it invalid.
In that connection, I heard a provocative proposal recently-that our
top, senior executives should get a significant part of their incentive
bonsues five vears after they retire.

It is also vital that we become much more sophisticated in our polit-
ical communication. But more of that later.
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The productivity crisi8 at the natioal level
First of all, it seems to me that there are some things that should not

be done. I would hope our political leaders, whoever they may be-the
new economic and political doctors-treat this for what it is. It is a
chronic disease. It is a progressive disease. It is in part an iatrogenic
disease, i.e., caused by the "doctors." It reffects many years of overeat-
ing and indulgence. We have indulged ourselves in the fantasy that we
can have it all. We have too often indulged ourselves at the foreign
policy level in believing that we can have foreign policies uncon-
strained, by "mere" economic issues. Indeed, who would not rather
have an unconstrained foreign policy? We have indulged ourselves in
the concept that we can be the moral leaders of the world and be the
principal actors in global morality plays of various sorts. We have in-
dulged ourselves in the concept that we can live off our past and not in-
vest in our future, that we can redistribute wealth we have not created.
We have indulged ourselves in the fantasy that the sum of the whole
array of special interests in America in some wonderful, magical way
adds up to the general interest. We have avoided making hard choices
because we did not think it necessary. We have become experts at the
vastly easier and more pleasant task of distributing benefits. We are
now at a time in our lives when we have no alternative but to learn how
to distribute costs.
Some thing8 I hope we don't do

I would hope we could resist two or three quick-fix, interventionist
solutions that I am diP'.ress(rd tn see are becoming increasingly popu-
lar. The first starts with analogies to the Titanic and concludes that
what we need to do is stabilize the decks. A year's price and wage
freeze, for example, would be a way of stabilizing things. It is beyond
my comprehension to understand how we can import 20%o to 25%o
of what we produce from a world economy that is completely uncon-
trolled by the U.S. and at the same time how we can be serious about
extended price freezes.

We are hearing suggestions that we revive a new Reconstruction
Finance Corporation. into which we would put in something like $100
billion. I was a reluctant but negative witness on the Chrysler mat-
ter, which I considered a sad and seminal point in America's industrial
policy. The senator from Michigan was not pleased with what I had
to say about it and he asked me, "Don't you understand that the Japa-
nese government help their industries?" How, he asked, can any
sophisticated person not inlerctPn- th0t we should help ours? I told
the senator that it is my understanding that the Japanese put most of
their political and financial resources into the industries of the future,
as they are now doing with computers and telecommunicatlions; and
that we on the other hand protect the lower technology industries,
usually after they have lost their competitive edge. In a world of
limited, resources, the resources we commit to these industries are
resources not available for either more dynamic enterprises, or more
future-oriented purposes. And in my 21/2 years in Washington, I came
to the conclusion that Federal intervention in such industries was
nearly always a long-term euphemism for protectionism. Besides,
have we already forgotten the scandals, charges of political favor-
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itism, and just plain arbitrariness that led to the death of the old
RFC?

I also hear elaborate proposals for national planning and for stra-
tegic selection of industries. My response to that is: God save us all!
The concept of any set of bureaucrats in America being able to select
the industries of the future boggles more than my mind. What really
boggles is the bland assumption that even if we had such a plan, the
political log-rolling process of America would permit it to be imple-
mented. I can recall that one of my most difficult assignments in the
Government was negotiating still another textile agreement. I can
remember that at one point the Attorney General of the United States
was arguing with great passion that the textile industry was a "stra-
tegic" industry. It was a "strategic" industry because, he argued, one
out of eight jobs was in the textile industry. Not irrelevant to the
definition of "strategic" was that, in the 1968 Presidential election,
the four border states where textile industries were located con-
tributed handsomely to Mr. Nixon's victory. Mr. Nixon, like others
before him, had made deals (he at least published his deals, which I
think is to his credit). But the idea that the apparel business, including
I suppose tennis shorts and girdles, could be defined as a "strategic"
industry in America, give us some idea of how likely it would be that
those so-called strategic industries would, in the politics of the Con-
gress, remain the same strategic industries that the global planners
had picked out.

I am reminded of the story of what happened to the Canadian
economy when they too embarked on a grandiose plan and at one
point it was said, "How can we missa We have American resources, the
British form of government, and French culture." About 50 years
later the results were not very good and apparently a historian found
that a few things went wrong. "Alas," he said, "we ended up with the
American culture, British efficiency, and the French form of govern-
ment." Thus, the concept that bureaucratic prescience can be courted
is to me as incredible as the concept that we can implement such plans
once they are made.
The fundamental problenz-Finding the resource8 to inve8t in the

future
The fundamental issue that these charts illuminate for us is that

somehow we must learn that we have limited resources and that we
must get somewhere between, I would say, 3% and 4% of our
GNP per year to invest in our future-in plant and equipment, in
technology, and in defense. We are unfortunate to have to live in an era
of compound crises and simultaneous maximum dangers for our coun-
try-maximum danger from the Soviet Union, maximum danger from
inadequate, insecure supplies of vital energy, and maximum danger
from the lack of an underlying productivity thrust in our economy.

Now, the question is where are we going to get an additional 3%
or 4% of our GNP, given the history that I have reviewed? I
remind you that increased productivity probably reduces inflation
over a period of time by very roughly the same percentage points as the
increase in productivity, and very likely by somewhat more. However,
given two-digit levels of inflation and low, one-digit productivity im-
provements, working on the supply side, while vital, is not enough.



Needed: Better processes to control 8pending
Clearly, we need to do something new at the federal budgeting level

since the traditional trade-off processes are simply not working. This is
not the place to discuss whether we should have budget limits as a per-
cent of GNP, or supra-majorities in spending bills, or binding multi-
year budgets. But I think any American interested in securing those
resources for our future must come to grips with the process by which
we are going to bring this spending under control. It has gone wild.

There is no way I know that we can come to grips with this spending
problem without looking at the so-called "uncontrollables" and "en-
titlements" in our federal budget and coming up with a politically
viable solution. For example, we now have 100 percent indexing on
very large elements of the entitlements-social security, federal pen-
sions, veterans' benefits-and a great deal of that is tax-free. Something
around a quarter of the federal budget-or $150 billion-is now
100% indexed to the rate of inflation. In the last year, we were con-
fronted with what I found an interesting irony. It did not occur to us
as a bit of an assault on equity and logic that many Americans were
getting 14.3% increases in the social security, tax-free, at the same
time that a wage guidelines policy limited the workers producing the
wealth to 91/2% guidelines, taxable of course.

Most of these entitlements, incidentally, are considered "uncontrol-
lable" expenditures, which is a curious misnomer since they are subject
to the same majority Congressional vote as is the federal budget itself.
I understand that social security payments have been adjusted ten
times, mostly upward, over the last eight years. Perhaps in candor we
ought to talk only about "upwardly uncontrollable" expenditures.

If we are going to change, I think we are going to have to look at
unpleasant alternatives seriously, such as making significant changes
in the methods of indexing. Make no mistake about it, this is an enor-
mously difficult political task. For example, in recent weeks I was sad-
dened to observe that a brave Congressman had the courage to venture
forth with the idea that we should change the indexing on Federal
pensions to once a year instead of twice a year-not change the 100%
indexing, just alter the frequency of adjustment. After some early
support, he was saddened to observe that he lost out on even that minor
change, and that he was even beaten by a constituency that are often
folk enemies, the so-called bureaucrats. Similarly, indexing military
pensions once instead of twice a year had lost earlier, at a cost to tax-
payers of $11/2 billion a year.

I also believe that we are going to have to look at the unpleasantness
of burden-sharing in which some of us who are more affluent are will-
ing to accept part of the additional burden. For example, some taxa-
tion of social security is probably an option that will have to be
explored. Social security tax exemption amounts to about $10 billion
a year, that is, about 1/ of the industrial R&D expenditures in America.
I am aware of the fairness argument that it was contributed after tax
in the first place. Still, those are the sorts of very tough political
choices we are going to have to consider.

Could we change the social security retirement age to 68? This would
be verv difficult and certainly immoral to do in a hurry. On the other
hand, if we were to consider two things, first, phasing an increase in
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the social security retirement age to 68 over 15 years, perhaps a year
every five years, and second, providing new incentives for individual
retirement accounts by encouraging businesses and people to save and
plan for their own retirements, we might then be able to have a fair
package that could be sold. I remind you that something on the order
of half of Americas workers have no pension at all.

There is an undeniable relationship between high Japanese saving
rates and much greater Japanese dependence on private retirement
plans. Money that individuals or companies put aside for retirement is
truly a savings plan and is available for long-term investment. "Retire-
ment" that goes into the social security system is not an investment or
a savings program. It is a spending program and it is time that we
called it that. So, if you want to be pro-savings and investment, I do
not think you can avoid thinking about the related issues of social
security and private retirement plans.
Mutually phased increased inve8tment and R. d- D. incentives and

reduced growth in Government 8pending
On tax incentives, I would share the conventional view that they

should be tilted toward investment, saving, plant and equipment, and
R. & D. However, I believe we are going to have to think of some
mechanisms by which we simultaneously control government spending
on a phased in basis and at the same time phase in new incentives over
perhaps 5 years or so. If we simultaneously announce a comprehensive
program of incentives, spending cuts, and regulatory reform that
amounted to nothing less than a restructuring of U.S. economic policy,
we would give our investors and our companies signals of confidence
that we really are going to change this country's direction and reduce
inflationary expectations--but not end up with extraordinary govern-
ment deficits in the meantime that are in themselves inflationary. In
that regard, I am not sympathetic with the Kemp-Roth formulation
alone because I think it avoids the awkward question of what you are
going to do about government spending and government deficits in
the meantime.
Increased R. d& D.

On the technology side, there is much that we can do. I will just
mention two or three things. At the level of government support, I am
much in favor of more government support for basic R. & D. Second,
with regard to foreign innovation and R. & D., I think this country
is at the point where it should seriously consider encouraging the
importation of technology and productivity-enhancing know-how.
And yet, ironically enough, our tax laws, as I read them, say that if
you import technology you cannot write it off, but if you decide
to do it yourself, you can. This is one of the anomalies of a country
that is not used to participating in global change. There is obviously a
lot we can do on other R. & D. incentives: faster write-offs of labora-
tories and equipment and of prototype plants, stimulating the forma-
tion of smaller entrepreneurial, technologically based companies, and
the like. Finally, the patent system needs a good overhaul.
Le88 regulatory cost

On the regulatory side-this is another speech, and one speech from
me is probably one too many-the regulatory burden, I believe, must
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be resolved in a socially compassionate and sophisticated way. To
amplify the point of how some of us are perceived, I recently heard
the neutron bomb referred to as the Republican weapon: "It destroys
the people but leaves the property intact."

In this competitive worlid of nimited resources, all regulatory expen-
ditures must be made in the context of trade-offs, of costs versus real
benefits, of determining the most efficient ways of achieving rationally-
chosen targets. Whether we get at this through sunset laws or sunrise
laws, or revised legislative histories and procedures that require assess-
ments of the regulation's impact on cost, productivity, and innovation
rather than simply achieving some absolutionist result, it is clear that
many of the regulations have gone far beyond the point of being worth
the benefits. We have become so unrestrained by costs that in some. of
these regulations the last two or three percent of what we are trying
to do, as on emission controls, is reportedly costing us 70% to 80% of
the total cost of these regulations. (I have often wondered what might
have happened to some of these environmental regulations if the energy
crisis had happened before, instead of after the environmental move-
ment bloomed.) And some of the regulatory rules have been gro-
tesquely trivial-classic examples being OSHA rules on the design of
toilet seats and the height of fire extinguishers. These illustrate why
it may not be a bad idea to propose a temporary moratorium on new
regulations until we can get our regulatory act together.

Beyond this, clearly it makes sense not to tell American industry
both what has to be done and how to do it, but to tell them the result
and let them find out the most cost-effective and market-oriented
ways of getting there.

And finally, I am less adverse than some to put regulatory activity
more in a jndicial fraimewvork. Pegulatorp are often looking for things
to do. Courts are not looking for cases. The tilt away from adminis-
trative review toward judicial review shifts the burden of proof and
reduces the current bias to overregulate.

Whatever we do, let us be sure we translate the payoff to the econ-
omy. A 25% reduction in the costs of our regulatory burden-surely
double when one considers their explosive growth over the last dec-
ade-would release enough resources to double the R&D investment
by private industry. To help achieve these objectives, I am attracted
to the idea of requiring regulators first, to construct an audited, "com-
pliance budget" of what that agency requires the private sector to
spend to carry out their regulatory goals, and second, to put a limit
'on these costs. Carrying this notion a step further. there is no reason
we could not put a limit on the aggregate costs of all regulatory activi-
ties. One of the important reasons, of course, for the malignant growth
of government by regulation is less constrained by public knowledge
-of the costs.
A 8timUlating export policy

On exports, I am preaching to the choir here, I know. We are facing
a plethora of new export control regulations-Arab boycotts, corrupt
practices, human rights, and environmental restrictions. In the kind of
world that I like to dream about-where we look in advance at bene-
fits and where we look at costs-I wonder to what extent those policies
were ever critically debated. I wonder if anybody sat down in advance



25a2

and said, "These are the presumed foreign policy benefits. What will
it cost us in terms of reduced exports and our domestic economy?" A
government official tells me that one estimate-after the fact unfor-
tunately-was $5 to $10 billion and that is probably low considering
what is happening in the Middle East. Still, at $10 billion, the kind of
calculation that we are going to have to learn to make is: "Well, how
many jobs is that?" It is probably four to five hundred thousand
jobs. What would it cost us to produce those jobs in other ways? What
are the lost revenues to our economy? What does it do to inflation,
because that last 10% or 20%o of exports really make a difference in
unit costs? These are questions that I am confident were not even asked
at the time those foreign policies were evaluated. It seems clear to me
that most of these export controls-not clearly related to genuine
national security interests-have outlived whatever usefulness they
ever had.

To take another example, we have a set of export attitudes that sug-
gests that our international employees should in some way be either
punished or reprimanded. We tax salaries. We tax incentive bonuses.
We tax fringe benefits. We tax cost-of-living allowances. We are the
only major country in the world to do all of those things to the very
employees who play such a major role in increasing our exports, our
jobs, and our foreign exchange earnings.

Let us as management people also resolve to remedy any of our diffi-
dence or indifference to exports. In other words, it isn't just national
policy; it's often management policy as well. Let us be honest. To too
many American firms, exports are still a MEGO subject or at most a
fringe problem: For example, 80%o of our exports are done by only
2,000 companies. Ask a Japanese businessman some time what his
market share is. My guess is that he will either give you his global
market share (he has learned the profound effect of global share on
unit costs) or he will ask you which countries you are interested in and
then proceed to tell you. Too many U.S. businessmen, as well as the
Anti-Trust Department, still think in terms of U.S. market share
only.

And while I am giving you free advice-which may approximate its
value-I urge you who have not done so to tour Japanese plants, not
just to see first hand how they are attaining those inspiring produc-
tivity increases, but to see the decisive role of exports in explaining
their much larger production runs which bring down their costs even
further.
Stimulating f oreign inve8tments in the U.S.

On investment, I would hope the business community would stand
up and do something it does not do very often-which is to rid
itself of some of its own ambivaylence (as we used to say in Nebraska).
We have gotten into a very interesting habit on global economics
where we use a whole set of what a friend of mine calls dysphemisms-
it's the antonym of euphemism. For example, we are "assaulted"
by foreign companies, and we are "flooded" or "invaded" by imports,
as thought some kind of hideous economic war has been inflicted on us
and that we are all being damaged. We obviously need- a much more
affirmative attitude toward encouraging foreign companies not only
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to bring their money (that we need), but increasingly to import their
know-how (that we very much need) to enhance our productivity.
More defense burden-sharing by our aftent partners

On the defense side, I would simply say that we need to develop some
political, practical ways to achieve more effective burden-sharing.

Let me illustrate this. I indicated to my colleague, Jim Schlesinger,
that I would be interested in what it would cost to provide a perma-
nent naval task force in the Gulf area, since it can certainly be argued
that our allies have an enormous interest in protecting those sea lanes.
He came up with an assortment of task forces of frigates and subma-
rines and so forth that amounted to a total cost of about $15 to $20
billion. I wonder if, for example, our Japanese friends who are only
spending .9% of their GNP on defense could not on some basis-with
some political imagination to be sure, rather than relying slavishly
on a 35-year-old security treaty-be persuaded to contribute signifi-
cantly to at least the eqwipmznt cost of such a naval task force. Japan,
of course, has enormous steel-building capability and seriously under-
utilized shipbuilding capability. Even in the unlikely event that they
contributed over a 3-year-period all of this naval task force, this would
only amount to about .5% of their G.N.P.

In discussing some of the political alternatives with my colleague,
George Ball, he suggested we explore some version of lend-lease where-
by Japan provides the ships and others operate them. What I am not
talking about is-a public confrontation because these tend to be coun-
terproductive. I am simply talking about the issue of fairness in
burden-sharing. I think with some imagination and sensitivity it is
quite possible that this could be arranged, or should be arranged. We
simply must bring responsibility and power into closer balance.
Energy-More balance between increasing supply and reducing

demand
On the energy front, I would like to urge that part of the increasing

political sophistication that the global economy requires of American
business is not just to lecture the U.S. on increasing supply. My list of
things we can do to increase supply-whether releasing public lands
and waters, or using more coal and nuclear power-is at least as long
as yours. But reacting as Americans, I think we must also look at where
the broader national interests lie.

I, for one, am seriously alarmed at the implications to this economy
of the supply vulnerability that we are facing for at least the next five
years and probably the next ten years. We may have two million
barrels less oil coming from domestic sources by 1985. None of the
increased energy supply options-off-shore drilling, synthetics, nu-
clear, coal and so forth-does anything really significant about energy
supply until the late eighties at the earliest, and more likely, the
nineties.

In the meantime, we are dependent on a group of Mideast countries
which are obviously unstable politically. My colleague, George Ball,
took me on a tour of the Middle East and pointed out to me then-
before the Iran and Iraq war had reduced oil supply by still another
4 to 5 'million barrels-the obvious risks that one or more of those
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countries might seriously cut back oil production. We as a country are
virtually unprepared for this in the eightlies--alhost defenseless.

What are we as business people going to do about thils I think that
once this election is over, more businessmen have to get more interested
in energy conservation, and I am pleased to tell you that several of us
have been persuaded of this. Fred Hartley of Union Oil, Tom Clausen
of the Bank of America, Charles Brown of AT&T and I are under-
taking a major effort to raise some money from the business com-
munity to further encourage an even more serious program of energy
conservation.

It is our judgment that it will make us far more credible on supply
alternatives if it is clear that we are equally persuaded that we should
conserve more energy. We cannot ignore the painful fact that if we
were as energy efficient as our OEICD partners, we could be oil
exporters.

As I review the Vietnamish energy alternatives on the conservation
front, I am coming to the conclusion that there is no practical alter-
native (remembering that with 5%o of the population we consume
49%o of the world's gasoline, and 30%o of world oil consumption) to a
very large gasoline tax in this country, probably phased-in. I think it
would do a great deal to reduce dependency on imported oil. We could
figure out how to recycle it; and we could figure out how to minimize
the effect on inflation. Those recommending this will be called naive
and will be told that it is politically impossible. But three years ago
we were also told that capital formation incentives were impossible.
And I think that even the Carter Administration's tax proposals, more
than half of which are now business-oriented, would have been con-
sidered absolutely "impossible" only two years ago.

In terms of emergency storage, clearly we should be building our
stocks-to something like six months-as part of a comprehensive
energy program, which to me must include a good defense as well as a
good offense. I understand we now have less than 100 million barrels,
or something like 2 weeks of imports in our strategic oil reserve.

In my judgment we must also strike a major deal of some sort with
OPEC, what we on the Brandt Commission called a "Concordat,"
not just on oil supplies and prices, not just to help much more with
the agonizing Third World debt problem, but also to increase enor-
mously oil exploration in the Third World. Such a "Concordat" would
he difficult, if not tortuous, to negotiate. However, we have no alterna-
tive but to get into a real and long overdue dialogue with OPEC.
They, the real nouveau riche, have the oil and the financial surpluses
to make a difference.
Some concluding thoughts on what must be done

I would like to end on an optimistic note. If I were coming to this
country from another planet, and I were to look at the incredible re-
sources of energy, of food, and of technology that the U.S. possesses,
1 would say that you Americans have unparalleled economic strengths.
I would say that you Americans have usually responded to crises, and
perhaps only to crises. Your problem is that the American people
do not yet believe that they have these three compound crises-energy.
productivity/economic, and defense. What is clearly needed is for
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your people to be persuaded that there is such a crisis in the same way
that Germany was persuaded by a common sense of crisis, both polit-
ical and economic, to end their inflation in the twenties.

How can we do this? I suspect that we can do it in at least two ways.
In the first phase, businessmen must become vastly more politically
sophisticated and courageous and come up with politically viable al-
ternatives that will play not only in Peoria but in Washington. And
that does not mean that we suggest that we cut out all of the govern-
ment spending programs for the poor-which is something that is
both immoral and impossible-but to come up with practical programs
of reducing these government expenditures in a way that is both mor-
ally, politically, and socially viable.

We must come up with burden-sharing that makes moral and polit-
ical sense, if we are to find the additional 3% or 4% of GNP annually
that we must find to invest to meet our productivity, energy, and de-
fense crises. We must show the positive long-term connection between
productivity, economic growth, quality of life, and advances in egali-
tarian justice. In the shorter term, we must establish that investment
in our economy is not at the expense of equity and social justice for
the lowest, poorest end of the socio-economic spectrum.

What we need are compassionate conservatives. Is that a contradic-
tion in terms? Can one at the same time be both socially compassionate
and fiscally conservative? And while it is admirable-and I would
argue it is even essential for a contemporary conservative to feel
compassionate-feelings are not enough. He must act on his com-
passion. So the problem becomes, how can we be against inflation with-
out being against human beings? How can we husband (or should I
say, how can we spouse) our resources so that the dollars we spend
find their way into those activities with the highest return in salvage-
a ble human lives?

To do all this, we also need informed, passionate, and compassionate
generalists to form effective majorities and a national consensus for
the general good. One of the reasons we must build a truly national
consensus is that it is a long-term problem, both in its causes and in
its solutions. It will transcend congressional and presidential elections
and even decades. Thus, we-all of us-must forge a bipartisan con-
sensus. And to do this, we must acknowledge that the institutionalized
adversariness that has spread throughout our economy and our society
is a deadly disease. Until the American people are genuinely persuaded
that they can not have it all-that they must choose-who can blame
them for continuing to assume they can have real increases in their
standard of living and all the quality-of-life improvements, such as
an ever cleaner and ever safer and ever more secure environment, and
at the same time all the so-called entitlements and equal "rights"?

Secondly, we must become much more sophisticated in communi-
cating to the public the nature of these problems. I believe the solution
must start with the media. For example, in the White House in which
I worked, someone who was once called an "evil genius"-Charles
Colson-used to say that he would rather have 20 seconds of Walter
Cronkite on the nightly news shows than every front page in America.
Lvndon Johnson reportedly got really concerned when Walter Cron-
kite appeared to have turned against him on the Vietnam situation.



I think those of us who care about these issues must sit down with these
top people in the media and try to persuade them of the nature of the
crises that confront us. And when the media ask for our public com-
mentary, let us not forget that the news media are by definition in-
terested in neW8. The typical speech we make about free enterprise is
not news, I guarantee you. Real news will often involve controversy
and courage, and a willingness to risk some of our collegiality to gain
some credibility.

So, while we now may have ignorance and apathy, what we need is
sophistication and will. And the encouraging thing is that up to now
we have everything else that it takes, but that. The poet Yeats said of
an earlier time "the best lack all conviction while the worst are full
of passionate intensity." Today, some of the "best and the brightest"
seem to be telling us that there are no solutions while some of the others
offer the quick fix and the easy solution. My own view is that there is
only one kind of solution-the long, hard solution. We have told the
people what we thought they want to hear and they are certainly no
better off for it. In fact, President Carter's decline may be dated by
historians from the moment last year when he came down from the
mountain to preach the strange sermon that a malaise was abroad in
the land and that the people were somehow responsible, that Americans
had, unaccountably and to their detriment, lost faith. But in all fair-
ness, it was the same President who presented quite a different mes-
sage three years before-one with enough resonance among our people
that they elected him. That message, of course, was that we needed a
government "as good as the people".

The American people, in my view, know we are in trouble. They
yearn-indeed they hunger-for greatness once again. The American
people want to know the truth. They want to know the tough and the
right questions. They want to know the answers. They want to know
the costs. They want to know what they are supposed to do. They
want their leaders-their business leaders, their union leaders, their
minority leaders, and their political leaders-to get together to tell
them the way it is, to tell them what needs to be done, and to tell them
why.

In military terms, the American people are looking for the sense of
the platoon, of the larger society, of a positive purpose to which they
will contribute. Can we provide them with a sense of the future? That
is the question with which I leave you.
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INTEREST RATES
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US AND SOVIET UNION DEFENSE ACTIVITIES
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TOTAL (WITH RDT&EI
PERCENT
200-

USSR
so0 -

100 -

so --~ us

1970 71 72 73 74 75 76 77 78 7V

INVESTMENT IHARDWARE & FACILITIES)
PERCENT
200 USSR

ISO.

I ~~~~~~~us
10 I

1970 71 72 73 74 75 76 77 78 79

OPERATING
PERCENT
200

USSR
1S0 -

100-jwu

1970 71 72 73 74 75 76 77 78 79

CUMULATIVE COSTS, 1970-79

uSSR 1.260

INVESTMENT OPERATING

IRAEstRRI I-RALAEALLco 507FOE rAE PRCL>4IRAMEAVAF MAJAFF VRWR A Ct55SrOI-rE AWTII- AOF4ACIVE RUEA l~"F EACIAD RAIRE APERrIALNLAOE AL
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CHART 101

Key Measures of U.S. - Soviet Military Balance
Category u.s. Soviet

Strategic

ICBMs 1054 1400

SLBMs 656 950
Heavy Bombers 316 exAcludes 215 (inclkdes 90

(including Backfire) mothballs Backfire, ex-

v Variants) cludes
Variants)

Ballistic Missile 41 90

Submarines

total thrommeight 7.8 m. lbs. 14.7 ml bs.

total megatonnage 2887 mt. 8352 mt.

total warheads 8526 6132

Interceptors 309 3200

SAMs 36 10000

Ground Forces

Divisions 19 169

Tanks 10570 53000
Artillery 17500 40700

Air Forces

Medium Bombers 66 761

Fighter & attack 3400 4690

aircralt
AIr defense radars 59 7000

Transports 936 1305

Naval Forces

Active Fleet 398 954

Carriers 12 3

Naval & marine 1464 13510

aircraft
Attack submarlnes 77 270
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CHART 102

PRODUCTION RATES FOR UNITED STATES AND U.S.S.R.

1974 - 78
{Annual Average)

U.S. U.S.S.R.

800 1800

1979

Tanks

Armored Vehicles
(APCS. Light Tanks. IFC/S etc.)

Tactical Fighters/Bombers

Helicopters

Major Surface Combatants

Attack Submarines

Missile Submarines

Strategic Intercepters

Surtace-to-Air Missiles

Artillery
(Rocket Launchers Over 100 MM)

* Figures Show total productiun. cl. exports

375

275

315

5

2.5

0

0

3600

3800

650

1000

10

5

6

200

24.000

U.S.

850

1250

350

250

8

2

0

0

4200

U.S.S.R.

2500

4000

650

700

7

7

2

175

28.000

20 1600 75 1250

CHART 103

GROWTH OF GOVERNMENT EXPENDITURES
IN THE UNITED STATES --

ALL LEVELS OF GOVERNMENT
EXPENDITURES

1890
1902
1913
1922
1929
1940
1950
1960
1970

1980

TOTAL GOVERNMENT
(S BILLIONS)

0.8
1.5
3.2
9.3

10.3
18.4
61.0

136.4
311.9
839.0

PER CAPITA
(1958 DOLLARS)

45
58
89

163
143
288
484
740

1,138
1,332

PERCENT
OF GNP

6.5
7.3
7.8

12.6
10.0
18.4
21.3
27.0
31.8
34.0

73-057 0 - 81 - 21
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CHART 105

U.S. Federal Sector Expenditures
As Share of GNP (Average)

1948-50 [

1958-60 |

1968-70 1

1978-80E I

14.6%

18.8%

I 20.5%

- 21.8%

CHART 106

INCREASE IN FEDERAL PERSONAL INCOME TAXES
WITH 10% INCREASE IN TAXABLE INCOME

JOINT
TAXABLE
INCOME _ S 180

$10.00011 16.9.

$1062

_1115800
$25.000 _ 17.3%

$4633

$50.000 r14.77E 16.6%

S2450

$75.000 $2 7.7 78 - 14.6%

W FEDERAL INCOME TAXES FOR JOINT RETURN
INCREASE IN FEDERAL INCOME TAXES DUE TO 10%M INCREASE IN JOINT TAXABLE INCOME

1979-1980 INCOME TAX RATE SCHEDULE
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CHART 107

EFFECT OF GROWTH OF OFF-BUDGET FEDERAL ENTITIES ON
FEDERAL BUDGET DEFICIT

($BILLION)
_1.4

1974 4.iS6.1

1976 66.4 $73.7

1978 |48.8 $59.1

1980E 39.8 $56.6

W FEDERAL BUDGET DEFICIT

OUTLAYS FOR OFF-BUDGET FEDERAL ENTITIES

CHAbr 109

GROWTH IN BORROWINGS BY U.S. TREASURY
AND FEDERALLY SPONSORED AGENCIES

(YEAREND OUTSTANDINGS; ANNUAL AVERAGE GROWTH RATE)

1959-64 2iz 2.1%

1964-69 3.2%

1969-74 6.5%

1974-79 12.8%

FEDERALLY SPONSORED AGENCIES INCLUDE: FEDERAL NATIONAL MORTGAGE
ASSOCIATION, FEDERAL HOME LOAN BOARD, FEDERAL HOME LOAN MORTGAGE
CORPORATION, FEDERAL LAND BANKS, FEDERAL INTERMEDIATE CREDIT
BANK, AND BANKS FOR COOPERATIVES.
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CEART 110

FEDERAL GOVERNMENT BORROWINGS
vs.

TOTAL CREDIT BORROWINGS
350

300

250

200

150

100

50

S336.5

H
S 157.5

S76.2

$49.3 II

-1$3.0 [ $4.8
S24.8 $35.8

[ Sl$1.2 []S2 4

$77.3

I
1950
TO

1954

1955
TO

1959

1960
TO

1964

1965
TO

1969

6%

1970
TO

1974

14%

1975
TO

1979

23%
FEDERAL AS
% OF TOTAL 5% 7%y 69%

= TOTAL CREDIT MARKET BORROWINGS
= FEDERAL BORROWINGS

CHART 112

FEDERAL BUDGET FOCUS - FROM NATIONAL
DEFENSE TO HUMAN RESOURCES

(Fiscal Year)

NATIONAL
DEFENSE

HOMAN
i:_ COjpk,' ::

,;, ";,AQ -!

.E E !t_) l t ,O;ieY

F.''; !' -= .I - 1

Total
($ B)

| 22I L- I - T , ,t.s !I I

1955 1960 1965 1970 1975 1979

$68.5 $92.2 $118.4 $196.6 $326.2 $493.7

Includes, among others. Transportation. Community and Regional Develop-
ment, and National Resources and Environment
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CHART 113

FEDERAL GOVERNMENT - FROM DIRECT
PURCHASER TO TRANSFER AGENT

Purchases of Goods
and Services

Transfer Payments
to Individuals

Grants-In-Aid
to State and Local
Governments

Total
($ B)

8.5% 110.0% 1 I LCL!
1955 1960 1965

$67.2 $91.3 $118.5

9.7%$j
1970

$195.6

18.5% 1101 I
1975 1979

$328.7 $493.6

' Chiefly "Net Interest Paid"

CHART 114

* FEDERAL BUDGET - RELATIVELY UNCONTROLLABLE OUTLAYS.

_'k

. ,� �i

. -7t

1971
-1970 1980E1975

-~1 Relatively controllable outlays

| # - >/1 Retatively uncontrollable outlays

*OPEN-ENDED PROGRAMS AND FIXED COSTS (INCLUDING tOCIAL SECURITYMEDICAL
CARE, UNEMPLOYMENT ASSISTANCE AND NET INTEREST)
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CHART 115

GROWTH IN HUMAN RESOURCES PROGRAMS

GROWTH IN OVERALL
FEDERAL BUDGET
OUTLAYS

GROWTH IN NON-HUMAN
RESOURCES PROGRAMS

GROWTH IN HUMAN
RESOURCES PROGRAMS

-SOCIAL SECURITY
IRETIREMENTI

-HEALTH CARE
SERVICES

-UNEMPLOYMENT
COIMPENSATION

-SOCIAL SECURITY
(DISABILITY INSURANCE)

-FEDERAL EMPLOYEE
RETIREMENT AND DISARILITY

(1970-1980)

- 186.7%

- l 114.9%

307.2%

280.8%

363.1%

364.0%

419.6%

44%1.3%

$ BILLIONS
1970 1980E
196.6 563.6

123.2 264.7

73.4 298.9

27.3 104.0

11.1 51.6

3.4 15.6

3.0 15.3

2.7 14.6

-PUBLIC ASSISTANCE AND 532.0% 5.7
OTHER INCOME SUPPLEMENTS 520 57

-TRAINING AND 549.3% 1.6
EMPLOYMENT" 593 16

CHIEFLY FOOD STAMPS, AID TO FAMILIES WITH DEPENDENT CHILDREN,
'SUPPLEMENTAL SECURITY INCOME AND HOUSING ASSISTANCE
" CHIEFLY CETA PROGRAMS (INCLUDING PUBLIC SERVICE EMPLOYMENT,
GENERAL TRAINING AND EMPLOYMENT PROGRAMS, AND YOUTH PROGRAMS)

36.1

10.4

CHART 116

GROWTH IN US TRANSFER PAYMENT PROGRAMS
{1 07n- I QanlI .- . - . - - -I

-

VETERANS BENEFITS 77.3%

RAILROAD RETIREMENT 193.8%

SOCIAL SECURITY 297.0%

UNEMPLOYMENT INSURANCE 321.6%

MILITARY PENSIONS 325.0%

PUBLIC ASSISTANCE' 343.9%S

MEDICAID & MEDICARE 382.8%6
FEDERAL EMPLOYEE 429.6%o
RETIREMENT
SCHOOL LUNCH PROGRAM 900.0%

HOUSING ASSISTANCE 960.0%

FOOD STAMPS 1350.0%

$ BILLIONS

1970 1980E

6.6 11.7

1.6 4.7

29.7 117.9

3.7 15.6

2.8 11.9

4.1 18.2

9.9 47.8

2.7 14.3

.4 4.0

.5 5.3

.6 8.7

63.2-- 266.9"

' MAINLY WELFARE

' TOTAL INCLUDES $.6 (1970) AND $6.8 (1980E) NOT SPECIFICALLY SHOWN,
OF WHICH $2.0 (1980E) IS FOR DISABLED MINERS' BENEFITS
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CHA~r 117

FINANCIAL ASPECTS OF THE SOCIAL SECURITY SYSTEM
FEDERAL OLD-AGE AND SURVIVORS INSURANCE AND
DISABILITY TRUST FUNDS (OASDI)

3 X ~~~~~~~~~10
400 405%86

300

200

100 2
25%

0 /
1955 1960 1965 1970 1975 1980E 1955 1960 1965 1970 1975 1980E 2000E

ASSETS AS PERCENTAGE CONTRIBUTORS
OF EXPENDITURES* PER BENEFICIARY

'Assets at beginning of year
Expenditures during the year

CHART 118

AGGREGATE SOCIAL SECURITY CLAIMS OF INDIVIDUALS
VS. NET INDIVIDUAL WEALTH

($BILLION)
377

1940 21%
79

1950 888I 31%
F 1 271

1960 1665I I701 4206

1970 2956 l 65'%

1977 5381 76%

W NET INDIVIDUAL WEALTH

_ AGGREGATE SOCIAL SECURITY CLAIMS OF INDIVIDUALS
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CHAirr 120

NET FINANCIAL STATUS OF THE
SOCIAL SECURITY RETIREMENT SYSTEM*

($ BILLION)

CURRENT
LAW

INCREASE AVERAGE
RETIREMENT AGE
THREE YEARS

-600 -400 -200 0 200 400 600 800 1000

'DOLLARS DISCOUNTED TO 1977, ADJUSTED FOR INFLATION; SSA INTERMEDIATE
ASSUMPTIONS. RETIREMENT PORTIONS OF SOCIAL SECURITY ONLY, SIMILAR BUT
SMALLER EFFECTS IN DISABILITY INSURANCE & HEALTH INSURANCE

CGir 121

CURRENT SOCIAL SECURITY DEFICIT' IN RELATION TO GNP,

INVESTMENT IN PLANT & EQUIPMENT INDUSTRIAL R&D

(1970-79)

GNP 4.1%

INVESTMENT IN

NON-RESIDENTIAL 39.8%
PLANT & EOUIPMENT I

INDUSTRIAL R&D
I I 394.5%

ESTIMATED AT $632 BILLION FOR OLD-AGE AND
SURVIVOR INSURANCE TRUST FUND (DISABILITY INSURANCE

TRUST FUND NOT INCLUDED)
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CHART 122

GROWTH OF FEDERAL GOVERNMENT
EXPENDITURES ON REGULATORY ACTIVITIES

($ BILLION)

$7.0

$6.0

$5.0

$4.0

$3.0

$2.0

$1.0

1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980E

CHART 124

REGULATORY AGENCY STAFFING
PERMANENT

FULL-TWME POSITIONS
(THOUSANDS OF EMPLOYEES)

100

70 - -

2 0-

0 '
1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981

FISCAL YEARS (ESTIMATED)
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Cm= 125

NUMBER OF NEW MAJOR SOCIAL AND ECONOMIC
REGULATORY LAWS PASSED BY CONGRESS

12'125

100

75

50

25

45

53

23

18
10 6 1

4" 1 =5 lo7j 8 10
.

PRE- 1900 1910 1920 1930 1940 1950 1960 1970
1900 TO TO TO TO TO TO TO TO

1909 1919 1929 1939 1949 1959 1969 1979

= ECONOMIC REGULATION (FINANCE AND BANKING, INDUSTRY-
SPECIFIC AGENCIES, GENERAL BUSINESS)

= SOCIAL REGULATION (CONSUMER SAFETY AND HEALTH, JOB SAFETY
AND OTHER WORKING CONDITIONS, ENVIRONMENT AND ENERGY)

CHA.rT 126

U.S. - COST OF FEDERAL REGULATION
OF BUSINESS

($ Billion)
$102.7

$ 97.9

$66.1
$ 62.9

$3.2 $ 4.8
19791976

_ ADMINISTRATIVE COST
= COMPLIANCE COST

Weidenbaum's 1979 estimate based on applying Compliance Cost/Administrative
Cost multiplier of 20 (1976) to 1979 budgeted cost to operate

regulatory agencies
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CirAr 127

GROWTH IN NUMBER OF WASHINGTON LAWYERS
OF NON-WASHINGTON LAW FIRMS

1975-

1979-

1980'

673

1482

1791

* AS OF JUNE 1

CHAwrr 128

THE GROWTH OF CONGRESSIONAL COMMITTEE STAFFS

2000
1844

HOUSE

1500

. @ 1t151
I SENATE

1000

50063
62

4 _
0
1890 1910 1930 1950 1970 1978



STATEMENT OF EzRA F. VOGEL, CHAIRMAN, COUNCIL ON EAST ASIAN
STUDIES, HARVARD UNIVERsrry

The period of America's economic supremacy which began with our
emergence from World War II has come to an abrupt end. This transi-
tion was hastened initially by our foresight and generosity in assisting
wartorn countries, but it continued because of the ingenuity, deter-
mination, and hard work of businessmen and government leaders in
other countries. In the 1970s, the process took an unhealthy turn, for
America did not keep pace with development in key countries of
Europe and East Asia, and we are now witnessing the consequences.

In Europe, the most impressive progress in recent decades has been
made by France and West Germany. The personal savings rates in
France and West Germany have been running two or three times
those of America. In recent years, American government and private
investment has been running about 16% of GNP; in 1978, in both
France and West Germany, it was over 21%. From 1973-1977, whereas
French productivity growth was 2.9% and West Germany's 3.3%,
America's was 0.3%. From 1970 until 1978, France's and West Ger-
many's share of world exports of manufacturers remained steady or
even slightly increased while America's declined by about 20%, bring-
ing its total value of world manufactured exports to about 15%o below
West Germany's in absolute value. The proportion of French and
German GNP going into R and D investment has been rising, sur-
passing ours, which has been declining.

Even more striking is Japan's success. The competitiveness of vari-
ous Japanese products is by now well known to Americans, but it is
important to consider their cumulative significance. In 1978, America's
GNP was roughly twice that of Japan and, since our population is
twice as large, per capita GNP in Japan was about the same as in
America. However, the value of indwutrial production in Japan was
already 3,4 of that of the United States or about 11/2 times ours per
capita. In the same year, we imported $5 billion more of industrial
goods than we exported, but Japan exported $76 billion more of indus-
trial goods than they imported. I would not argue that the Japanese
market is easy to penetrate or that Japanese officials have opened their
market with desirable speed, but it is at least arguable whether, con-
sidering the whole range of barriers in the United States-differential
state laws, substantial military procurements not open to foreign bid-
ders, restraints on TV, textiles, and steel-whether totally opening the
Japanese and American markets would result in a trade balance more
in our favor. That the problem is not just one of difficult Japanese
markets is clear from the fact that America's share of manufacturing
exports to developing countries fell from 28% in 1970 to 22% in 1978
while Japan's rose from 22% to 26%. thus surpassing our share.

Japan's personal savings rate, which had been about 20 percent per
year, has now risen to about 24 percent, whereas America's, which had
been about 6 percent per year, has now declined to less than 4 percent.
By 1973 the average production site in Japan passed that of the United
States in modernity of plant and equipment, and the gap continues to
widen. America has enjoyed a substantial lead in R & D expenditures.
In 1961, American R & D expenses were 2.7 percent of GNP, almost



twice Japan's rate of 1.4 percent. By 1974, the American rate had
fallen to 2.3 percent and Japan's had risen to 2.0 percent. Since then,
the American rate has continued to fall and the Japanese rate has
continued to rise. Because Japanese GNP grows an average of about
5 to 6 percent per year while America's grows about 2 to 3 percent,
Japanese investment in absolute terms grows more rapidly than ours.
By 19 i 8, Japan's investment in new plant and equipment was already
equal to America's in absolute terms, or twice our per capita rate.
Japan's investment is more concentrated in areas of future growth. If
one had to make predictions on the basis of these facts, the shift in
economic power is difficult to question.

America has no need to be the most effective competitor in every
major industry, but the inability for America to remain attractive as
a site for investment, if not quickly corrected, could have serious long-
range consequences for all of us. We are now heavily dependent on
increased oil imports, and our agricultural exports alone are not
enough to pay for our imports. We are now running a substantial and
apparently chronic trade imbalance with, the rest of the world that
cannot long continue, and petroleum imports are not likely to become
cheaper. The American going abroad finds his dollar buys less than a
decade ago, and while less visible, the American at home finds that for
unit of labor he is able to buy fewer foreign products. Because Ameri-
can-based companies are losing shares of world markets, our real
corporate income is declining, and our Nation thus has a smaller tax
base. This poses the dilemma of whether to increase taxation still
further, thus further reducing American competitiveness, or reduce
expenditures for national defense and for services to our citizens,
further heightening the divisiveness in our society. It is tempting
under such circumstances to become increasingly protectionist, but
this would not only sacrifice the goodwill of our allies and the oppor-
tunities for developing countries. It would also prevent our consumers
from buying more desirable foreign products and reduce the pressure
on our companies to keep up, thus allowing them to fall still further
behind foreign competitors. And, given the complex internationaliza-
tion of production, it is even questionable whether protectionist poli-
cies could insulate America from the pressures of more effective inter-
national competition. Ultimately, the only sensible strategy is to
strengthen our areas of comparative advantage and remain open to
receiving competitive products from abroad.

Within the last year, we have grown in our willingness to acknowl-
edge our own problems. One can only be cheered by this development,
but I would be derelict in my duty as an observer of East Asia were
I not to point out how far ahead Japan is in a number of spheres:

1. Superior information.-Japanese government, business, and
newspaper people have been far more thorough than we have in scour-
ing the world for information. The world's six largest trading com-
panies, for example, are all Japanese, and with an average of over
500 offices in over 100 countries, they bring in a range and depth of
political and economic information unrivaled by any American busi-
ness organization.

2. Government 8trategy.-Japan has a conscious national strategy
of finding ways to promote competitive industries of the future and



reduce investment in declining sectors. America, without a conscious
strategy and without the analytic capacity in the government to sup-
port such a strategy, is at the mercy of political pressures which are
strongest in declining industries. We have, in effect, a strategy by
default which supports weaker industries.

3. High quality government specialist&-America has extraor-
dinarily able and hard-working public servants, but often those in
most influential positions have not gone through the development of
their able Japanese counterparts, who are more thoroughly trained,
more experienecd in dealing with the issues in question, and better
informed.

4. Long-term inve8tment.-American companies, being dependent
on stock equity, are much more concerned with short-term profits.
Japanese tax law gives more encouragement for savings, and compa-
nies, relying more on bank loans for their capital, are better prepared
to undertake long-term investments in modernization that do not have
high-term payoffs.

6 Flexibility for management to concentrate on basic probleme.-
Japan has ways of representing pressures from the public and from
labor for more concern with pollution control, equitable opportunities,
and fair treatment for labor without restorting as much to legalistic
regulations that in America reduce the moral pressure and the flexi-
bility of business to respond directly and appropriately to the issues
that make for effective management.

6. Receptivity to technical modernization.-American workers,
whose aspirations are often tied with skill specialization, are under-
standably reluctant to accept new technology where they stand to lose
their relative position. A Japanese worker s position is more depend-
ent on his seniority, his success more tied to the success of his com-
pany. Being more anxious to see his company do well in the long run,
he is more enthusiastic about his company's acquiring new technology.

A new administration can do many things to improve our competi-
tive position: It can provide tax incentives to encourage personal
savings, investment in R. & D., and modernization of plant and equip-
ment. By taking measures to reduce inflation, it can help provide a
stable environment that encourages more investment. It can continue
to reduce excessive regulations that reduce the capacity of business
to concentrate on basic company matters.

But certain things cannot be done by anyone at this point, because
we do not yet have the public understanding and the consensus
necessary to make them work. In considering our current chronic trade
deficit, for example, it is clear that we must maintain vigorous comn-
petitive companies in sectors like steel and automobiles. It may well
be that national and enterprise neglect have allowed these industries
to deteriorate to a point where special assistance is required to revive
them. To move too quickly in providing aid runs the risk of providing
protectionism without the assurance that the industries will modern-
ize sufficiently to remain competitive. In order to build the required
consensus that would permit us to give appropriate aid to key sectors
and see that it is used wisely, we need a core of leaders from various
fields, like that assembled here today, to meet frequently over the
next several years to help mold a new national consensus on adjust-
ments required to maintain a healthy competitive economy.
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To revitalize America, we will need more basic changes than we
have considered in recent years, and these can only be effective if we
have a broad base of understanding built over several years. I hope
the new administration will help set this process in motion.

STATEMENT OF JOHN WINTHROP WRIGHT, PRESIDENT, WRIGHT
INVESTORS SERVICE

INTERNATIONAL ECONOMIC PROBLEMS

A significant and lasting reduction in the rate of inflation requires,
in addition to sound government fiscal policies, both a perceptive
reformation of U.S. domestic monetary policy and effective U.S. con-
trol over the creation and growth of Eurodollars.

The Presidential election of 1980 is widely seen as a mandate to
reduce inflation, to cut back government spending, except for defense,
and to establish stability and restraint in monetary policy. In my very
carefully considered opinion, success in this effort is unlikely unless
we succeed in establishing effective and selective controls over the
expansion of dollar credits and deposits both at home and abroad.

The Federal Reserve Board has long attempted to cure inflation by
restricting the growth of the domestic money supply through liiiiting
the amount of demand deposits in domestic banks and manipulating
interest rates, principally by means of (1) open market purchase and
sale of government securities, (2) increasing or decreasing the non-
lendable reserve deposits required to be maintained in Federal Reserve
hanks by commercial banks. and (3) raising or lowering the cost of
bank borrowing from the Federal Reserve. After the last ten years
of record-breaking inflation, despite the FRB's unprecentedly vigor-

MONEY SUPPLY, EURODOLLARS AND INFLATION

tin percent]

Inflation
Gross

U.S. money supply (MI-B) national Eurodollars U.S.
prdut, World inflation

Current Constant constant Current Constant commodity (GNP
Annual change dollars dollars dollars dollars dollars prices deflator)

1970 ---------------- +52 +0. 1 -0.6 +26.2 +20.0 -2.4 +5.1
1971 -+6 5 +1.7 +4.6 +26 0 +.8 +4.7
1972 -+ 2 +4.9 +7.3 +32.3 +271 +4.0 +4.1
1973-+5--------- 5 -1.8 +3.4 +36.0 +2. 5. +7.
1974- +4.3 -6.1 -3. 5 +41. 0 +27.0 +1.9 +1.
1975------------------- +4.9 -2.1 +2.4 +8.2 +89.9 -9.1 +7.5
197------------- +65 +1.7 +4.9 +25.6 +20.0 +38.1 +4.81977-+8.----------+1.7 +5.7 +18.0 +11.0 +.1 +.
1978----------- +8.2 +0 +4.8 +24.2 +14.8 +15.5 +8. t
1979----------- +7.4 -1.4 +11.0 +20.3 +10.5 +29.0 +8.9
1980----------- +7.1 -2.4 -2.6 +24.0 +12.6 +11.0 +9.7
Last 10 years (Sept 30.

1970 to Sept. 30,1980):
Cumulative change-- +91.2 -4.51 -+30.5 +807.5 +371.4 +372.3 +99.4
Average annual rate. +6.7 -.4 +2.7 +26.1 +17.7 +16.8 +7.1

Previous 10 yin (Sept.
30 1960 to Sept. 30,
1900):

Cumulative change-- +49.9 +12.5 +47.0 Nominal Nominal +34.3 +33.3
Average annual rate. +4.1 +1.2 +3.9 Nominal Nominal +3.0 +2.9

Note: MI-B equals currency plus demand deposits and other checkable deposits excluding those held by foreign bank
and official institutions; (a) annual rate through September; (b) annual rate through June.
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ous employment of all of these means, it can scarcely be doubted that
the unselective nature of the established methodology is an unmiti-
gated failure and that it is time for thoroughgoing, constructive
reformation of our nation's economic and monetary management.

To begin with, it is clear that the root cause of U.S. inflation is not
the so-called excessive growth in the money supply per se. As the ac-
companying table clearly indicates, there is now actually Mess money in
circulation, after adjustment for inflation, than there was ten years
ago. During the intervening period, the real, inflation-adjusted money
supply declined-4%, while real GNP rose by +31%. Consequently,
today's money supply is an inadequate 16% of current Gross National
Product, vs 22% in 1970. During the same period, inflation totaled
99.4%. During the previous ten years (1960-70), however, when the
money supply in constant dollars (Mi-B) increased by + 12.5%, and
GNP grew by + %47%, inflation was substantially less (33%). Simple
logic suggests that such inadequate expansion of the supply of money
needed to finance the growth of the economy is a severe impediment to
both productivity ant growth and adds to inflationary product costs
because it increases the cost of capital and thereby the costs and prices
of all of the products of a capitalistic society. Thus, excesaive restric-
tion of the money supply, as distinguished from moderate, does in fact
contribute to inflation, instead of control it.

Perhaps the most important monetary cause of our recent inflation,
in addition to the high interest rates encouraged by current monetary
policy, becomes obvious from examination of the accompanying table.
The incredibly rapid growth of Eurodollars has been a major con-
tributor to soaring world commodity costs, especially oil. Eurodollars
are principally dollar credits, that is, bank loans of, and repayable in,
dollars which are made by foreign banks, including the foreign-
domiciled branches of U.S. banks. When these lending banks deposit
these dollar credits in the accounts of their borrowers, this increases
the world dollar supply in the same way that loans by domestic banks
produce bank deposits which increase the domestic money supply of
dollars. The excessive growth of the world dollar supply has been a
prime cause of world and domestic dollar inflation since the 1970's
began, but the excess is the result of the eight-fold increase in Euro-
dollars, not the doubling of the U.S. domestic money supply. Despite
an ineffective effort by the present administration in late 1979 to
control the Eurodollar explosion, the supply of these foreign-gen-
erated dollars has continued to grow at a + 24% annual rate through
the second quarter of 1980, while the expansion of the U.S. domestic
money supply was at a +7% annual rate through the third quarter.
During the first nine months of this year, the rise of world commodity
prices, in dollars was + 11.0 %, a major underlying component of infla-
tion everywhere, including the U.S., where the GNP deflator measured
U.S. domestic inflation at a + 9.77% annual. rate.

The inflationary damage to the U.S. economy from the grossly exces-
sive expansion of Eurodollars is not, however, confined to the effect
on domestic prices of the rise of the dollar prices of world commodities.
Even more serious and pervasive is the depressing effect which the
glut of Eurodollars exercises on the foreign exchange value of the
U.S. dollar, thls raising the c08t of all U.S. imports. It is evident that
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when foreign demand for dollars can be and is satisfied simply by
the issuance of dollar credits by, and bank deposits in, foreign banks,
instead of by the purchase of U.S. dollars in the foreign exchange
markets, the total supply of dollar goes up, while the foreign exchange
value of the dollar goes down.

Reformation of the methodology and policies utilized by the FRB
in the control of domestic money and credit, including the introduc-
tion of selectively, though greatly needed and long overdue, would
obviously not alone be enough to stop excessive U.S. inflation. The
domestic program must be paralleled by effective control of the manu-
facture and distribution of dollar credits abroad. The control of each
nation's money, whether in currency or bank credit, is at once a
sovereign right and responsibility. The United States has the power
to bring about the international acceptance of this principle.

This analysis is not intended to indicate that the continuing uncon-
trolled proliferation of Eurodollars and the ineffectiveness and
obsolescence of U.S. domestic monetary policy are the only causes of
U.S. inflation. They are not. But they are major underlying causes
which, until removed, will continue to prevent the elimination of
excessive inflation by other means, no matter how vigorously employed.
Thus far, the new administration has proposed a number of realistic
and progressive programs designed to improve productivity through
substantial incentives for corporate modernization and expansion of
plant and equipment, provide greater work incentives through lower
taxes and less regulation, and reduce waste in government expendi-
tures. There may even be hope for some sort of "incomes policy" which
can progressively reduce the inflation which is "locked in" by labor
and other contracts indexed to the Consumer Price Index. But until
the total world dollar supply is stabilized, the dollar is restored to its
fair international value, and interest rates are reduced to a level which
will improve both production and productivity, by encouraging
instead of discouraging long-term investment, the fight against infla-
tion will continue to be an uphill battle, handicapped by an inade-
quate strategy and fought with obsolescent tactics.

APPENDIXES

(A) Cumulative Growth of the World Dollar Supply.
(B) Comparative Interest Rates-Current versus 10 Year Average.

Comparative Inflation Rates-Current versus 10 Year Average.
(C) The Securities Market versus Inflation and Money Supply-Chart and

Table.
(D) Excerpts From the Evolution of American Capitalism, 1970-80.
(E) Excerpts From Testimony of John Winthrop Wright Before the Com-

mittee on Banking and Currency, U.S. House of Representatives, Wash-
ington, D.C., August 7, 1974.

(F) Excerpts From the New York Times-Credit Controls: Make Them
Selective.

(G) Excerpts From Is the American Economy Manageable Without Effec-
tive International Monetary and Credit Controls?
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EXCI.RPTI.D FROM TI II EVOlA'lU N ()1 AMl IC ('AN ('AITAl ISM 1'70-1980

By John Winthrop Wright

Fourthl Annual SymposiUm on Americars Capitalism at FA ilield University on March 19, 1980

Cf'iRONOLO(;ICAL RIEVIIW tl'1 T'111. 1970's

1970: A severc credit crsuncis and recssion Dining the simw ju-ii1, The malor U.S. hanks
closely followed the FRB's excessive escalation learircd Tor avsoid the lRH's 1969-70 restriction
and prolongation of the rest ictions of U.S. do- of' dlest i, halk cr'dil anId began she creation
mestic money and credit which were established of [oilodoIflii5 in titeir foreign sbsisidiaries. TIis
in 1969. eaussd :,rin-s es-due escalation osf the world

diollar supply by expanding. the creation of

1970-73: A S5I billioss three-year Federal defi- dlsIisim credits anid de posiIs overseas. The sssainr
cit, then a peace-time record, was causesd by foreigns kinks also soon found that they could
1969-70 recession-induced decrease of tax reve- do tiHe samsre witholut restriction by their own

mnsses and increase of unueployment and welfare ceutrnl h;nk,. As a result. by the end of 1973,
expenditures, thcire Furudosloi Sllpply had grown to about $117
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WORLD (OMrODITv AND uS. POtlODU(tl Posits |
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billion vs $300 billionl in the U.S. domestic
money supply (ilicluding certificates of deposit).

1973: The enormous +58% expansion of the
world's total money supply during 1971-73 and
especially the $152 hillimi increase in total
world dollars created the worldwide booltt of
1973, when tile prices of wvorld comitmodities, in
dollars, doubled within a 12-niionth period, and
the price of oil qiuadrupled later in the yeazr after
thC OPEC nations got into the act and embar-
goed oil shipments for six ittoths.

1974-75: flte U.S. Federal Reserve, however, re-
mained (at leas, publicly) oblivious to the facts
thar OPEC and Euro-tianufactiured dollars were
obviously responsihle for 'vrdisi ide dollar infla-
tiont and that the U.S. domnctsf Inoney supply
(Mi) had risen at a conilparatively moderate
±7.2% annual rate (only +1.7% in constant dol-
lars) doting 1971-73. Consequently, in early
1974, the FRB applied a rigorous and indiserhliti-

iale restriction of money and credit which re-
stited in making thie 1974-75 recession the most
scvert anol costly econontie slowdown since the
Great I)eprcssion of the nineteen tIlirties.

1974-78: During tile five years from the begin-
linig of ith. 1 74-75 recessioiui including three

aInld Ilree-qilarter years which were required for
Ilie nition labioriouisly to rebuild its Gross Na-
tiollad Prilict to tile Icvel which would have
biles rvachcdil if recession had not interrupted its
norial eiiiial rate of lPowtl) (post-war average:
+42.8X), the federal goverronent throttgh reces-
sion-induceil delicit borrowisg depileted the na-
linuts iiiliistrial cailtlal by a total of about $278
billion.

ric dreastating results of this depletion of capi-
tld :IrC vi:ielll today, in the shortage of capital
whirl, would otherwise be available for the na-
tio s inullistrial growth auni for the development
of nlew sources of- energy, and in an unprece-
dnctlly liw rate f o i proveinent in the nation s
prodnet tivity.
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THE 1974-75 RECESSION NEARLY DOUJBLED U.S. FEDERAL DEBT

of 1574 75 Eod of 1974-75 GNP R1or x PWRi,,P tooer to "Normal' 1979-?
Dlollarstsonft Oto to1t, DOLlir to Pro-ocotsioo Rot. Whites Woold l§iv. Itt R~oettiooj

v2
'| ~ -. -- n_ _.o ((Ž4 Rod eon Mfoull

II I �
I I

-� I

4, 1
82 #8Ostrtotrtb3fJoj

;.9%

1977 1 1978



303

U.S. FEDERAL DEBT D)uring tile period of economic recovery aftcr
the 1974-75 recession, no significant steps were
taken by our gpigrnmcnt to curb thc continued
manufacture of dollar credits and deposits
abroad, and there were no signs of construc-
tive ilnnovationl in FIRB regulatory methods.
There was, in fact, no sign of FRB recogni-
tion that thIe creathitit int lies of Euro-bank dol-
lar idtlihs lor a widc variety of monetary pur-

poses. iiclhiding satislactioil of the OPEC na-
tionms lem iiaiud for dollars, short circuited the al-
ternlaliv* prlrliase i)tI dlllavs il the forcign cx-
change muarkets and was therefore the funda-
ttntnal cililse .,f the declining foreign exchange
valme oi t ie dollar. (liinsequenitly, iitead of
inahknut 1vlai to the womld that the mucnh-
tuiblici i/d "lilt of dulals wa, miot a prod uct of
Washillpist B lurceian otlmigravlg and Printing.
hilt ratther ili- resultof itsmegutlalccldollarcred-
its clealed by ti Icigin dolliciled banks in-
cliditig ti1 fiireitli subsidiaries of American
banks. insicad of calling lupon the foreign central
batks to join with us ii controlling and reguilat-
ing the creation of all credits and deposits ii
clcb nations sovereign currency and instead tof
attackinyg at tile soturce this uatonstrous underly-
lig cause if world inflation the U. S. Federal

Rcserve tiuredit olce aguin to iapose excessive
restrictitios uipttti ,t doinestic economy whose
growth of ltoney atid crcdit during the four
yeats sitice the 1974 recession had already been
held lo a tmoderate +5.2%5 annual rate in nominal
dItlmis (NI l: demand deposits and currency), a

,. 
.

I
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total money supply which at 1978 year-end had
shrunk to only 16% of Gross National Product
vs 20% in 1973 and 23% in 1968, the years,
respectively, prior to the 1974-75 and 1969-70
recessions.

1979: Thus, as last year got underway, the U.S.
supply of money and credit wits again the targct
of misdirected FRB fire power with the result
that demand deposits in U.S. banks actually de-
clined during the First quaiter by -6.2% in nomi-
nal dollars (by -14.1% in constant dollars), the

cuisrent inoney supply (Ml) was up +8.8% for
the year, but d(own -2.7% in constant dollars,
anid inteiCSt rates tnoved Up from a hank prime
lending rate of I ll.%at 1978 year-end, to 1SM.%
hy 1979 year-end. Meanwhile, the uncontrolled
expansion of FIurtsdollars overseas was permitted
to Conlitinie at an incredibly last and accelerating
rttle up. at an annual rate of +19.7% in the see-
midl qpiarle-r. 44.2% ii tih- third, and no sign of
sliakeitiln since). List year's growth of Eurodol-
lahs is stimii:sted at icsaily $100 billion, a +28%
:an alii late to a uirenit total of about S450
hilhon )i sleposit in foreignl domiciled banks, of
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which only about $50 billion is backed by act
claims against U.S. domestic banks. Thus, as we
assemble here today. the dollar deposits in banks
outside of the Utsited Slates now total more
than $450 billion. This is within 10% of the
500 billion total U.S. currency, demand depos-

its, and large certificates of deposits in all U.S.
domestic banks! If Eurodollar growth shosldl
continue at the recent rate. and be unchecked
for another five years, Eurodollars would bc-
come by far the dominsmst world currency - and
by 19S5 would total Sls trillion. this wosld be
more than the 1985 projected total of all foleigo
free-wnrld currencies and nearly three times the
prcjected total of boma lid- domestic U.S. dol-
lars

No wonder that wirltd intltiori in dollars is ommt
of control! No wonder that the foreign exchange
value of the U.S. dotlar has been so depresse'd
that it 1ow costs Aniericaj, busittessaren $2 to
bity a cUp of coffee in a Viennese hotel and
$3.70 for a McDonald quarter-pound hamburger
in Zuaich! There is no way of stopping the innla-
tion of dollar prices all ovtr thc world, no way
of stepping the escalation of Middle East oil
prices payable in dollars, no way of avoiding the
ever-rising cost of energy in the U.S. and thc
intiation which inevitably accoimipanies it: there
is simply no way of accomplishing these basic
objsctives without first recognizing and actine
on the obvious principle that the United States
must control the creation of credits and deposits
in U.S. dollrs everywhere!

1979 did, however, see the first signs of move-
mene towards international monetary conteol

whenl l l)r.ir [Nil: Iti:.telor (cneral Witiveen sin-
gled cot iuiroidollats as the primary cause of
W..ld iiflt;n. when FItRn (overnor Wallich ad-

itilted publiciy that at least St 50 billion of the
Euiriodollar overhang is a significant factor, and
when lRP, Cthairman Miller arranged for a meet-
ing of ihe World (Cenitmal Itanks to formulate
controls. lnfortmnatcly, but not surprisingly,
only studies and discussions have thus far en-
stied.

1 975 did not see any glimmer of recognition by
citicr tIh:l Federal Reserve or the Administration
that excessively restrictive monetary policies
which escalate interest rates to usurious levels
also actumtlly significantly increase, and do not
de leasc itnflatil. Despite al! of the evidence,
thcre !ms' "lot yet beeil any oitficial government
:cknowfcwdgmeit of the obvious repeated failure
.,f tt .. policies to conltiilbnt. to the attainent
of' oar nat-sional objectives. Let us consider, for a
mloMvit-lI. sonme of thc damage which has, in-
steal, actially been wrougltl by these poli-
cies

I T lhe last two recessions, 1969-70 aiid
1'974-75. hsth of which were deliberately caused
by severe and iadiscriminately restrictive FRB
sostalazy policies, dinrctly depleted a total of

about $?50 tillion of the nation's capital
through govenirmcntal borrowing to finance defi-
cits cau-;scd both by th he ige growth of reces-
siolary incliployment amid welfare costs and by
the shrinikage of the nation's taxable revenues.
Dhe magrnitudc of the depletion is evident when
it is reali7Cd that the quarter of a trillion dollars
of capital dissipated by the government's reces-
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sionary dcficits was greater than the total of the
nation's current money supply (S202 billion of
cunency and demand bank deposits) and 1/6th
of all U.S. bank deposits and savings (SI.50 tril-
lion including aOl savings accounts and all certifi-
cates of deposits in all bank ajad nonbank thrift
institutions) when the 1969-70 recession began!

2) The escalation of inteiest rates is not only

usciess as an effective anfi-inflation weapon, it
is, contrary to doctrinaire belief, in itself a sig-
nifiecnt cauSe of inflation. The cost of capital,
like the cost of energy, is a major component of
the cost of all goods and services. When interest
rates are raised, a corrcsponding inflationary rise
in the c;apital Ilse component of the costs of
Gross National Product is certain to follow. 'The
inagliitodc of the inflaiiinary price increasu

104 ' 97S 1976 ' n'17 1979
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which accompanies each increase in interest
rates is, soo0er or later, close to oUc and a half
times the rise in intcrest rates, a one-tinc inila-
tionary pricc increase approaching l Vi%. for ealch
1% rise in the cost of capital. This is simply
because there is about Sl.50 of debt in the
country for each Sl of Crocs National Product.
Thus, 1979 's approximate +2.5%o increase in ii-
terest rates generally, can accoust for as much as
3 or 4 percentage points of last year's +8.9%
inflation in the cost Of our Cross National Pro-
duct. This year's skyrocketing interest rate in-
creases -- as long as they last -- are almost sure
to offset any decreases wshicb are like.ly to be
achieved by other nseans.

3) Usurious interest rates have :a centiries old
tradition of bcnefiting those who have, and hurt-

in t,, hos who havse rot. Usury has been dis-
comaia1'ed by Voodt pubtic policy since the days
whens ai uiscoming Roman republic limited in-
tciest rates to 8lt,,, and the likling of usury ccil-
ings mn interest rates, as is now being demanded
by our major banks, has, in the past, reflected
governmeneital extravagaiie and mismanagement.
Thc Roman ceiling was raised to 11% as the cm-
pire hocamne increasingly corrupt. During the last
dec:adc. the progressive rise in the cost of bor-
rowed capi tal was a major impediment to suc-
cessfuol corporate operation and] growth, espccial-
ly or inedinm sizcd and smaller, cost-cutting
conlet titivc husinesses. Usuriolisly high interest
rates are, in iy opinion, unuquiestionably a seri-
ois imipcdimieit to the miaintenance and pro-
gress ,ot lie, A nuerican systcmt ol costplitive free
clut rprise.

10 YEL CURVES

H _ _ _ __~~~~~AR H21 18

COPARATIVE INTEREST RATES -I I . 7 - .1 7
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EX(:ERPTI:D iFRONt I[LS110NY' 01- JO[IN WINTIIHOI' WRIGHIT

BIeore Iuut' Unllinlitte' on liallIilignd tl ('1ii clicy
U.S. Houlsc of' Rcpresellntatiycs

August 7. 1974

PROPOSALS FOR LEGISLATIVE AND REGULATORY REFORM OF AMERICAN ECONOMIC
AUND MOINETARY MANAGEMENT.

I) Require by Resolution, U.S. International Negotiation to Create an Inflation-proof Standard of
Value in the International Monetary System.

The recent international agreement on the "basket of curreccies" principle for the valuation of each
nation's currency in relation to an international "numeraite" known as "SD)Rs" was a useful first step
in the right direction, but left unsolved the establishment ol a constant inilation-proof standard of
value to'fill the role which, in the past, was acted by gold. For this purpose, I propose an extension of
the "basket" principle to arrive at an overall rate of international inflation by applying the same
"weights" as in the cutrrency basket to each nation's respective '(;NI' I)ellstor" rate, thus adjusting
and devaluing (or revahluing) all currencies ih relation to the -SIDH", which would thereby always
maintain constant nurchasin;g powver. By ooing this, we would create for iht first time a constant
standard of monetary vahue, suitable for intlation-proof international finanici:ng and the settlement of
international obligations. The result would immensely advance the rtstoaition of confidence in the
international monetary system and diminish international inflationary expectations.

2) Require by Resolution, U.S. International Negotiation of Ati Agreement to Regulate the Creation
of "Earodollar" and Other Foreign Currency Dcposits in Non-demiciled flanks.

The unregulated creation of "Euro-dollars" by means of loans made by and deposits in banks domi-
ciled outside of the United States and not subject to U.S. Federal Reserve Board regulation, has been
site major cause of worldwvide inflation. It is obviously not in the interest of the Uttited States or, for
that matter, of any nation to permit a forcign batik to "create" additions to its money supply without
restriction, regulation or the requirement of liquid reserve deposits with thie central bank of the nation
whose money supply has thus been expanded. For this reason, I propose that the United States take
the lead in negotiating atn international banking agreement under which any batik which accepts or
creates deposits in the currency of another nation would be required to keep reserve deposits in the
cetnt-al bank of that nation and to comply with the regulations of that central batik with respect to
such deposits. I believe that all central banks would find this to be in their respective self interests.
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3) Enact Legislation to Insulate Domestic U.S. Monetary and Credit Policies from the Influence ofExcessive Foreign Capital Requirements and Intcrest Rates.

The fear of increasing tihe outflow to foreign borrowers of U.S. capital has frequently been given as acompelling reason for maintaining interest rates in the United Status which are excessively high bytraditional American standards. I propose that this influence can and should be effectively neutralizedby requiring American taxpayers with capital deposits, loans or investments abroad to pay a tax on-'iy net annual increase of such capital the rate of such tax to be determined from time-to-time by theU.S. Federal Reserve Board as sufficient to offset substantially any competitive attraction to U.S.capital of higher interest rates abroad.

4) Expand by legislation, the Federal Reserve Board's Regurlatory Poweis to Include Variable ReserveRequirements Depending on the Proporrtion of Each Bank's Loan Portfolio Allocated to NationalEconomic Purposes and Piiorities.

The current reserve requirements of the Federal Reserve Banks are directed to the safety of depositsand the overall liquidity of lendable funds. As a weapon in "the fight against inflation" this is morelike a single bludgeon than the assortment of precision instruments which our modern economy anddiverse national interests require. Accordingly, I propose that the powers of the Federal Reserve Boardbe expanded to permit the reserve deposit requirernents of individual banks to be varied in accordancewith formulae promulgated front tine-to-timne by the Board for the purpose of increasing or decreasingreserves in proportion to each bank's distribution of its loan portfolio between loans for

a) Specific National Priorities

b) Productive Purposes

c) Consumer Purposes

d) Purchasing or Carrying Publicly-Owned Equity Securities

e) Purchasing or Carrying Publicly-Owned Debt Securities

f) All Other Purposes

Obviously, the present objective of containing inflation would be much better served by selectivelyfavoring loans for productive purposes which woildt add to the supply of goods and services, andimr.iting loans which would add to consumer demand, than by the present policy of indiscriminatelybeating the economy to death.
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[From the New York Times, Mar. 2, 1980]

CREDIT CONTmoLS: MAKE THEM SELECTIVE

By John Winthrop Wright

The Federal Reserve already has, or could rapidly obtain, the authority to
control the co8t and availability of bank credit and thus curb the "borrow-and-
spend" cycle.

It seems obvious that 99 percent of the widespread resistance to the prospect of
"credit controls" stems from the word "control" and its linkage to other almost
universally disliked economic phrases such as "wage controls" and "price con-
trols." In the minds of most financial writers, that linkage certainly does exist.

In fact, however, the selective control of bank credit should be regarded as a
highly desirable alternative to wage and price controls and to usurious interest
rate strategies with which Washington money managers have failed repeatedly
in the fight against inflation in prior decades.

It is true that during World War II, specific regulatory credit controls were
created that included specific, minimums on installment purchase downpayments
and maximums on repayment terms. But it is also true that the regulation of
credit has always been an ongoing responsibility of the Federal Reserve Board
in peace as well as in war.

The trouble is that the word "selective" seems to be missing from the Reserve
Board's lexicon. The board's method of money and credit management has con-
sisted of unselective measures-raising the effective interest rates to all bor-
rowers, for all purposes through its "open market operations," raising the
discount rate, and increasing general banks' requirements.

The result has been to give our economy as a whole an unselective beating that
debilitates consumers and producers alike-sort of like of caveman's bludgeon,
which with one sweep lays low friend and foe alike.

Few things should be more obvious than the fact that when demand exceeds
supply it is wrong to discourage production by raising the cost of financing busi-
ness and the expansion of productive facilities, even though it may be right to
discourage consumer spending. Yet, the Federal Reserve Board is doing precisely
this today, when much lower, not higher, interest rates are needed to reduce
product costs and expand production.

It does not have to be that way. The Federal Reserve already has, or could
rapidly obtain from Congress, the authority required to control the cost and
availability of bank credit so as to discourage the current "borrow-and-spend"
cycle of consumer credit expansion while encouraging the intermediate and long-
term financing of corporate capital investment, expenditures that are now greatly
needed for expanded and more efficient United States productive and energy
facilities.

One way to do this would be to establish Reserve Board variable bank reserve
requirements that would link changes in each bank's loan portfolio to increases
or decreases in the amount of reserve deposits that each bank is required to
maintain with the Federal Reserve.

Thus, during a period like the present, when consumer inflationary spending
has been maintained by means of excessive expansion of consumer credit, banks
would be discouraged from making loans that directly or indirectly contribute to
consumer spending.

The Reserve Board would accomplish this by raising or lowering each bank's
reserve deposit requirements in some proportion to the growth or reduction of
each bank's consumer loan portfolio. At the same time, banks would be encour-
aged to expand the volume and reduce the costs of productive industrial financing
by lowering reserve deposit requirements proportionately to the growth of their
industrial loan portfolios.

Note that no significant regulatory bureaucracy or red tape would be required.
This method of bona fide selective credit control would work simply because it
would be administered by each credit customer's own bank and because it would
be in each bank's self interest to make it work. The availability of funds for con-
sumer credit card financing would automatically be controlled by the variable
limitation of baink credit available to credit card finance companies.

One more think. The Congress should promptly act favorably on the Federal
Reserve Board's request to make all depository financial institutions subject to
the Board's reserve deposit requirements. The present exemption of a huge seg-
ment of our credit institutions is an unwarranted handicap to monetary and
credit management.
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EXCERPTED FROM "IS TIll AMEiRICAN E(ONOMY MANAGIAlL
WITHOUT EF]Firrlv: INTERNATIONAL MONI'IARY & ('Rl:i)iT CONTROLS?"

PROPOSALS FOR INTElNATIONAl.
MONETARY ANDI (CRE:D.11I1 (TON'TIROI.

There is finally beginning to be an awareness of
the increasingly imminent danger to the inter-
national banking system as a result of the mas-
sive short-term liabilities of commercial banks.
mostly interest bearing deposits with maturities
of less than one year, deposits which are mostly
in dollars due to OPEC nations, or in euro-
dollars created by the banks themselves out of
thin air and utilized to make long-trrm loans,
many of them to borrowers with questionzhbl
credit, especially tile Less Developed Countries
arad deficit-ridden Developed Nations. Such
loans, like the REITS with which tIre major U.S.
banks have had such a disastrous experience, are
nominally very profitable at high irteastc rates
which cannot possibly be paid except e ut of the
proceeds of still snore loans with which to meet
eser greater debt service charges.

The awareness of this danger is griowing, anl
with it also a willingness on the part of major
European nations to accept sonic formi or eflR c-
tive internationsl monetary and credit control.
But the leadership is still missing. It can be pro-
vided only by the United States of America,
which, although no longer a remote colossus

'which can remain unshaken by overseas dis-
turbances, still overwhelmingly dominates the
sea of Western Capitalism. Consequently, I hope
that you will join with me in urgently asking our
President, at his May Summit meeting in
London, to seize the initiative which will be
wide open to him, to act swiftly and decisively
to control the proliferation of all xeno-cur-
rcncies as well as curo-dollars, to limit private
bank lending to nations, and to establish an ef-
fective international central bank with a non-
inflationary currency as a medium for inter-
national deposits, loans and settlements.

Specifically, I propose that . ..

I) Each nation be acknowledged as the unquali-
fied sovereign of its own currency Germany
over marks, France over francs, E:nglanid over
sterling and the U.S. over dollars. Every bank
everywhere irl the world which expects to clear
its drafts internationally would then be tequired
to etablish for all deposits in any foreign (xcno)

currency, with the central banks of each such
national currency, such reserves as each such
central batik may require. Thus, foreign banks
accepting or creating dollar deposits would be
placed on the same reserve basis as U.S. domes-
tic banks and the Federal Reserve Board would
be able to control the growth of the total money
supply of dollars - not just the portion which is
on deposit in U.S. banks.

2) An International Treaty Organization for
Monetary anti Credit Control should be created
into which would be incorporated the Interna-
tional Monetary Fund, the Bank for Internation-
al Settlements and the World Bank. Within this
framework, the IMIF would expand the issuancz
of the present "SDRs" ("Special Drawing Right.")
as the universal Currency for International Settle-
nicnts, Dheposits arid Resfives (a more appropriate
use of the "SDR" initials). The SDRs would be
made 100% inflation-proof by providing that the
trade-wcightedl world inflation rate be included in
tire daily adjustments of the SDR exchange ratio
to the trade-weighted basket of national curren-
cies, and that corresponding charges be made to,
and in proportion to, the debit balances of thle
SIR accounts of each national central bank.

The IMF would stand ready to exchange the na-
tional currency of arly participating nation for
SDRs, and vice versa, at current rates of ex-
change, and would accordingly debit or credit
the Sl)R accounts of the respective central
banks. Thus, all outstanding SDRs would always
be backed by claims on national central banks
and would have an aggregate value in national
currencies at current exchange rates, which
would be exactly equal to their purchasing
power during all prior periods.

The result would, of course, be to discourage,
although not to prevent, the inflation of nation-
al currencies, to attract substantial interest bear-
ing deposits in noninflationary SDRs by tlre sur-
plus nations amnd to make available low interest
lixirs to borrowing nations in noninflationary
SDRs, thus effectively recycling OPEC surpluses.

Finally, I ask that you consider the alternatives.
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This program may be called "bold", "daring",
even "revolutionary", but it is really only plain
comnmons sense. Thc imlnnllast thing is, howcvcr,

that such a program is desperately reeded and
needed now - not a year, or two years or some-
time in the future. The time is short because the
evils of uncontrolled loan and currency expansion
are still out of Pandora's box and assuming ever-
morn gigantic proportions. If left uncontrolled,
the result can only be some kind of international
nightmare in the course of which our domestic
recovery will certainly not be realized. If, on the
other hand, these international forces are
brought uinder rational and icsponsible control,
our economy will be able to go frrvwaid in a
world in which ...

> Every nation would absolutely control
its own currency and its owrr inflation rate.

> The world would, for the first time, have

an inflation-proof international currency.

* I ic pIcsent arid prospective surpluses of
the OPEC nations would be smoothly and fairly
recycled.

D. An international body would have the
resources to finance the growth of the Less De-
veloped Countries and the interim requirements
of nations with temporarily deficit international
paymnent balances.

is U.S. currency exchange rates would be
freed from the depressing effects of a glut of dol-
lars not made in or controlled by the United
States.

P The U.S. Economy would be free of the
unwanted impor tation of inflation resulting from

world dollar prices established abroad.

c�.
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C. Submitted Statements

STATEMENT OF RAY DENISON, DIRECTOR OF LEGISLATION, AMERICAN
FEDERATION OF LABOR AND CONGRESS OF INDUSTRIAL ORGANIZATIONS

The AFL-CIO recommends realistic international economic policies
for the United States in the 1980s. We believe that these policies should
be developed in terms of reindustrialization and maintenance of a di-
versified U.S. economy.

In the United States and in the world today, free trade vs. protec-
tionism, the dialogue since the 1930s, is not an appropriate debate. To-
day most nations protect their industries and their markets while the
U.S. is virtually an open market and its industries under major attack.

Neither the circumstances nor the dialogue of the 1930s is relevant
today: This is a period of high unemployment and high inflation, a
sharp contrast to the rising unemployment and deflation of the 1930s.

There are other major differences today: Huge trade flows into and
out of the United States make up at least 25 percent of the U.S. econ-
omy, and world trade exceeds more than a trillion dollars a year. This
is in sharp contrast to the 1930s when world trade was stagnant and
the U.S. was close to a stoppage because of widespread depression and
actions impeding trade and payments.

Also, today we have a world of virtually instantaneous communica-
tions, swiftly changing technologies, rapid transportation and multi-
national firms and banks. Billions and trillions of dollars worth of
capital flows among nations with highly protected or managed econ-
omies have been rising more rapidly than production, and state-owned
corporations have become major factors in virtually every country
except the United States.

While the international economic world has changed from the 1930s,
so has it changed from the 1940s and 1950s. The United States is no
longer the largest exporter of manufactured products in the world.
The United States is no longer the newest and strongest industrial
base, no longer possessor of the hardest currency, or the developer of
the newest technology.

The U.S. and the rest of the world have become interdependent.
However, interdependence is not an issue to the AFL-CIO and its
affiliates. We have long advocated a more open world and an inter-
change with other nations. The issue of the 1980's is the structure of
that interdependence and within it our ability to revitalize the U.S.
industrial base to assure its place in the interdependent world of
nations.

The U.S., however, cannot abandon its industrial underpinnings to
become a predominantly service economy. This would not be a practical
solution for the U.S. in international economic perspectives. Already
the majority of AFL-CIO members and the majority of U.S. workers
in the labor force generally are service employees. They, as well as their
manufacturing employee brothers and sisters, know full well that both
are linked in any economy. One cannot exist for long without the other.
Furthermore, service jobs have been exported along with manufactur-
ing jobs for many years as the runaway shop, the runaway ship and
the runaway films have transported jobs across the globe. Now, in-
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creasingly, jobs in both service and manufacturing industries and their
parts are being exported daily along with new technology, and the new
jobs of the future are being generated abroad by multinational firms
and banks.

In short, the premise of the AFL-CIO policy toward international
economic goals is that the United States must remaan a major manu-
facturing, maritime, agriculture and service nation in order to partic-
ipate effectively in the new economic relationships of the 1980s.

In international trade, the AFICIO believes that exports can and
do create jobs. Appropriate government support for exports has been a
longstanding policy of the AFI-CIO and its affiliates.

There are caveats, however: The AFICIO opposes further regres-
sive shifts in tax burdens in the name of promoting exports.

The AFL-CIO believes that exports of materials m short supply
that are inflationary should be curbed. Such exports are job destroyers,
not job creators in our view. Hides, logs, and scrap steel are recent ex-
amples. No doubt, others will arise in the 1980s.

Exports of critical technology to nations that undermine the U.S.
interest in the world and at home are not exports that help the United
States or the world economy. The AFL-CIO has opposed past Western
policy that assisted the Soviet Union to overcome its economic and
political weaknesses by providing help technology, grain and credits.
We support the present curtailment of grain sales and support re-
straints on high technology sales to the Soviet Union.

The AFL-CIO recognizes the need for imports. The dependence of
the United States on supplies of critical materials from abroad is
widely recognized, but excessive dependence has become a serious and
unnecessary problem.

Effective enforcement of present trade laws would help guarantee
fair trade and would regulate injurious imports. The failure to enforce
these laws has cost U.S. production, jobs and technology in most in-
dustries, and increasingly in parts production for various key U.S.
industries. The failure to enforce international and national agree-
ments and regulations has caused a weakening in essential industries
and has adversely affected America's ability to export.

Even where the U.S. takes steps to act under international agree-
ments to lessen the hemorrhaging of its vital industries, it suffers
criticism. Shoes, apparel, electronics, steel products flooded U.S. mar-
kets without action until damage was severe. The steps that were taken
have not stopped trade, but have received wide publicity as outrageous
"protectionist" measures. The right to curb injurious imports is rec-
ognized in both national and international law, but it has become a
political whipping boy in international politics, as other nations view
any possible curbing of imports in the U.S. as "protectionist" while
they maintain their closed markets as "enlightened self-interest"

In 1980, the automobile industry is a good example of the failure of
U.S. analysts to recognize and address a problem for this economy
until damage was severe. Hundreds of thousands of jobs have been
lost-some forever. And the U.S. industry-which consists of thou-
sands of firms-has been severely eroded. Jobs of skilled and unskilled
workers have been lost. Machinists, steelworkers, rubber workers,
glassworkers and others in supplying industries of aluminum, forg-
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ings, etc., are lost. That means a reduction in the skill development
of the manpower of this economy-a cost that the nation will need to
pay if it wishes to revitalize its industrial strength. The further cost
to the nation in government compensation programs, lost taxes, eroded
towns and cities is incalculable and worsening.

Service jobs were lost by the tens of thousands-as sales personnel,
those who transport cars, and other types of service workers were
affected. Over 1,600 dealerships closed in 1980's model year. This was
not a problem only for "Detroit," but a problem for America.

With all of these losses, no action has been taken. Congress even re-
fused to restrict the import of Soviet cars because it would restrain
the President's power and would be a small fraction of the market. Yet
only ten years nacho -ev Me" arc tee still an oddity in our markets.

Throughout the 1970's AFI-CIO unions provided examples of in-
dustry losses that the nation has suffered where imports destroyed U.S.
jobs, production and technological development.

Imports get action abroad, even among some allies whose industrial
policies and common goals have restricted entry for autos and other
products. They have, however, according to the New York Time8,
faced a different problem:

No one doubts that most Western countries are trying to modernize their econo-
mies and the general rightward drift of political feeling among them may en-
courage governments to take the unpopular measures needed. Yet, as countries
like Brazil, Taiwan, Argentina, and Mexico develop-not just in terms of steel
mills and textile factories but also in electronics, auto making and aviation-
it is far from clear just what the industries of the West ought to be diversifying
into. In the view of French planners, it is the problem of "industries without
markets." New York Time8, Sunday, November 30, 1980, Sect. 3, p. 22 "Old Rich,
Oil Rich: The West vs. OPEC."

If the United States does not change its policies on trade, the U.S.
may be facing a problem of "markets without industries." And all
economists know that will not last long.

Unless U.S. trade policy resolves these matters, a reindustrialization
program will face serious handicaps. If, for example, tax "incentives"
are proposed for the purpose of benefitting this economy, these bene-
fits must not be devices for multinational firms and others to use to
operate plants abroad and import products in competition with U.S.-
made goods.

Many international economists tend to view these industry examples
as microeconomic or anecdotal because they do not show up clearly
in data for overall national trade. Therefore they virtually ignore the
impact in their equations. The use of such theoretical macroeconomic
models may be helpful, but the failure to recognize the realistic needs
of a producing and dynamic society with realistic understanding of
the workings of the national and internal economy can lead to serious
distortions in policy making..

America's trade problems include foreign investment which should
be curbed. The AFL-CIO believes foreign investment often substi-
tutes for investment of funds at home and often creates advantages
in productivity and technology abroad at the expense of the U.S.
Therefore capital outflows and credit extensions for foreign borrow-
ers should be restrained.
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Foreign investment in the United States that is speculative should
be curbed, but foreign investment in new facilities is necessary. There
is nothing unique or punitive about such actions, nor do efforts to

regulate or increase reporting on investments curb investment. Ex-

perience in other countries shows that domestic requirements have not

been a deterrent to investors in recent years. In the 1980s capital is

rushing to highly regulated economies and to areas where trade re-

strictions and capital incentives are in place. The United States can-

not assume that there is a free flow of capital, while other nations

make internal and external decisions that assure that capital moves
into their countries. Most countries of the world have performance
requirements or investment incentives that require investors to pro-

duce within their markets and often to export as well.
Investment incentives and performance requirements effectively

transfer capital and technology to foreign countries where trade re-

strictions are greater than in the United States. The result is an im-

balance in market development that has assumed huge proportions.
Principal among the countries which have failed to develop internal

markets rapidly enough to create the kind of balance in the world

economy and the kind of living standards their people need are many
of the "less developed countries."

This group is composed of many different types of countries in size,

structure of their economies and in stages of development. The term

now includes the OPEC nations, whose swollen revenues from oil

prices have changed world monetary relationships.
"Less developed countries" also include the newly industralized

countries, such as Brazil, Mexico, South Korea, Hong Kong, Taiwan,

who are major competitors in world trade in many types of industrial

products, ranging from apparel items to sophisticated technology.

Some of these countries now have trade surpluses with the U.S. in

manufactured goods as well as in oil. Yet the United States-through
the Generalized System of Preferences (GSP) -provides preferential
tariffs on imports of about 2700 products from 140 nations and terri-

tories-rich and poor alike-even in products where the U.S. has had

massive industry shutdowns and job losses.
The entry of $6 billion yearly in duty-free imports from the so-

called "poor countries" is a special privilege that has been misman-
aged. Non-tariff preferences for imports of drydocks, oil drilling rigs,

and railroad cars, and buses, and auto parts are especially unrealistic
when the U.S. desperately needs these very industries to revitalize its

economy.
The AFL-CIO has urged and urges for the future that the prefer-

ences for imports from developing countries be ended because the

benefits to development has been marginal at best, the administration
of the program has been unrealistic and its effect on U.S. industry and

workers has been detrimental. We do, however, support programs that

aid healthy development and help to build internal living standards
in other countries.

Even in the poorest nations, often only the rich are beneficiaries of

the preference system and of other efforts to help their economies.
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Multinational corporations, based in the U.S., Japan, Western Europe,
or "developing countries" are often major beneficiaries of the prefer-
ential tariff program utilized by the poorest nations, while general
economic development continues as a serious problem.

At this point in history, there is a serious problem of debt repay-
ment for these countries, because the high price of oil and the rampant
inflation adds to their costs while the markets of the developed coun-
tries, especially the U.S. are already bludgeoned by imports and by an
internal recession or stagflation. This problem cannot be solved by
further destruction of U.S. production and jobs through GSP, failure
to enforce present laws, or to take action to defend threatened indus-
tries and services.

Imports of manufactures from less developed countries rose from
$8 billion in 1973 to $26.4 billion in 1979, during which time U.S.
ability to produce many products and parts of products was de-
stroyed-ample evidence that programs to help the poor must not
avoid the realities of the 1980s. Many of the developing countries have
enough internal wealth and production to solve, more of their own
problems. The oil producers must help solve the problems laregly be-
cause the continued rescheduling of debt will not prove to be an ade-
quate solution.
- Added to the problem of debt from the less developed countries is
the problem of the enormous credit risk in the Soviet Bloc and the
Soviet Union. The U.S. banking system and the Eximbank, as well
as some of the preference programs, are now involved in a serious crisis
whereby loans to Communist countries have now reached about $70
billion. Past Western policy has assisted the Soviet rulers to overcome
these problems by providing high technology, grain and credits. We
support the curtailment of grain sales and high technology transfers
to the Soviet Union in reaction to its invasion of Afghanistan. But
U.S. policies should not be merely reactive to changes in Soviet be-
havior. U.S. economic relations with the Soviet Union should be
geared to a long-term policy which discourages Western contributions
to Soviet war-making capabilities.

Trade with non-market countries, regardless of the political rela-
tionships, requires a more realistic system of import monitoring and
effective regulation. Increasingly U.S. and foreign multinational firms
engage in joint ventures, where the newest technology is placed in
communist nations, with an agreement to use the output of the fac-
tory to pay for the technology provided them. The result is an inrush
of imports into the U.S. which disrupts U.S. markets, destroys U.S.
jobs and production. The import-export accounting is not descriptive
of the problem. The AFL-CIO has called for curbs on the export of
technology to communist economies and for more adequate reporting
of trade flows. Non-market trade is becoming a major factor in the
U.S. and the world trade system and must be realistically dealt with.

The AFL-CIO believes that trade adjustment assistance is a neces-
sary and integral part of an overall trade policy. The AFL-CIO
believes that the program should be a supplement to, not a substitute
for other necessary trade policies and actions. Over 11.000 groups of
workers have sought help under these provisions in five years. Only
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3,252 received any help by the end of September 1980. We support
changes that end arbitrary exclusions and provide realistic help to
American workers. We believe that employees who produce com-
ponents and employees who are service workers should get the benefits
promised to those adversely affected by imports. The auto experience
once again demonstrates that the program needs improvement in its
operation and fairness, so that the promise of help to those injured can
be realistic.

The AFICIO recognizes that the United States has made major
international agreements that require careful monitoring and enforce-
ment. The conclusion of the multilateral trade negotiations in 1979
established mechanisms to improve the trade relations among nations.
The AFICIO believes that the interpretation of these arrangements
should be in keeping with their purpose: to address unfair trade
practices.

Government procurement will be a key trade issue in the 1980s
because the United States has, for the first time, agreed to allow
foreign firms equal bidding rights on U.S. tax-supported projects.
Close monitoring of the government procurement code and effective
action if the code is violated is highly important if U.S. industry and
our defense capability are to survive.

Because the government procurement code is a carefully negotiated
departure from past GATT agreements, it is essential that the Con-
gress and the public be made aware of its specific provisions. For
example, the new code should not be used as a pretext to undermine
or preclude enforcement of state domestic preference laws which are
excluded from the code. And the code should be applied only to those
government entities which have been included in the negotiated code.

The AFICIO recognizes that the government procurement code
and other codes negotiated in the multilateral trade negotiations are
a new approach in guidelines for international economic cooperation.
The United States must have fair representation on code mechanisms.

The AFICIO believes that the mechanisms established by the
codes and other international arrangements should be- used effectively
to address unfair trade practices. Monitoring of trade flows and moni-
toring of the codes are necessary for fair code enforcement as well as
for effective enforcement of U.S. law.

Too little understanding exists of what the relationships are between
international agreements and national law. There is no code violation,
for example, in the pursuit of an "escape clause" action under Article
XIX of the GATT or Section 201 action under the Trade Act of 1974.

The combination of world trade, investment and technology prob-
lems affects the U.S. economy because of the unique role of the dollar.
The fact that imports have been flooding the U.S. market has added
to the inflation at home by driving down the value of the dollar. The
downfall of the dollar encourages domestic monetary authorities to
try to keep U.S. interest rates high to deter speculation against- the
dollar. The high interest deters rebuilding the U.S. industrial base,
which also weakens the standing of the dollar.

The AFLCIO has therefore opposed the use of high interest as a
remedy for both domestic industrialization and for foreign economic
policy reasons. Jobs and production at home are lost and the U.S.
ability to regain its strength at home and abroad is deterred.
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The AFLCIO and trade unions of other industrial countries in
the OECD have urged effective international cooperation for full
employment. We have decried the use of tight money and or fiscal
policies to stop inflation. The AFL-CIO and other OECO trade unions
recognize that international cooperation and effective national actions
are consistent. The trade unions of industrial countries believe govern-
ments should seek full employment and reductions of inflation. We
have joined with other OECI) unions in urging governments to seek
more effective international cooperation, based on more realistic prin-
ciples for the 1970s, including fill employment and structural change
and the building of a basis for more equitable relations between indus-
trialized and developing countries.

The AFL-CIO is well aware that consumers are workers as well as
taxpayers. We believe that it is time to reassess the impact of trade and
investment on the twin problems of inflation and recession. There is
ample economic evidence that imports may not, in fact, be cheaper for
consumers in the short term, because of the devalued dollar. Tfhe re-
moval of trade restrictions, because of the floating dollar, can in fact,
create higher costs for the consumers in the United States.

These are new thoughts for the United States in a changing world
economy.' They require a new approach to international economic prob-
lems--carefully weighed in terms of the impact on the pressing need
for revitalizing the domestic industrial base. The AFL-CIO will con-
tinue to support fair trade, responsible international monetary actions,
and urges that foreign investment flows and foreign borrowing be
curbed in the interest not only of the United States, but also in the
interests of a more balanced world economy.

STATEMENT OF RIMMER DE VRIES, PARTNER, MORGAN GUARANTY TRRUST
Co. OF NEW YoRE

INTERNATIONAL ECONOMIC ISSUES AND PRIORITIES

With the dollar strong in exchange markets, the new U.S. adminis-
tration undoubtedly will focus mainly on domestic economic problems.
The U.S. economy, after declining nearly 1 percent in 1980, is projected
to show at most 1 percent growth in 1981. Productivity, which dipped
both last year and this, will show scant improvement in the year ahead.
Unemployment, now at 7.6 percent, may rise above 8 percent next year.
The rise in consumer prices, which amounted to over 11 percent in'1979
and more than 13 percent this year, is likely to accelerate in the first
half of 1981 and recede only modestly thereafter. The federal budget
deficit, now estimated at $45 billion for calendar 1980, could be even
greater in 1981 if there is large-scale tax-cutting. Measured from twelve
months ago the money supply aggregates may not be far off target, but
their recent behavior has put the effectiveness of Federal Reserve poli-
cies in question. Interest rates are at or above their peaks of last spring,
and when relief comes rates are likely to remain relatively high if infla-
tion expectations are not crushed.

To find a new combination of economic policies that promises prog-
ress in all these trouble spots will be a herculean task. While policy-



320

makers will rightly put their major energies to the domestic challenge,
they should not lose sight of some important international issues and
the international implications of the domestic policies chosen.

Five issues head the list of international economic concerns: the U.S.
balance of payments and the dollar's standing in exchange markets;
the control of the Euro market, which some believe to be a major
engine of inflation; the workings of the international monetary sys-
tem; the heavy dependence of most countries on imported oil; and the
international debt burden of the less-developed countries anad the fi-
nancing of their future balance-of-payments deficits. Of the five, the
first three issues merit relatively low priority at the present time,
while the last two demand urgent attention.

U.S. BALANCE OF PAYMENTS

Despite repeated statements by many observers alleging continued
weakness of the U.S. balance of payments, the overall position is actu-
ally quite strong and satisfactory. In 1980 the U.S. current account
will be in approximate equilibrium, while those of all other industrial
countries, except Britain and Norway, will show sizable deficits. The
deficits of Germany and Japan are particularly striking, given their
past large surpluses. As shown in Table 1, the U.S. balance-of-pay-
ments structure is not expected to change dramatically in 1981. Even
with an assumption of oil prices averaging $40 per barrel, leaving an
OPEC surplus in excess of $100 billion, the United States can expect
a small surplus on current account in 1981.

Following recurring bouts of weakness over the past decade, the
present strength of the U.S. international payments position is impres-
sive, especially with the net U.S. oil imports bill soaring from $3
billion ten years ago to $76 billion this year. Table 2 indicates that this
massive increase in the oil bill has been offset through broad-based
improvement in other current account transactions. There has been a
$25 billion gain on net trade in agricultural and other raw materials, a
$20 billion increase in the surplus on manufactures trade, and a $32
billion surge in net income from service transactions, principally
through investment income earned on U.S.-owned assets and enter-
prises abroad.

By contrast, Germany and Japan are overwhelmingly dependent
on net exports of manufactured goods to balance their international
accounts. While each recorded enormous gains in their surpluses on
manufactures, they were not enough to offset their oil bills and
deficits in other areas. Their relative shortage of agricultural and
natural resources has led to steadily increasing outlays for food and
raw material imports. Neither country enjoys an external invest-
ment position comparable with that of the United States. Thus,
Japan has few services exports to offset rising freight, insurance
and travel payments. Germany's sharp invisibles deterioration has
been exacerbated by tourist expenditures abroad, outflows of guest
worker remittances, and interest payments on borrowings to finance
the weakening external position.

Any perception of weakness in the U.S. payments position pre-
sumably relates to oil and to the adjustment problems of the manu-
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TABLE 1.-PROJECTED CURRENT ACCOUNT BALANCES

ln billions of dollarsi

1980 1981

Industrial countries -- 75 -80United States-0 3Canada -3 -5
JaWpan Europe- -12 -100 --- ---- ---- ----- ---- ---- ----- ---- ---- ---- -60 - 63France -8 -8Germany ------------------------------------------------------------ - -16 -18

United Kingdom---- 
-5

TABLE 2.-TRADE AND CURRENT ACCOUNT BALANCES

[in billions of dollars; 1980 figures are estimatesi

United States German' Japan'

1970 1980 1970 1980 1970 1980

Agricultural and raw materials -0.3 26 -6.8 -23 -8.2 -36Fuels -- 1.3 -73 -2.4 -34 -3.9 -67Manufactures2 ---- ------------------------ 4.1 25 13.1 64 12.5 92Trade balance:
Customs basis- 2.5 -22 4. 3 7 .4 -10Balance-of-payments basis- 2.6 -29 5. 6 12 4.0 1Services- 3.0 35 -2.2 -15 -1.8 -12Transfers -------------------------------- -3.3 -6 -2. 7 -13 -.2 -ICurrent account ------------- 2.3 0 .7 -16 2.0 -12

' Product balances and customs trade balance value imports c.i.f.
'For United States, includes reexports.

facturing sector. With respect to oil, a start has been made in turning
around the acute dependence of the U.S. economy on imported oil
that developed in the first half of the 1970s. Net oil imports climbed
from modest levels before 1970 to a peak of 9 million bpd in 1977,
absorbing a major slice of OPEC production that played no small
part in the sharp rise in relative oil prices. The belated introduction
of more realistic oil pricing in the United States, assisted by sluggish
economic growth, has trimmed net imports to 6.5 million bpd in
1980. They will likely fall lower yet in 1981 as full price decontrol
is finally achieved. Since the United States has vast energy resources,
the effects of high prices in stimuating domestic production, together
with the equally vital price disincentive to wasteful consumption,
offer the potential for a radical reduction in the oil import burden
as the 1980s go forward. Few other industrial countries can match
that prospect.

In evaluating the U.S. trade performance in manufactured goods it
should be noted, first, that the greater surpluses of Germany and
Japan are a necessary result of their more limited natural resources
and foreign investment positions. Under floating exchange rates and
relatively free trade, the principles of comparative advantage ensure
that the United States does not achieve outsize trade surpluses on
manufactured products. There is nonetheless a legitimate concern
for U.S. industrial competitiveness. Even though relative price com-
petitiveness of U.S. industry remains close to the 1973 level, the deep-
seated productivity problems of U.S. industry have handicapped U.S.
trade performance. Restoring technological dynamism to the domestic



322

economy will pay dividends in the international sector also. More

positive export policies would be helpful too, especially in fostering
expansion of sales to developing countries that already take 40% of

all U.S. exports.
Notwithstanding the present strength of the balance of payments,

experience over the past decade has demonstrated the risk of neglect-
ing the sensitivity of the dollar's exchange market standing to the
effectiveness of U.S. economic management. In 1977 and 1978, the
reflationary policies of the Carter Administration had the result of

overexpanding U.S. import demand at a time when the world econ-
omy and U.S. export markets remained depressed. A widening cur-
rent account deficit and the market's perception of lax and ineffective
policies against inflation prompted the 1978 collapse of confidence in
the dollar. Plainly, the United States cannot again play lone locomo-
tive to the world. A legacy of that experience is a continuing uneasi-
ness among OPEC and other international portfolio investors about
the dollar as an investment currency, mitigated for the time being by

high dollar interest rates. Diversification out of the dollar into less
inflation-prone currencies would be quickly rekindled by any appear-
ance in the new administration of inconsistency or passivity in fight-
ing inflation.

CONTROLLING THE EURO, MARKET

Control or regulation of the Euro-currency market continues to be
called for by those who regard the market's rapid growth as an im-
portant cause of inflation in both the United States and abroad. This
contention has several pitfalls.

First, these views sometimes are based on the mistaken compari-
son of total Euro-currency liabilities ($1.3 trillion as of mid-1980)
with the narrowly-defined domestic money supplies. This is like com-
paring apples and oranges. More than three quarters of the gross
Euro liabilities are interbank deposits and most of the remainder con-
sists of time deposits, whereas narrowly-defined domestic money sup-
plies include only transactions balances held by nonbanks. For mean-
ingful analysis, the focus should be on the Euro deposits of nonbanks
and on comparable domestic monetary aggregates, such as M-3, which
includes large-denomination time deposits and term repurchase agree-
ments at banks.

Second, the views exaggerate the inflationary impact of the Euro
markets. The amount of outstanding Euro-currency deposits held
by nonbanks still is quite small in relation to domestic monetary ag-
gregates. For example, Euro liabilities to nonbanks in mid-1980 were
still less than 61/2 percent of the combined broadly-defined domestic
money supplies of industrial countries. Taking the Euro-dollar com-
ponent alone, nonbank deposits were about $200 billion in mid-1980
and those held by U.S. nonbank residents were less than $50 billion,
compared with the U.S. aggregate M-3, at $1.84 trillion. This fact
undoubtedly helps to explain why numerous quantitative studies have
failed to find that the growth of the Euro market had significant
explanatory power regarding U.S. inflation or changes in the velocity
of circulation of the U.S. domestic money supply.
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The real issue is that Euro-currency deposits held by nonbanks have
grown more rapidly than comparable domestic monetary aggregates in
the principal industrial countries-at an average annual rate of about
25%o versus 15% perannum-over the past decade (see Table 3). While
the rate of expansion of the Euro market has not accelerated during
this period, there nevertheless is a possibility that the Euro market,
given its competitive advantages over domestic banking markets, will
continue to grow more rapidly than comparable domestic monetary
aggregates.

There are at least two ways to deal with this possibility. One way is
for the Federal Reserve and other national monetary authorities to
take account of the more rapid expansion of the Euro market by
tightening domestic monetary policy. Indeed, the Federal Reserve al-
ready includes U.S. nonbank resident holdings of Euro-dollar deposits
in several of the monetary aggregates on which it focuses. The Fed
may also want to take account of foreign nonbank holdings of Euro-
dollar deposits insofar as such deposits could be used to purchase
goods, services, and assets in the United States. Moreover, because
interest rate in the Euro-dollar market are so closely linked to domestic
interest rates, the Federal Reserve can directly influence Euro market
growth by altering domestic money market rates.

Another way to handle any potential problems arising from the
relatively rapid growth of the Euro market is to slow its expansion
by reducing the market's attractiveness to depositors and borrowers.
It is well to remember that, as with other markets such as the commer-
cial paper market, the Euro-currency market itself is largely a product
of controls and regulations on domestic banking systems, particularly
of reserve requirements and restrictions on the payment of interest
imposed by the Federal Reserve. Rather than attempting to slow the
growth of the Euro market by extending the same controls and regu-
lations to the Euro market-a course of action that would be fraught
with difficulty and that would risk disrupting a very efficient market
and distorting credit flows-it makes far more sense to eliminate, or
at least minimize, the domestic regulatory burdens that give rise to
the Euro market's rapid growth. This would reduce the competitive
advantage now enjoyed by the Euro market and help bring its rate of
expansion more in line with that of the domestic banking system. A
step in this direction has already been taken by the Monetary Con-
trol Act of 1980, which reduced from less than 30 days to less than

TABLE 3.-EURO-CURRENCY LIABILITIES

To nonbanks only

Gross Total U.S. residents

In billions of dollars:
December 1969 -85 25
December 1974 -480 75 (
December 1979 -1,180 230 43
June 1980 -1,310 265 47

Average annual percent change:
70 to 1974 ----- ----- 42 25 (I)

1975 to 1979 -20 25 40
June 1979 to June 1980 -31 32 26

I Not available.
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14 days the term of deposits on which the payment of interest is pro-
hibited, and which provides for a phased reduction of reserve require-
ments on domestic deposits. Further steps should be taken to phase
out reserve requirements on time deposits altogether.

In the final analysis, it is important not to lose sight of the central
fact that the growth of money and credit, whether in the Euro market
or in other institutions and markets, is ultimately a product of the
amount of liquidity that U.S. and other monetary authorities provide
visa domestic monetary policy. The Euro market is not independent of
domestic markets but is rather closely linked to them and, in effect, an
extension of them.

THE INTERNATIONAL MONETARY SYSTEM

There is no urgent need to engage in further protracted negotiations
on international monetary reform. The managed float and the evolu-
tion of the dollar-based system into a multiple currency reserve sys-
tem are progressing satisfactorily. Exchange rate changes by and
large have reflected fundamental market forces over the longer run:
Countries with relatively low inflation rates and strong current ac-
count positions have experienced appreciation of their currencies,
while those with high inflation rates and weak current account posi-
tions have seen their currencies depreciate (see chart).

At the same time, exchange rate changes have proven to be effective
instruments for promoting balance-of-payments adjustment. There is
ample evidence that changes in international competitive positions as
expressed by real effective exchange rates-trade-weighted exchange
rate changes adjusted for inflation rate differentials-have been im-
portant in altering the trade and current account positions of a number
of industrial countries. Much of the narrowing of the U.S. current
account deficit in 1974-75 and again in the past two years, for example,
is attributable to the improvement in U.S. competitiveness resulting
from earlier dollar depreciations. Similarly, the sharp turnaround of
the current account positions of Germany and Japan, from large sur-
pluses in 1977-78 to record deficits in 1979-80, is in part the result of
the appreciations of the mark- and the yen during 1977-78.

Flexible exchange rates have also proven compatible with a rapid
expansion of international trade and capital flows, contrary to the
numerous concerns that had been voiced prior to the advent of floating
rates. In fact, during the period in which the floating rate system has
been in operation, U.S. capital controls were dismantled and exchange
controls in a number of other industrial countries were significantly
liberalized.

The international monetary svstem has been evolving gradually to-
ward a multiple currency reserve system. The dollar's share of the
world's total foreign exchange reserves (including ECUs) has de-
clined from 85% in 1973 to about 65% at present, while that of other
currencies-especially the mark, and to a lesser extent, the yen and
Swiss franc-has been rising in recent years. Whereas the dollar at
one time was almost the sole currency used for intervention purposes,
intervention in other currencies is increasing now, especially in Europe
with the establishment of the EMS.
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Concerns continue to be voiced in various official quarters that such
a system is inherently unstable. It is asserted that shifts in currency
preferences by central banks will exacerbate exchange rate fluctua-
tions arising from private capital movements. However, these fluctua-
tions mainly arise from changes in fundamental factors such as cur-
rent account balances, inflation differentials, and interest rate dif-
ferentials, as well as from political disturbances. Exchange rate
volatility thus often serves the desirable function of nudging govern-
ments toward more realistic policies. Moreover, any risks of exchange
rate instability arising from shifts in currency preferences can be
minimized by bringing a measure of order to the process of reserve
diversification through special placements of government securities
with foreign official institutions involving off-market foreign exchange
transactions.

Since the early 1970s there have been several attempts to invlove the
International Monetary Fund in issues relating to exchange rate and
international reserve management. In the area of exchange rate man-
agement, the role of the IMF was diminished substantially following
the abandonment of the par value system. Subsequent efforts to in-
volve the Fund more broadly in the exchange rate management of
member countries through IMF "surveillance" under Article IV provi-
sions have not had much impact, since the member countries are under
no obligation to alter their policies. The principal obstacle continues
to be the reluctance of member countries to surrender their sovereignty
over domestic economic policies.

In the area of international reserve management, the stated goal of
international monetary reform is to enhance the role of the SDR as-the
principal reserve asset of the international monetary system. Since the
advent of flexible exchange rates, however, the proportion of interna-
tional reserves held as SDRs has actually declined.

Part of the reason that the SDR has not gotten off the ground is that
it has been an unattractive asset to hold in comparison with other re-
serve currencies. The recent decision to redefine the SDR in terms of
five key currencies (the dollar, mark, yen, sterling, and French franc)
should make it a more attractive unit than in the past, but not neces-
sarily the most desirable unit for many countries. Any specific com-
bination of currencies may not accord well with the interests of in-
dividual portfolio holders in relation to their import patterns and debt
service obligations. The fact that the interest rate on the SDR still is
equivalent to only 80% of the weighted average of rates in the five
major financial centers has also made it a less desirable asset to hold.
Even if a "full value" SDR were eventually adopted, there are a num-
ber of factors that make it a more illiquid asset than other currencies,
thereby limiting its usefulness in private transactions.

Apart from these technical problems there is a more basic, gnawing
issue of what role the SDR is expected to play in a world of flexible
exchange rates and multiple reserve currencies. As originally con-
ceived, the SDR was to provide a means for improving control over
the growth of international liquidity, while reducing dependence on
the dollar as a reserve currency. If anything, however, SDR creation
has added to world liquidity, since the IMF has no power to control the
growth of reserve currencies. Thus, unless the Fund is to become the
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central bank of an integrated monetary system, in which national gov-
ernments surrender their sovereignty over domestic economic policy
and the SDR is the sole international currency, one of its principal pur-
poses is likely to be unattainable.

Serious doubts about the desirability of pushing the role of the SDR
extend to the proposal to create a substitution account. Foreign central
banks would place reserve currencies (mainly dollars) in an account
administered by the IMF in exchange for claims denominated in
SDRs. This proposal was developed to enhance the SDR and to pro-
mote greater exchange rate stability, but it was rejected at the Interim
Committee meeting in Hamburg last spring. The attractiveness of the
proposal to prospective depositors in the account was its apparent
promise of greater yield on their reserve holdings. However, without
additional contributions from the U.S. taxpayers in the event of either
interest or capital value deficiencies such promise was illusory. Even
ardent supporters now acknowledge that it was extremely complex
and politically unattractive and did not address the more pressing
issues of today, such as balance-of-payments financing.

Some have favored reviving the proposal by creating a simpler ac-
count that would be an integral part of the IMF in which exchange
rate gains or losses presumably would be shared between the United
States and the rest of the Fund's members. However, unless depositors
are assured of a higher yield, the account would be unattractive to
them. Moreover, it is unlikely that the developing countries would par-
ticipate if they, too, were held accountable for any interest rate or ex-
change rate losses. Others have sought to rekindle interest by creating
a substitution-recycling mechanism in which the Fund would borrow
dollars from OPEC and relend the proceeds in SDRs to many non-oil
developing countries. Although this proposal has some resemblance to
the original, its basic purpose would be entirely different. It would pro-
vide the Fund with additional financial resources, but would not deal
satisfactorily with the issue of reserve diversification.

Rather than striving for international monetary reform, a better
approach is to leave the evolution of the international monetary sys-
tem to the market place. To the extent that there are legitimate con-
cerns about the need for orderly reserve diversification, appropriate
"defensive measures" can better be worked out through intensive con-
sultation among the reserve-center countries. The establishment of
credit facilities among the EMS participants represents a step in this
direction. The entire G-10 consultative framework could also be
strengthened in managing the exchange rate system. The IMF would
then be free to concentrate its efforts on providing balance-of-pay-
ments financing to the non-oil LDCs.

REDUCING DEPENDENCE ON IMPORTED OI

Recent conservation efforts notwithstanding, the world remains
heavily dependent on imported oil, particularly from the Middle East.
Unless future increases in relative oil prices can be contained, it will be
difficult to achieve a lasting solution to the problems of growth, in-
flation, and balance-of-payments financing that now confront' the
United States and the world economy in general.



328

During the early part of the 1970s the pressure on oil prices came
mainly from the demand side, reflecting more than two decades of
falling relative oil prices. Even after the 1973-74 quadruping of oil
prices many industrial countries, particularly the United States,
failed to adjust effectivolv so that demand continued to be the major
influence on oil prices. However, rising oil production from new areas
(primarily the North Sea, Mexico, and Alaska) kept the rate of oil
price increases in nominal terms quite moderate during 1974-78. In
fact, they declined by 20% in real terms (see Table 4). It was not until
the second shock in the wake of the 1979 Iranian revolution, which
resulted in a doubling of relative oil prices, that a more fundamental
adjustment in oil demand took place. During 1979, the aggregate oil
consumption of the major industrial countries remained flat, and this
year it has been reduced by over 6%b. This development, which is not
solely explained by the slowdown in economic growth, has not been
limited to the IUnited States (see Table 5).

Oil prices have continued to rise, nevertheless. and may again be on
the verses of another surge because of pressures from the, suppb/ side.
Sinee 1979. political events in the, Middle East and t. growing desire
on the mr rt of most. oil prodicers to conserve their oil resources have
reduced the availability of oil supplies, both actual and expected. For

TABLE 4.-OPEC TERMS OF TRADE

[Period averages as index numbers, 1974=1001

Oil prices I Import prices 
2 Terms of trade

1974 -100 100 100
1975-----------------------------98 111 89
1976 ---- 106 107 99
1977----------------------------- 114 117 97
1978 117 136 86

December--- ---------------------------- 117 144 81
1979 -178 154 116

December ------------------------- 255 164 155
1900----------------------------- 286 175 163

December- 306 184 166
1981 (projected) -360 195 184

t OPEC marker crude through December 1978 and effective OPEC average price thereafter. The 9ffecfive price is eaual
to the weighted average of all official OPEC prices and spot market-related prices. The weights used are the OPEC members
production levels.

2 Wholesale Prices of nonfood manufacturers in 12 industrial countries, in dollar terms, weighted by these countries
share in OPEC merchandise imports.

TABLE 5.-TRENDS IN OIL CONSUMPTION IN MAJOR INDUSTRIAL COUNTRIES IN 1979 AND 1980

[Percent change from same period a year agoj

1980 year
1979 to date'

United States -- 1.8 -8. 9
Japan------------------------------------- 1.0 -7.
Total EEC -- ---------------------------------------------- 103 7 7

France-29 -0---------------------------------------------- 7 7
Germany- 29 8. 0
Italy- 1 4 13.1
United Kingdom2. 5 -13 6
Netherlands- 0------------------------------------------ 2
Belgium- ------------------------------------------ 1
Denmark -4 -18 6

'All data are for January to July except those for the United States and Germany which are for Januaryto September.
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example, the level of OPEC production now considered most likely
for the decade ahead is some 10 million bpd less than what was
expected for the same period only five years ago. This has more or
less offset the decline in oil consumption to date and has kept the
pressure on oil prices.

The reduction in oil supplies has also changed the consumers' per-
ception of what constitutes an adequate level of oil stocks, and their
willingness to share them at times of emergency. The more or less
persistent tightness of oil markets because of the fear of inadequate
supplies also has meant that the role of OPEC in the setting of oil
prices has been overtaken by market forces. Since 1979 official prices,
as set by OPEC, have followed rather than led those established by
the free market.

The prospects for an improvement in the current oil supply situa-
tion are not favorable. Oil supply disruptions due to political factors
are likely to continue. The number and complexity of the conflicts that
still remain unresolved in the Middle East alone, and the continued
dependence of the world on that area as a source of oil, suggest that
even with falling demand the path of future rises in relative oil prices
will probably continue to be one of abrupt jumps.

The level of the non-Communist world's dependence on the Middle
East as a source of energy remains high. in spite of the declines in oil
consumption and increased oil production outside this area (see Table
6). This year, the six oil producers on the Gulf are likely to supply
nearly one-fifth of the total energy consumed by non-Communist coun-
tries. Although this proportion is smaller than the peak of 25%o
reached in the mid-1970s, it is triple that which existed as recently
as 1970. Moreover, Western dependence on the Middle East has become
even more concentrated on a few countries, particularly Saudi Arabia.
Having raised its production to 9.5 million bpd during most of 1979-80
to make up for the Iranian shortfall and now to over 10 million bpd
to make up for the Iraq-Iran war, Saudi Arabia is likely to account
for over 21% of the non-Communist world's oil production this year,
compared with 16% in 1973 and only 10%o in 1970. In terms of total
energy consumed by the Western world, Saudi Arabia's contribution
in 19)80 will exceed 10% versus 5% in 1970.

It is clear that continued reliance on Saudi Arabia to make up for the
loss of oil supplies elsewhere is not a long-term solution to the world's
energy problems. It creates new pressures as it forces one country to
maintain oil production at levels far above those needed to meet its own
financial requirements. This results in a concentration not only of
world oil production but also of the financial surplus. This year, for
example, Saudi Arabia is likely to account for 40 percent of the aggre-
gate OPEC current account surplus. While a high level of production
by Saudi Arabia makes at present a significant contribution to the
stabilization of oil prices, it should be viewed only as a temporary
measure, which needs to be supplemented by further action on the part
of the oil-importing countries, particularly the industrialized world.
The thrust of this action should be on the development and implemen-
tation of comprehensive energy policies that will reduce dependence on
imported oil, and thus the vulnerability of their economies to bouts of
sharp increases in relative oil prices.

73-057 0 - 81 - 24
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With respect to the measures that need to be implemented a distinc-
tion should be made between the immediate situation of the oil supply
disruption stemming from the Iraq-Iran war and the longer-term prob-
lems for the decade ahead.

In the short term, prompt action is needed on the part of oil-import-
ing countries to prevent a repetition of the events of late 1979, when the
scrambling for oil supplies led to sharp increases in oil prices even
though oil production by that time was more than adequate to meet
demand. At present, oil consumption is falling, most Gulf countries
have raised oil production, Iraq and Iran have resumed a limited vol-
ume of oil exports, and the Western world's oil stocks are at an histori-
cally high level. If drawn and shared effectively these stocks are ade-
quate to offset the shortf all well into 1981.

The EEC and the International Energy Agency (1EA) have agreed
on the need for measures to encourage the use of stocks and the sharing
of oil supplies among countries. It is now up to the member govern-
ments to implement these policies quickly and effectively and to help
prevent the further buildup of pressures in the oil market. Effective
implementation will require those countries and companies which have
excess oil supplies to pass on some of them to the countries and com-
panies most affected y the war, including countries which are not
members of either the EEC or the IEA.

With successful cooperation in the sharing of oil supplies among
oil-importing countries and the continued willingness of some oil-
exporting countries to maintain high production, the average effective
oil price (that is the weighted average of official and spot-related
prices) for the whole of next year could be kept to around $40 per
barrel. Failure to do so could drive up prices well beyond this level, and
the economic implications would be disastrous. Even with an average
price of around $40 next year the economic outlook is bleak. This
price represents an increase of 25%o in nominal terms and of over
12% in real terms, a rate substantially higher than that indicated
by the long-term pricing formula recently proposed by OPEC.
It implies no significant decline in the OPEC surplus from the 1980
level of over $100 billion, a real growth rate in the industrial countries
of less than 1 percent, and inflation of around 10% by year-end.
In this environment, the projected 1981 current account deficit of the
non-OPEC developing countries could widen to over $80 billion. A
higher oil price, in the $45 to $50 range, of course, would greatly
exacerbate these problems.

Even if the disruption caused by the Iraq-Iran war is managed
successfully and another large increase in relative oil prices is averted
in the near term, there would still be a need for a crash energy pro-
gram. While restraints on demand and the sharing of oil stocks have
already been recognized as useful measures, stronger action is still
needed on the supply side of energy in order to effectively contain
the increase in relative oil prices in the decade ahead. This applies
particularly to the United States. It is the largest consumer and im-
porter of oil in the world, and also has vast energy resources that could
make a substantial contribution to increasing world energy supplies.

The first aim of government policy should be to stimulate oil ex-
ploration and encourage higher rates of oil production in parts of.
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the world outside the Middle East. not only the United States but
also Canada, the North Sea, Mexico and the developing countries.
Recent fiscal proposals made by Canada and the United Kingdom are
not constructive, as their effect may be to curtail oil exploration and
production.

The second objective of government policy should be to bring about
a quick and significant reduction in the proportion of total energy
that is now supplied by oil. During the last few years, despite the
large increase in oil prices, only slight progress has been made in
increasing the share of non-oil sources in the total energy consumed
by the non-Communist world (see Table 6). To raise that ratio in the
decade ahead a broad range of policies will be required that will en-
courage development and use of all types of energy, such as natural
gas, coal, nuclear power, and synthetics. While it is true that it will
take some time for a substantial increase in non-oil supplies to ma-
terialize, the expectation of an increase that a strong energy program
will generate could have a positive influence on the production poli-
cies of oil-exporting countries and the stock policies of the oil-import-
ing ones. This, in turn, could have a beneficial impact on oil prices.

THE EXTERNAL DEBT BURDEN OF THE LDC8 AND RECYCLING

The second oil shock is hitting the developing countries harder
than the first. Financing their balance-of-payments deficits will be
more difficult this time and is going to require innovative institu-
tional thinking and initiative.

Adjustment to the 1973-74 oil price increases went relatively
smoothly. By 1975, the low point of the industrial-country recession,
the current account deficit of twelve major non-oil developing coun-
tries that are significant borrowers in international capital markets
had soared to $16 billion. This constituted 4.2% of their GDP, up
from 1.6 % in the first years of the decade. However, in the 1976-78
period many LDCs were able to restore their current account posi-
tions to the modest deficit levels of the early 1970s.

Four key developments made possible this successful adjustment.
First, as noted earlier, the relative price of oil declined by more than

TABLE 6.-PATTERN OF NON-COMMUNIST WORLD ENERGY CONSUMPTION, 1950-79

1950 1970 1973 1976 1979

1. Percent of total energy supplied by-
Natural gas -10 19 19 19 18
Coal ---------- 50 23 19 19 20
Nuclear energy ----------------- 1/2 1 2 3
Water power ------ 7 7 7 7 7

Total, nonoil -66 49 46 47 48
oil------------------------- 34 51 54 53 52
Oil from the Gul 3-6 18 24 25 22
Oil from Saudi Arabia -2 5 9 10 10

1951-73 1974-78 1970
11. Average annual growth rates, in percent:

Total energy consumption -4.7 1.6 2.0
Nonoil energy consumption ------------ 3.0 2.2 4.0
Oil consumption -6.7 1.2 .2
Oil production in the Gulf -11.4 .1 1.7
Saudi Arbia oil production -12.2 2.0 14.5
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20%, contributing to the virtual elimination of the OPEC surplus.
Second, led by the United States, the industrial economies pulled
out of recession and their import demand for developing-country
products revived. Third, many LDCs-notably in Asia-undertook
stringent austerity programs or were successful in building up in-
dustrial-country demand for the products of their infant manufactur-
ing industries. IMF oil facilities provided another temporary source
of finance to the deficit countries.

Looking into 1981 and beyond, the environment for smooth adjust-
ment and financing of LDC deficits looks much less promising. First,
at $40 per barrel the oil bill of the twelve major non-oil LDCs will
reach nearly one third of their export earnings. The rise in oil prices
since 1978 is taking an additional 177% bite from their export rev-
enues, compared with the 12%o exacted during the first oil shock (see
Table 7). This time there is little expectation of a sustained decline
in relative oil prices. On the contrary, most observers foresee a rising
trend and do not project a significant decline of the OPEC surplus.
Second, the United States is no longer in a position to lead the world
out of recession by pumping up its own economy. The gloomy eco-
nomic prospects for industrial countries bode ill for LDC exports
and their terms of trade. Third, some developing countries were
tardy in adjusting to the first oil shock. Even by 1978 their adjust-
ment was less than complete, and thus they have entered the new
adjustment round in a weakened financial condition.

Fourth, the end of cheap energy now is joined by the end of cheap
money, compounding the real adjustment burden on the borrowing
countries-a significant difference from the situation of the mid-
1970s. During much of the past decade dollar interest rates fell short
of most indicators of U.S. or world inflation. That is, interest rates
were negative in real terms. Borrowed money was cheap money and
that low price played no small part in the inflation process. U.S.
recognition of that link, together with the adoption of monetary poli-
cies that tend to bring about interest rates that are positive in real
terms, has been a necessary step in coming to grips with entrenched
inflation.

High nominal interest rates, especially, their conjunction with
strongly positive interest rates in real terms, have serious implications
for LDC financing. Ten years ago the twelve major non-oil LDCs paid
interest of just $1.1 billion on their external debt. This was less than
6% of their export earnings and .represented an average interest rate
of just 3.2% (see Table 7). This year their interest payments will
reach $16 billion, an average interest rate of just under 9% that will
absorb 16% of their export earnings-a fraction which could jump to
20% in 1981. This rise in the interest burden of the group has occurred
even though there has been no increase in the ratio of these countries'
aggregate foreign debt to their export earnings. Instead, the rising
share of export revenues dedicated to interest payments is traceable
almost entirely to the run up in dollar interest rates over the period,
together with some rise of interest costs as these countries increased
their reliance on private market finance relative to non-commercial
sources.

It is often asserted that inflation benefits debtors by eroding the real
value of their outstanding debt. This is true, but is nevertheless an
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TABLE 7.-12 MAJOR NONOIL LDC'Si: BURDEN OF OIL IMPORTS AND INTEREST PAYMENTS

' Real
Gross interest payments return"

on ex- Current account
Net oil imports Percent Effective ternal balance4

of total interest borrow-
Percent Percent debt rate2 ings Percent,

Billions of exports Billions of exports service (percent) (percent) Billions of GDP

1970 ------------- $1.0 5.7 $1.1 6.2 28.4 3.2 10.4 -$3.3 -1.8
1971 -1.5 7.7 1.3 6.7 29.5 3.6 2.3 -4.8 -2.4
1972 -1.7 7.1 1.6 6.6 30.6 3.7 6.1 -3.1 -1.4
1973 - 2.4 6.7 2.0 5.6 30.1 4.1 13.5 -1.7 -.6
1974 -8.6 18.1 2.9 6.0 33.9 4.8 13.5 -13.2 -3.6
1975 -9.1 19.1 3.8 7. 38.9 5.3 5.0 -16.0 -4.2
1976-------- 11. 3 18.5 4. 5 7. 3 36.0 5. 2 -3.1 -8.7 -2.0
1977-------- 12.8 16.9 5.6 7.4 36. 3 5. 4 3.4 -7. 3 -1.4
1978-------- 13.8 15. 5 7.5 8.4 34.4 5. 9 9. 3 -9.6 -1.6
1979 -21.7 19.9 11. 9 10.9 43.4 7.8 4.9 -22.3 -3.1
1980, estimated 39.1 30.4 16.0 12.4 49.0 8.8 7. 5 -35.0 -4. 5
1981, projected- - 47.0 32. 3 20.5 14.0 54.0 9.3 4.9 -47.0 -5. 3

SELECTED LDC'S: BURDEN OF OIL IMPORTS AND INTEREST PAYMENTS

Argen- Philip- Thai-
tina Brazil Chile India Korea pines land Turkey Mexico Peru

Net oil imports:
Millions of dollars:

1970 -51 335 48 150 128 126 108 62 9 8
1975 -291 3,131 227 1, 398 1, 244 757 691 753 (5) 223
1980, estimated 755 10, 000 2, 250 6,600 5,980 2, 600 2, 700 3,400 (9) (5)

Percent of exports:
1970 -2.4 10.7 3.7 6.4 8.7 9.3 9.2 5.6 0.3 0.6
1975 - 1 31. 4 7.5 23. 0 20.6 22.7 22.7 21.9 (9) 12.8
1980, estimated 7.0 45.0 36.0 62.0 26.0 36.0 27.0 65.0 (a) (5)

Gross interest payments:
Millions of dollars:

1970 -120 284 123 215 70 65 60 49 217 46
1975 -251 1, 828 212 270 426 180 130 124 827 187
1980, estimated- 2, 800 7, 000 1,100 440 2,500 900 550 1,130 5,200 925

Percent of exports:
1970 -5.6 9.1 9.6 8.7 4.7 4.8 5.1 4.5 7.3 3.6
1975 -7.0 18.3 12.1 4.5 7.0 5.4 4.3 3.6 12.8 10.7
1980. estimated - 29.0 31. 5 17. 5 3. 5 11.0 12.0 6. 5 21. 5 20. 0 18.0

Percent of total debt
service:

1970 - 22. 7 29.9 26. 4 36.9 24.4 31. 5 27. 3 23.9 28.0 16. 4
1975 - 19.6 45.8 30.7 34.6 50.7 34.6 31.9 43.9 46.9 34. 5
1980, estimated - 47.5 49.0 48.0 38.0 59.3 50.0 62.0 60.0 54.0 46.5

Effective interest rate:n
1970 -3.4 5.3 3.2 2.4 4.7 5.5 7.1 2.7 3.0 4.1
1975 - 3.5 8.7 4.2 2.0 6.4 5.5 8.0 3.0 4.7 4. 7
1980. estimated - 14.0 12.0 11.5 2.5 10.5 8. 5 9.5 6.1 11.5 9. 5

I12-country group composed of: Argentina, Bolivia, Brazil, Chile, Colombia, India, Korea, Philippines, Taiwan, Thailand
Ivory Coast, and Turkey.

Interest payments as percent of midyear total external debt.
Real GOP growth minus effective interest rate in real terms. The latter is effective interest rate deflated by an indicai

tor of global inflation. Positive figures indicate that external borrowing has been beneficial in the sense that economic
growth has exceeded the real cost of borrowing.

4 Excluding official transfers.
a Net oil exporters.
6 Interest payments as percent of midyear total external debt.

incomplete view of the effects of inflation on borrowing countries. By
recouping for the lender the losses in real value of principal, high
nominal interest rates can deprive the borrower of real benefit from
inflation. This indeed is the meaning of the shift to positive real in-
terest rates.

The sum of current account deficits and amortization of outstanding
long-term debt less the funds provided LDCs through direct invest-
ment receipts and official financing provides a measure of their gross
commercial borrowing requirements from the private international
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markets (GCBR). Table 7 charts this borrowing in relation to export
earnings for the group of twelve non-oil LDCs. The upward trend of
this ratio since the first oil crisis-partly the result of inflation-is a
powerful indicator of the growing vulnerability of these countries to
cash-flow problems and highlights their dependence on the confidence
of financial markets. In net terms their borrowing demand is of course
much less, but nonetheless taxes the capacities of private financial
institutions. From 1973 through mid-1980 bank claims on the twelve
LDCs spiralled more than six-fold, to a total just short of $100 billion.
That growth has far outpaced the growth of the private banks' capital,
a trend they will resist in the future.

One way that the burden on the LDCs can be alleviated is by curb-
ing U.S. inflation through an effective program. This program must be
broadly based and avoid the pitfalls of a one-sided monetarist ap-
proach as is apparent from the experience of the United Kingdom.
The British have not in practice curbed their public-sector deficit, in
part from failure to contain public-sector wages. Instead they have
counted mainly on restrictive monetary policy, but at enormous cost to
the real economy and with slow progress in bringing down inflation.
British interest rate policy, of course, mainly affects the British econ-
omy. In meeting its world responsibilities, the United States cannot
afford excessive reliance on monetary policies alone to fight inflation.

The limited ability of private banks to intermediate the recycling
of the OPEC surplus to deficit countries, especially the LDCs, needs
the more active participation of OPEC. At the moment, OPEC's
involvement in lending to developing countries is much too modest.
Even after the first oil shock, it made a significant contribution by
providing funds for the two IMF oil facilities and the Supplementary
Financing Facility( SFF). At that time, the OPEC current account
surplus was only about half of its current magnitude and the prospects
for reductions in the surplus were much greater than they are today.
Clearly, the time is ripe for OPEC members to assume a more signifi-
cant share of the recycling function, if not through the IMF, then
through other entities. OPEC members may prefer the intermediation
through their own institutions, which could be significantly enlarged.
Lending through these institutions could be done jointly with commer-
cial banks.

Finally, there has to be some basic rethinking of the future role of
the International Monetary Fund. As was noted earlier, attempts to
increase the Fund's involvement in the area of exchange rate and inter-
national reserve management have produced few tangible results in
relation to the time and effort expended. These issues can be dealt with
more effectively among the reserve currency countries. This would free
the IMF to become more directly involved in providing balance-of-
payments support to the non-oil LbCs.

Increased IMF lending to developing countries represents a signifi-
cant departure from past lending practices of the Fund. The indus-
trial countries traditionally have been the principal "users" of the
IMF resources, accounting for about two thirds of all drawings since
1947. It has not been until the past year or so that the developing coun-
tries have become the principal users of Fund resources.

While conditionality must remain a central element of IMF lending
in order to promote balance-of-payments adjustment, it is important
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that the policy recommendations attached to, and the size of, the vari-
ous IMF facilities be adapted to ensure prompter and greater usage
of the Fund's resources by the member countries. Recent decisions to
increase the access of member countries to the Fund's resources and to
lengthen the terms of lMF programs under the Extended Facility are
steps in the right direction. But, it is also essential for the Fund's staff
to become more actively involved in advising countries on an ongoing
basis, rather than only at the time in which standby arrangements are
negotiated,, if Fund relations with a number of countries are to be im-
proved. Maintaining a much larger IMF staff permanently in the vari-
ous locales undoubtedly would help in this regard.

Increased concentration of the IMF on the problems and funding
of the developing countries would bring it much closer to the World
Bank. The traditional separation of responsibilities between the Fund
and the Bank along program versus project finance lines could become
blurred if the Fund were to place greater emphasis on structural or
supply-side factors and the provision of longer-term assistance to these
countries. Closer ties between the international financial institutions
may represent a realistic response to one of the most pressing problems
of the decade-the economic development and financing of the LDCs.

The financial structure of the Fund also requires much closer scru-
tiny. The entire structure of the Fund-both on the lending side and
on the subscriptions side-was originally based on the quota system,
which also determined the voting shares of member countries. O)n the
lending side, the relationship between quotas and borrowing limits for
member countries has been relaxed considerably in the past few years
On the Fund's liability side, the importance of quota subscriptions has
lessened over the years with the need for the Fund to acquire substan-
tial resources from direct borrowing. Yet, voting arrangements con-
tinue to be based solely on quota subscriptions, irrespective of the total
resources supplied by member countries. A more flexible approach in
determining voting arrangements may be desirable.

This raises the broader issue of whether, as presently constituted, the
IMF can be effective in dealing with the financial problems of the
1980s and beyond. Its charter was formulated to tackle an entirely dif-
ferent set of problems from those facing the world today and in the
future. The United States, as one of the principal architects of the
Bretton Woods system and traditionally the largest contributor to the
IMF, has a particular responsibility to ensure that it remains a viable
and effective institution. Creation of a special U.S. Task Force to re-
view the Bretton Woods charter would help to clarify U.S. government
objectives about what role the Fund ought to play and the way in
which these objectives can best be achieved.

STATEMENT OF SHANA GORDON, ExECUTIVE DIRECToR,
CONSUMERS FOR WORLD TRADE

Consumers for World Trade (CWT), a nonprofit consumer mem-
bership organization committed to open, competitive and fair trade,
wishes to stress to the Committee how important it is to American
consumers that the world trading environment not be subjected to pro-
tectionist actions by any of the trading partners.

Restrictions placed by the United States on foreign imports serve
as an inflationary force, raising the price of both the imported and
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comparable domestic product and limiting choices in those product
areas. iretaliatory actions on the part of our partners overseas would
have a devastating etiect on the prices and availability of a substantial
number and wide range of consumer products.

(.W' is strongly in favor of increasing U.S. exports, particularly
through a mechanism such as export trading companies. By expand-
ing export incentives, capabilities, and markets, the trade deficit can be
reduced, thus encouraging imports which would result in better conl-
sumier prices and options. In addition CWT is committed to the de-
velopment and implementation of import-export policies that stimu-
late productivity through better utilization of human and capital re-
sources.

STATEMENT OF LOYD HACKLER, PRESIDENT,
AmERIcAN RETAIL FEDERATION

The U.S. economic conditions has become the number one issue of
retailers and it is likely to remain the primary issue for some time. The
U.S. retail industry is scattered throughout every community in this
nation and, as such, the fortunes of retailing rise and fall as the for-
tunes of these communities rise and fall. Unemployment in any sector
affects retailing.

Inflation is presenting totally new problems for retailers. The per-
sistent double digit inflation is now starting to affect the way con-
sumers plan their buying. Early this year, Cambridge Reports, Inc.
did a survey for retailers which revealed two very important prin-
ciples. Consumers, for the first time, were up-to-date with no lag in
understanding as to the actual rate of inflation and how it was affect-
ing their current purchases. The survey also indicated, by an amount
of87 8 percent, that price was the most important of all considerations
in their purchases. Persistent inflation will change buying habits, sale
psychologies, and ultimately major portions of the retail industry. In-
flation is having another grave effect on retailers. Consumer credit in
the last 20 years has become a major factor in general merchandise
sales. Nearly one-half of all general merchandise sales are sold by
credit card or credit plan. Retailing has to finance those receivables or
sell them. For several years the growth in the prime rate of interest
has added an unusual cost burden to retail sales. With state usury ceil-
ings sometimes below the national prime rate, the distortion of retail
profits becomes even greater. Over the years, retailers have not had
as high price earning ratios as many other industries and, therefore,
have not been either willing or able to rely on equity financing. Re-
tailers consequently have financed inventories and receivables through
debt financing. This has greatly increased the non-merchandise costs
of running a retail establishment.

Non-merchandise, as well as merchandise, costs are being increased
rapidly during a period of buyer resistance. This has resulted in inten-
sive price competition and greatly reduced profits.

Wage/price controls and guidelines have had little or no effect upon
the prices at the retail level where prices have, in most cases, been
lower than those allowed by the wage/price guidelines. However,
there is an adverse effect from the controls. They have become an ever
increasing burden escalating non-merchandise costs with some sig-
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nificance. Retailers do not believe wage/price controls are the way to
approach control of the economy.

'ihe economics of international trade are also important to retailers.
The retail industry favors competition both in domestic markets and
in foreign marketplaces. We recognize the increasing interdependence
of national economies on each other and that international trade in
many areas is managed and regulated. The burden of such regulation
is usually a cost that is reflected in the price of goods. That is a par-
ticularly costly problem for consumer goods. The economic transfer
from consumers, who more often than not are low-end consumers, goes
to large economic producers here and abroad. Protection that fails to
produce new efficiencies and productivity is an unjustified burden to
lay on the consumer.

One area of the U.S. economies which we feel should be focused upon
is the decision-making process of the government that affects the pub-
lic and the marketplace. The interdependence of industries within
the economy requires that government lawmakers and regulators de-
termine what the consequences of their decisions for one industry are
upon other industries. The use of input-output economics may be im-
portant in future government decisions affecting trade, capital forma-
tion and employment.

STATEMENT OF GARRETT HARDIN, CHIEF EXECUTIVE OFFICER, THE
ENVIRONMENTAL FUND

AN ECOLOGICAL VIEW OF INTERNATIONAL ECONOMICS

In times of perceived scarcity the desire to help others (which comes
naturally to the human animal) conflicts with self-helping impulses.
Reconciliation of the two drives was not overly difficult in ancient times
when the individual was aware only of poverty near at hand, but now
that technology enables us to see, in a single instant, poverty all over
the world the problem of setting practical limits to altruism becomes
pressing. Like all recalcitrant problems this one generates rhetoric
that tends to confuse the issues.

As an ecologist I am disturbed by what seem to me to be careless
habits of thought developing in the brotherhood of economists. Let
me illustrate by commenting on a brief paragraph from a recent report
by the Joint Economic Committee:

The world has become an increasingly integrated, interdependent economic
community. Goods, money, people, ideas and problems travel across national
boundaries as never before.'

Interdependence may or may not be increasing, but it is certainly
not new. Trade is a manifestation of interdependence, and trade
between peoples began long before there were any nations as we
understand them-even long before writing. The principal forms of
international transfer are three: plunder, gifts and trade. If there has
been a relative increase in trade (the interdependent form of transfer)
in modern times it is principally because we have "improved" warfare
to such an extent that it no longer yields any plunder.

I "Overview" by Alfred Reifman in The U.S. Role in a Changing World Political Econ-
omy: Major Issues for the 96th Congress, p. 6. Washington: U.S. Government PrintingOffice, 1979.
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More significant than the doubtful increase in trade (interdepend-
ence) has been the genuine increase in gifts from rich nations to poor
nations. The gifts are seldom called by their proper name, being
variously labeled transfers, aid, "loans," and concessions. Gift-giving
establishes a relation of dependence, not interdependence. In the inter-
est of truth almost every assertion of the "interdependence" in recent
literature needs to be labeled for what it is: a plea not for more inter-
dependence but for accepting and creating more dependent relations
between nations. Perhaps the goal is praiseworthy, but let us not gild
the lily with the word "interdependence." We should also examine the
argument for fostering dependent relations.

What sorts of things can be transferred from one nation to another?
The categories in the passage quoted ("goods, money, people, ideas and
problems") are ill-chosen. Better are the fundamental entities of
physics: matter, energy and information. For each of these, what is
the physical cost of transferring it from one nation to another, and
what are the human consequences of a policy that encourages such
transfers?,

The physical cost of transferring matter, energy and information
has diminished greatly in the past thousand years. The cost always
includes a loss of energy (strictly speaking, an increase in entropy).
The cost argument against transfers is much less important now than
it was in the past. With information, the cost argument has almost
disappeared with the advent of incredibly cheap information transfer
by communication satellites. Nearly instantaneous and nearly cost-free
communication of disasters at the other side of the world creates a
cost of another sort, the psychological cost of anxiety about distant
disasters. It is far easier to know of disasters than to do anything about
them, e.g., to transfer food, blankets and building materials. The Good
Samaritan of the Bible 2 had an easy task because the man he helped
was one he could both see and touch. But now that we can see more
than we can cure we must learn to accept the rediscovered limitations
of action. Our hallowed ethical precepts are unfortunately devoid of
reference to quantities; but quantities matter. Time, distance, ergs and
ohms (in a metaphorical sense) must enter into the calculus of action.
Ethics, to serve the modem world, must be made quantitative.3

The most important difference between information and the other
two fundamental entities is this: matter and energy are subject to con-
servation laws, information is not. Transfers of matter and energy can-
not escape the zero-sum principle: A's gain is B's loss. Not so with in-
formation: the gift occasions no loss. In fact, the receiver may act on
the gift of information and pass it back in enriched form to the origi-
nal giver. Even from a strictly selfish point of view one can urge rich
nations to be generous with information, because a supposedly more
"backward" receiver may make improvements on the information it
receives. When it comes to information, sharing is a plus-sum game.

Not so with matter and energy. In the first accounting, the giver
obviously loses in a zero-sum transfer. Is there a second accounting

2 Tuke 0: . 30-37.
a See Garrett Hardin, "An Ecolate View of the Human Predicament," in McRostle. ed.,

Global Resources: Perspective and Alternatives (Baltimore; University Park Press, 1978),
97 p.
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that turns the loss into a gain? There are many now who say so. One
argument for gifts between nations raises the fear of force: it is said
that the rich must give or the poor will simply take. This is hardly a
high-minded argument, and it may not be true. It takes great wealth to
wage modern war, so how can a country that is too poor to buy what it
needs pay for an invasive war? Terrorism is cheaper of course, but is
preemptive surrender the only response to terrorists

A more elevated argument for international gifts rests on the dream
of One World. Nations are regarded as transient divisions of the world.
The rhetoric of "global hunger" and "global problems" implies that
the accounting unit should not be the individual nation but the entire
world. Distribution of goods is to be made according to the principle
enunciated by Karl Marx, "to each according to his need." In effect, the
global view seeks to turn national goods into common property. Is this
wise?

It is not. More than two thousand years ago Aristotle spotted the
fatal flaw of comnmonization. "What is common to the greatest number
gets the least amount of care. Men pay most attention to what is their
own: they care less for what is common." The enormity of the danger
is being made clear in our time by the growing literature on "the trag-
edy of the commons." 4

Human nature ensures that the distributional system of the commons
fails to create justice. If I can take from the commons according to my
perception of my need I am not encouraged to be either energetic or
innovative. Those who exploit the commons are rewarded at the ex-
pense of those whose consciences lead them to refrain from doing so.
The system of the commons is worse than irresponsible: it is negatively
responsible. It is counterproductive: it fosters the opposite of the kind
of behavior that created the finest products of civilization.

The perils of commonization are exacerbated by population growth.
The "each" in Marx's "to each according to his need" stops ethical
thinking at the singular level. In the international arena the need is
very plural, and the plurality escalates. The 800 million malnourished
poor of today will be 824 million a year from now; and another three
percent-compounded-a year later. Worse: if we succeed in improv-
ing the nutrition of the desperately poor we will surely increase their
fecundity. The cross-cultural negative correlation between national
fertility and national wealth has led to the comforting belief that im-
proving the nutrition of the very poor will decrease their fertility.
Possibly it might in the long term-say two generations-but the
weight of the evidence falls on the opposite side.5 At the lower levels
of income at least, people act rationally: when their circumstances im-
prove they have more children. Fewer people would be seduced into
adopting the Marxist ideal if it were more exactly but less elegantly

'See Garrett Hardin, "The Tragedy of the Commons," in Hardin and Baden, eds.,
Managing the Commons (San Francisco: W. H. Freeman, 1977), 294 p.

5 For the effect of nutrition on fecundity (ability to produce children) see Frisch, R. E
"Demographic Implications of the biological determinants of female fecundity." Social
Biology, v. 22, 1975: 17. For the effects of perceived well-being on fertility (achieved
family size) see the following. Chowdhury, A.K.M.A., A. R. Khan and L. C. Chen, "The
effect of child mortality experience on subsequent fertility in Pakistan and Bangladesh."
Population Studies, v. 30. 1976: 249. Coale. A. J. "The demographic transition." Trans-
actions of the International Union for the Scientific Study of Population, 1973: 53.
Morgan, R. W. New Perspectives on the Demographic Transition. Washington, Smith-
sonian Institution. 1976. Teitelbaum, M. S. "Relevance of demographic transition theory
for developing countries," Science, v. 188, 1975 : 420.
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phrased, "to the multiplying each's according to their escalating
needs."

The unacknowledged assumption of the "New International Eco-
nomic Order" is that need creates right. This is a Marxist assumption;
accepting it creates the creation of an international commons. If Con-
gress wants to support NIEO it should do so in honest language. The
supporting bill should begin: "In order to establish an international
commons from which all nations may draw at will, in accordance with
the Marxist principle 'to each according to his need,' we do hereby .. ."
A bill so worded would not have a ghost of a chance of passing of
course, which is why those who seek to establish an international com-
mons use other language. They speak not of gifts but of "transfers,"
or "loans at concessionary rates of interest." When a debt shows no
prospect of being repaid they may manage to get it "forgiven," as the
U.S. forgave India's debt of three billion dollars in the early 1970s.
When the costs of debt-service rise too high, the debt is refinanced at
a lower rate of interest, sometimes with an additional loan. The ex-
propriation of American property is seldom protested; many Amer-
icans even look on expropriation as a desirable step toward the global-
ization of property. No mention is made of commonization and the
tragedy of the commons. Instead there is much diversionary talk of
exploitation, colonialism, inequity, injustice, and imperialism.
Rhetoric is wyonderful at concealing the truth!

One other consideration dictates caution in trying to diminish the
suffering in other parts of the world. No poor nation is a unity: it is
made up of the governors (a small fraction) and the governed (the
vast majority). Desperate need is confined to the latter group, which
is the group our compassion leads us to want to help. But unless we
are to revert to imperialism (in the form of a new charitable imperial-
ism) we must honor the sovereignty of other nations and treat them
as units, dealing with their de facto rulers, who then control the dis-
tribution of our largesse.

Two evils follow from this necessity. First, the well-fed governors
may well be corrupt; they are all too likely to distribute the goodies
preferentially to themselves, their relatives and their friends. Sec-
ondly, the largesse strengthens the position of the governors and
diminishes their motivation for tackling their difficult national prob-
lems. Internal reform is made less probable by gifts from the outside.
Incompetence becomes entrenched. The aim of NIEO and other forms
of internation commonization is to benefit the poor of the world. Un-
fortunately such well-intentioned efforts will generally benefit only
the governors of the poor. So NIEO is only the latest in a series of
well-intentioned proposals that in fact are counter-productive. The
road to hell now has one more paving stone.

STATEMENT OF JOHN F. MCCARTHY, VICE PRESIDENT,
UNITED TELECOMNEUNICATIONS, INC.

Anything you can do I can do better, I can do anything better than you.
Yes I can, yes I can, yes I can. (Call me Madam, musical.)

These words most clearly express competitive spirit and a dedica-
tion to putting forth one's best effort. As this nation addresses the
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problem of restoring its past world economic leadership with particu-
lar emphasis on increasing productivity, it must undertake a program
of restoring a national commitment to quality work by everyone.
President Kennedy inspired a national pride and a personal dedica-
tion to doing it better than anyone else when he committed this nation
to being first on the moon. The sixties with the space program saw
great national pride-a quality effort by labor, management and
government.

The 70s with its national mood of self-reproach and breast-beating
and the resultant decline in national self-confidence and quality of
effort is past. Our new president must lead this nation in a renewed
commitment to quality of work-management, labor, elected officials
and bureaucrats-everyone. President Reagan now has the challenge
of rekindling that competitive spirit and quality ethic so characteristic
of Americans.

Experts are hard pressed to explain why productivity has fallen so much faster
in the U.S. than in other industrialized countries. Something profound, if un-
measurable, may have been affecting the spirit of U.S. enterprise and the rela-
tions of business, labor and government (Newsweek, Sept. 9, 1980, page 53).

It is quality of work"-doing the job well, doing the job right the
first time-which, above all else, can restore the productivity growth
that this nation knew during the late 50s and the 60s. Certainly, capital
availability, abundant energy and quality of workers are measurable
factors which influence productivity. But, it is an unmeasurable psy-
chological factor, the ethic of doing the job right the first time and
being proud of the work you have done that is the most important
ingredient needed to increase U.S. productivity.

In all of the spoken and written words on the need to increase pro-
ductivity, quality of work is seldom mentioned. It, possibly above
all else, is the one factor that when absent has a compounding multi-
plier effect. For example, a worker responsible for testing transistors
does not age and test every transistor shipped as required by the cus-
tomer's order. Then say a computer manufacturer uses one of the
untested transistors in a processor used to control a steel company's
rolling mill. Say that transistor fails a short time after the mill is
put in operation. The rolling mill has to be shut down for hours or
days while technicians hunt for the failed transistor. The failure of
that one person to perform his work in a quality manner has lead to
a huge loss in production and unquestionably has raised the cost of
that company's rolled steel. Examples of that type abound in the
American economy. It is the car that went to the garage for a tuneup
and comes back not working as well as it had when it went in. It is
the truck that fails in a remote area delaying critical material or
equipment and disrupting production someone forgot to tighten a bolt
properly.

.The new Reagan Administration needs to lead a campaign for a
people's commitment to a national policy on quality work immediately
after taking office. The Congress, business and labor all need to give
full and complete support to such a national campaign. The campaign
must emphasize that quality of work applies to all workers-manage-
ment, elected public officials, bureaucrats, professionals, all workers-
everyone in this country. Everyone constantly must be made aware of
the need for them to do their job well-to do it right the first time.
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The scandal of rubbish and offal in grain shipments and the failure
of some American helicopters in a desert mission and troubles with
U.S. products shipped overseas have tarnished the American image
in foreign trade. So this country must rebuild its reputation as a pro-
vider of quality products and services if we are to improve the U.S.
position in world markets. Improvement in that area alone will do
much to slow the rate of inflation through a better balance-of-trade.

We need to improve our quality for our own domestic commerce be-
cause there is a general viewpoint in this country that the products of
Japan are of better quality than like American products. Certainly
the Japanese have borrowed heavily from our technology but they
have spent to improve the products while U.S. industry has not mak-
ing their like product more reliable and of better quality.

American business whether it is domestic or international, a serv-
ice company or manufacturer, needs to establish a quality incentive
program-quality bonuses so to speak. Actions that evidence that
competitive spirit, dedication to quality, the desire to be the best,
should be rewarded in small ways or big ways as is appropriate. Once
upon a time in this country we paid for piecework and did reward
both the quantity and quality of work. Somehow that practice fell
out of favor under a philosophy that championed the idea that every-
one should be treated (or demanded of) equal. What is wrong with
everyone doing the same work being paid the same basic- wage plus a
bonus for quality performance. If they do not have it now, manage-
ment must regain the right to award their best workers for quality
performance. Because, quality and the recognition thereof will lead
to greater national productivity.

In the final analysis, it is not measurable factors that explain the
real decline in U.S. productivity. Rather, the cause is an unmeas-
urable factor-it is a matter of attitudes general acceptance of
being second best, an also-ran. This is most pointedly evidenced in
the recent acrimonious dialogue between Ford Motor Company
and the UAW over the closing of some Ford plants because of the
lesser quality of product from those facilities. The union defends
the poor performance of its membership and blames management
endorsing what it knows to be a second-rate performance by some.
The fact is that both groups were probably at fault and they should
have sat down together in a spirit of cooperation to develop a plan
for building the best autos or trucks produced anywhere in the
world.

How can the U.S. increase productivity in manufacturing, in pro-
duction and delivery of services and information, and in bureau-
cratic organizations in business, government and labor? One answer
is through competitive spirit-that pride in doing something well-
the best effort-that is the unmeasurable most important ingredient
to high productivity.

President Reagan and the new Administration should address the
economy as its number one priority. The Administration in going
to the public for support of its new economic policy should recog-
nize that a call for increased productivity will turn off or alienate
many who take any suggestion of poor productivity as a personal
affront. Rather the Administration should call for all the people to
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make a commitment to quality work by every individual-quality;
doing it right the first timne-quality; taking the time to do a job
to the best of one's ability-quality; the key to greater productivity.

Quality work, the rallying cry to a growth economy offering more
jobs, low inflation and a better quality of life.

STATEMENT OF J. W. MCSWINEY, CHAIRMAN OF THE BOARD,
-MEAD CoRr.

In response to the JEC offer to accept comments relative to our
current economic situation, I'd like to highlight for the record a few
things which, in my opinion, are controlling as we go about the critical
months ahead:

(1) We have, over the last decade or so, evolved into a society
in which almost every segment is pluralistic; and now almost
every decision (domestic or foreign), made or considered, tries
to take this pluralism into account; i.e., no one has any feeling of
certainty as to the kind of decision we'll make.

(2) Whether true or not, we and the rest of the Western world
act on the assumption that the Soviet army is vastly superior to
the Western Bloc, and this too affects, knowingly or unknowingly,
decisions or considerations at home or abroad.

(3) People must be expected to optimize their benefits under
the "rules of the game" in a pluralistic society. Hence, if we are
to get a different result than at present, we must change these
rules.

(4) People are currently willing; i.e., there is a window to
change the rules of the game.

(5) The smallest body of people and the focal point in our
society that can most rapidly and effectively change the "rules of
the game" is Congress. (This also assumes that the Executive
Branch perceives the need for such change and will act.)

From the foregoing, I deduce a few simple guidelines to keep in
mind:

(1) Congress must realize that it is the body which must bring
about change. One-third of Congress probably doesn't need con-
vincing, one-third will never understand, which leaves a critical
one-third that must be influenced-talked to and convinced.

(2) The "risk-reward" ratio for those who make or consider
investments must be changed. (In this connection, it is interesting
to note that only eight hundred CEO's make the final determina-
tion for 80% of U.S. investments. Note point 3.)

Changing the risk-reward ratio means much more than taxes;
e.g., recovery of capital-it is all the things that one takes into
account in making an investment. If only the tax rates are
changed, many CEO's will not invest, even with more money (less
taxes, etc.).

(3) We must gird our military to where, at the very least, we
believe we could stand equal to our adversaries.

If Congress can be made to understand point one and take initia-
tive on the two broad counts (2 and 3) now, while we have a window,



344

I think in a year or so we would all be amazed as to how we once
would feel worthy, as servant-leaders, and be an inspiration to both
ourselves and the world.

It would be easy to enumerate a number of things for Congress to
do-inflation, fiscal-monetary policy, investment incentives, etc.-but
in my mind this is not the issue, the issue is Congress understanding
it must grasp "the window" if America is to regain its stature in the
world. The JEC report clearly indicates Congress has much of the
input it needs to "change the rules of the game," so as each of us go
about optimizing our benefits (in this democracy), we produce some
results that are more in our total interest.
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STATEMENT OF REPRESENTATIVE WILLIAM S. MOORHEAD (D-PENN-
SYLVANIA), MEMBER, JOINT ECONOMIC COMMITTEE

Good afternoon, I am William Moorhead. As Chairman, I would
like to welcome you to the Congressional Economic Conference
Seminar on Energy. The purpose of this seminar is to identify and
explore the most pressing energy issues confronting our Nation-issues
which the new Administration and Congress are likely to confront the
day they take the Oath of Office next month.

It is my personal hope that you ladies and gentlemen will go further,
and present to us and the incoming Administration some new answers
to the pressing issues we highlight this afternoon. As I think back
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over my own years in Congress, I realize that much of our time here
in Washington is spent dealing with the traditional and the usual.
It is very rare, indeed, when we are exposed first-hand to new or crea-
tive approaches or solutions to pressing national issues. Yet, I believe
that a lot of new answers-including rapid implementation of my
synthetic fuels legislation recently enacted into law-are the only way
we can effectively deal with our energy crisis.

And I use that term "crisis" fully aware that it is no longer fashion-
able to describe our undue reliance on foreign energy in those terms.

True, our petroleum imports have declined noticeably this year.
Domestic oil and gas production is up. Yet, we still rely on imported
energy for over 20 percent of our domestic energy supply. It must pass
over a tenuous 10,000 mile route which begins virtually in a war zone.
This vulnerability persists despite really outstanding conservation and
domestic production progress made by our Nation this past decade.

Ominously, our Nation may soon receive very concrete signs of this
vulnerability. In recent weeks, domestic oil stocks have established a
definite downward trend, and spot oil prices have noticably firmed
up-first signs of what may be a world oil shortfall in 1981 arising
from the continuing Iraq-Iran War.

What are the most pressing issues we face in dealing with our exces-
sive dependence on foreign energy8

In dealing with conventional energy resources, controversy sur-
rounds the proper level of incentives needed to spark new gas and
tertiary oil production. Expanded-leasing of Federal lands, and coal
transportation and environmental problems need addressing.

Regarding energy conservation, should the Federal Government
continue pressing conservation efforts, or do rising prices provide ade-
quate incentives.

Should the sizable Federal renewable energy program be concen-
trated more on the quick payoffs like alcohol fuels, biomass, and pas-
sive solar?

Our nuclear industry is at a standstill now. Should we formally
acknowledge that as a national policy, or do we chart another course
for the 1980's?

One course we have charted for the 80's is a growing reliance on
synthetic fuels. What techniques must we adopt to ensure that such
a course does not entail unacceptable environmental costs? And how
best can we protect our environment while cutting through the mass of
red tape surrounding new energy projects?

And even more pressing are questions regarding our inability to
effectively deal with turmoil in the Persian Gulf region or a cutoff of
oil imports here at home. We have a full platter.

Before we move on to these and other issues, let me set out the
groundrules for this session.

Professor Walt Rostow has kindly agreed to Cochair this session
with me, and I have asked him to briefly address this session. He will
be followed by my old and good friend Marine Whitman, now at
General Motors by way of the University of Pittsburgh and the Council
of Economic Advisers, and by Thomas Schelling of Harvard, author
of "Thinking Through The Energy Problem," a thoughtful analysis
sponsored by the Committee for Economic Development.
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Following their comments, I have set aside one hour for your formal
presentation of remarks. Time will be equally divided among all those
wishing to speak. Our last hour will be devoted to a general, unstruc-
tured discussion of issues. Let me remind you that our major purpose
here is to spotlight pressing energy issues. We do not expect to develop
a consensus on many of the topics to be discussed in the next 21/½ hours.

Finally, the Joint Economic Committee will publish a brief report
on today's proceedings. A compendium will also-be published contain-
ing any comments which you submit to me in writing either today or
sometime in the next week.

This session is off the record, so your verbal comments will not be
reproduced.

Let me now turn to Professor Rostow.
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1. INTRODUCTION, BASIC CONCLUSIONS, AND RECOMMENDATIONSI

-In this fourth major collective effort by the Council on Energy Resources of The

University of Texas at Austin, we decided to broaden the terrain of our analysis and

policy recommendations. 2 We have done so for two reasons.

First, the problem of energy interacts so intimately with the problems of

unemployment, productivity, and inflation that we judged it was not useful, at this

critical and potentially hopeful juncture in the rhythm of the nation's political life, to

ignore these linkages. They are a package; and it is our hope that the Reagan

administration and the new Congress will address them as a package in the early days

of their respective responsibilities.

Second, we were conscious that objectives which transcend economic policy

hinge on a concurrent solution to the problems we now confront in energy, unemploy-

ment, productivity, and inflation. After all, abundant energy, high productivity, and

relatively constant prices are not objectives to be sought for their own sake. They are

means to certain larger ends which were well defined in the preamble to the

Constitution just short of two centuries ago: ... union ... justice ... domestic

tranquility ... the common defense ... the general welfare.

As of the close of 1980, every one of those abiding goals of our national life is

endangered by the nation's failure to render itself independent of oil imports; its

failure fully to employ our labor force and manufacturing capacity; its failure to

maintain high and steady rates of increase in productivity; and its failure to overcome

1This edition of our report is to be regarded as preliminary. The final edition will
incorporate an analysis by George Kozmetsky of an alternative route to a U.S. net
energy export position by 1990. Exigencies of time prevented its inclusion here,
although we trust it will be separately available for the symposium organized on
December 10 by the Joint Economic Committee.

2 Preliminary Assessment of the President's National Energy Plan, The University of
Texas at Austin, May II, 1977; National Energy Policy: A Continuing Assessment,
Council on Energy Resources, The University of Texas at Austin, January 1978;
National Energy Policy Issues, Council on Energy Resources, The University of Texas
at Austin, June 1979. Like the previous publications of the Council, the views
expressed in this paper are solely those of its authors and do not reflect any particular
position of the component institutions of the Council on Energy Resources or of The
University of Texas at Austin. Section I of this report was drafted by W. L. Fisher,
W. C. J. van Rensburg, and W. W. Rostow, with contributions by James McKie and
Hal H. B. Cooper. Sections III through VI were drafted by W. W. Rostow, with
contributions by George Kozmetsky.

I
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inflation. There are tensions between the energy-producing and energy-importing

regions of the country which have already eroded national unity to a degree and which

may well worsen unless their causes are dealt with, some 8 million Americans are

unemployed and, within that group, the proportion of non-whites unemployed is twice

that of whites. Under these inequitable circumstances, another decade of the kind of

stagflation we experienced in the last seven years of the 1970's might well yield

serious social unrest. So far as the general welfare is concerned, stagflation has

involved not merely the pain of inflation, felt in every household, not merely large-

scale chronic unemployment, not merely an erosion of social services of the most basic
kind (police protection, garbage collection, road maintenance, library facilities, etc.)

but also an 8-percent decline in real earnings between 1972 and 1980 - a decline

unexampled in American economic history, aside from the Great Depression of the

1930's. Finally, the nation's security is endangered - the common defense - not
merely by our excessive dependence on a precarious flow of oil from the volatile

Middle East but also by the excessive dependence on that flow of our major allies and

of many nations in Latin America, Africa, and Asia, and by the weakness in our
international economic position caused by the combination of our low productivity
performance and high rates of inflation.

Thus, in addressing these technical issues and the interaction among them, we

are dealing with conditions for the continued viability of our society and the continued

security of the nation.
In broad terms, our conclusions, as they relate to energy, full employment,

productivity, and inflation, are rather simple, however complex the underlying analysis
may be and the task of implementing the policy recommendations that flow from our

conclusions.
We conclude:
1. The international oil prospects for the 1980's require the United States to

achieve by 1990 a net energy export position. This implies an energy conservation and
production program conducted, essentially, on a state-of-emergency basis.

2. The investment requirements for such an effort are so large that they

would generate relatively full employment suffusing all the major regions of the

country.
3. Relatively full, sustained employment of industrial capacity and manpower

will, in itself, raise and sustain the rate of productivity increase; but additional tax

and other measures to encourage the modernization of plant, the rapid diffusion of
new technologies, and to raise the proportion of GNP invested are also required.

2
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4. These potentialities require for fulfillment that the nation confront and
solve in equity a problem which, in any case, demands resolution: the problem of 8- to
10-percent built-in wage-push (or unit-cost) inflation.

Specifically, the goals we commend are:

- a net energy export surplus of, say, I million barrels of oil equivalent per day
(mboed) by 1990;

- sustained full employment of labor (say, 4 percent unemployment) and
industrial capacity (say, 90 percent);

- a quick return of an annual rate of productivity increase to 2.5 percent or
more;

- zero unit-cost inflation.

As our analyses make clear, the attainment of none of these goals will be easy;
and they all require a new sense of unity suffusing the relations among business, labor,
government, and the community at large. But we are convinced that they can be more
easily attained - and the required sense of national unity generated - if they are
addressed head-on together, as a package, in the early days of the Reagan administra-
tion than if they are approached piecemeal and gradually. Indeed, we fear that the
latter, more conventional approach will fail and bring the nation before long into
crises at least as severe as those which plunged us into sharp recession in 1974 and
1979.

An America launched credibly on the road to the objectives we commend would
be in a position to help lead the advanced industrial countries on similar paths; to
develop constructive understandings with OPEC; to develop a new North-South
partnership between the advanced industrial countries and the developing regions; and
to hold out the possibility to the Soviet Union of cooperation in energy (and other)
matters if certain non-economic conditions were fulfilled by the United States and the
Soviet Union.

Our major specific recommendations to achieve these objectives are the
following:

Energy. The nation should commit itself to the goal of a net energy exporting
position by 1990. This requires, by our rough estimates, holding the marginal
energy/GNP ratio at about 0.4 and increasing domestic energy production from
30.5 mboed in 1979 to 48.3 mboed in 1980, including coal for export.

- To hold the marginal energy/GNP ratio at 0.4 will require:
1. Firm recognition that price has been and will continue to be the most

effective incentive for conservation. Impacts of deregulation on the poor should,

3
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where necessary, be handled as a social issue and accommodated outside the

market system.
2. Increasing domestic prices effected through crude oil, natural gas,

and product decontrol. These actions have the double effect of inducing further
energy efficiency in use and creating additional capital for energy development.

3. Promoting wider use of cogeneration by removing institutional con-

straints and by offering appropriate financial incentives.

4. Raising the existing fuel efficiency standards for years after 1985
and extending existing standards to light trucks and recreational vehicles.

5. Promoting mass transport where feasible.

- To maximize domestic oil and gas production will require:
1. Acceleration of decontrol, especially for natural gas.

2. Modification of taxation from the present windfall profits tax to a

plowback tax. Both decontrol and substantial modification of the current excise
tax on oil are essential to generate necessary capital to expand conventional

drilling, to enlarge tertiary recovery, to expand infili drilling, to develop frontier
areas, and to develop unconventional sources.

3. A vastly accelerated rate of leasing federal lands of the Public
Domain and the Outer Continental Shelf. Most promising acreage now unavail-
able or withdrawn from leasing should be made available immediately.
- To enlarge substantially the production, utilization, and exportation of coal

will require:
1. Substantial expansion and modernization of physical infrastructure to

supply domestic and export markets.

2. Access to federal lands for new coal developments under reasonable

conditions of leasing.
3. Reasonable and consistent environmental regulations, and amend-

ments of excessively stringent regulations such as the Amendments to the Clean

Air Act.
4. Improvements in productivity in surface and underground mines in

order to protect our competitive position on export markets.

5. Better relations between labor and management, and a reduction in
the number and duration of work stoppages which have plagued the industry.
- To realize a critical contribution of nuclear energy to U.S. supply will require:

1. A firm and unequivocal dedication to use and develop nuclear energy
along with effective regulation to assure public health and safety.

4
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2. Legislative and administrative reform of the licensing and permitting
process to shorten lead times and to reduce uncertainties.

3. A candid and effective separation of perceived and actual risks to
achieve wider public acceptance.

- To develop a major synthetic fuel capability will require:
1. The use of commercially proven technology such as Lurgi gasification

and Fischer-Tropsch synthesis, and standardization of plant design.
2. A massive increase in the number of chemical and mechanical

engineering graduates and skilled artisans such as pipefitters and welders.
3. Accelerated research and development into second-generation tech-

nologies such as hydroliquef action and catalytic coal gasification.
4. Adequate financial incentives and guarantees such as accelerated

depreciation schedules, floor prices, low-interest loans, and purchase agree-
ments.

5. Massive increases in the capacity to produce certain special steels
and components such as valves.
- To determine the role of various alternative energy sources will require:

1. Continued, substantial efforts in research, development, and, where
feasible, commercialization.

2. Recognition that the future level of contribution from any of the
alternative sources should depend on their competition in the market place.
- To maintain goals of a clean environment along with substantially enlarged

domestic energy production will require:
1. Recognition of the fact that environmental goals cannot be achieved

without a viable economy and sufficiency in domestic energy production.
2. Recognition, that there are constantly changing and generally poorly

.understood relationships among technology, scientific data, economic costs, and
social desires, and that environmental laws and regulations must accordingly be
administered with flexibility and not rigidity.

3. That environmental strategies take a holistic approach rather than
focusing on single objectives.

4. That administrative methods be created which provide the private
sector a prompt and definitive settlement of. the environmental rules governing a
given energy project.
Productivity. In addition to noting that the rate of growth of productivity is

extremely dependent on a high and regular rate of growth in the economy, we
commend measures:

5
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- to slow the impending decline in working force participation rates by

extending the period of employment of older citizens;
- to reverse the decline in after-tax profits of non-financial corporations and to

raise the proportion of GNP invested in tangible assets;

- to encourage the expansion of private sector R&D outlays;

- to continue to raise the education level of the working force, with special

attention to its competence in new and emerging technologies;

- to encourage venture capital to develop new industries based on new

technologies.
Inflation. After weighing at some length the pros and cons of a gradualist

monetary-fiscal policy to eliminate and control the dominating unit-cost element in

inflation versus a wage-price-dividends freeze, followed by a long-term incomes

policy, we commend the latter course at the outset of the new administration and

suggest that the present session of Congress provide the legal basis for that option by

passing promptly legislation along the lines of the Economic Stabilization Act of 1970.

International Energy Cooperation. Since the problem of building a new transi-

tional energy base in substitution for waning oil availability is almost universal in the

world economy, it offers the possibility of intensified international cooperation as well

as evident potentialities for tension and conflict. The following specific major

possibilities for cooperation are identified:

- OECD. In addition to the work now going forward within the International

Energy Agency, we recommend the negotiation of long-term contracts between the

U.S. and potential purchasers of U.S. coal (or synthetics) exports and investment by

potential importers in the expansion of coal and synthetic production.

- USSR. Should other, non-economic circumstances lead to an easing of

tensions between the Soviet Union and the West, intensified cellaboration on energy

matters could be fruitful and in the common interest, including the provision of

technology to accelerate the development of Soviet energy resources.

- OPEC. Should the United States (and other OECD members) mount programs

capable of keeping the demand for oil well within OPEC production ceilings and move

credibly toward the development of alternatives which promise to set a ceiling on the

international oil price, negotiations between oil importers and OPEC might be

undertaken leading to predictable prices and supplies.

A second area for cooperation with certain OPEC members relates to the

current or impending peaking out of their conventional oil production and their need to

develop additional energy resources to sustain economic and social progress. Actions

to this end belong, we believe, with North-South energy cooperation in general.
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- North-South. The energy position of the developing countries evidently differs
over a wide range; but the current and prospective situation of the developing regions
in general suggests that energy supplies and prices will constitute a major determinant
of their economic and social progress and political stability. Intensive North-South
cooperation on energy appears justified in the common interest. We recommend that-

1. Such cooperation be conducted substantially on a regional basis; e.g.,
Western Hemisphere, Pacific Basin, Africa.

2. It include immediate assistance to countries experiencing severe
balance of payments constraints due to high oil import prices and related
excessive reliance on short-term borrowing.

3. Its major focus, however, should be on cooperation rapidly to expand
and to conserve local energy resources to permit the inevitably high rates of
increase in energy demand to be met. Supplementing increased mobilization of
domestic resources for this purpose, such cooperation should include assistance
where desired in intensified exploration as well as expanded flows of technology
and of public and private capital f rom abroad.

7
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II.A. THE INTERNATIONAL SETTING

Academic or other learned analyses of the energy situation in the world economy

agree that the last quarter of the twentieth century should be regarded as a

transitional period in two senses: we face an interim transition from petroleum to

coal, nuclear, and other substitutes for conventional oil; and we must simultaneously
prepare the way for a longer term transition to new energy sources which will prove,

one hopes, essentially infinite, less polluting, and less dangerous. The leading
candidates for the long-term transition are solar, fusion, and breeders, to which a

great deal of creative research and development talent is now being devoted in various
parts of the world. The common task, it is increasingly agreed, is to lay the basis for

the long-term transition while working our way, in reasonable order, through the
interim transition.

It is the interim transition which has mainly engaged the world economy since

1973, and all the major nations have made a poor job of it since its contours became
clear. None has fully accepted the scale of the production and conservation effort

required if inadequate and, therefore, increasingly expensive oil supplies are not to

impose on the world economy chronic stagflation, that is, low growth rates and high
inflation rates interrupted periodically by intervals of sharp recession.

Many analyses during the 1970's projected a crossing of the curves of interna-

tional oil demand and supply some time during the 1980's: the CIA as early as 1983,
others in the middle or late 1980's. Rationally, these projections should have led to

all-out production and conservation efforts given (I) the lead times inherent in energy-
related investment and (2) the palpably unstable setting of the Middle East, where

about half of the total oil production in the non-communist world took place in 1978
and from which, say, more than 60 percent of the oil entering international trade

derived.
In fact, the curves crossed in 1979 in the wake of the Iranian revolution, yielding

a 130-percent rise in the international oil price and a second wave of acute
stagflation, although not quite as severe as that of 1974-1975 following the initial

quadrupling of the oil price.
This second oil shock had three distinguishable effects on the prospects for oil

supply in the 1980's: Iran, which produced 5.2 mbod in 1978 was virtually eliminated
from the market, a process now completed by the war with Iraq; the reality of the oil

8



359

shortage convinced a number of OPEC members that it would be wiser to constrain

production, retain reserves, and enjoy the benefit of higher prices that a world market

balanced on a knife's edge was likely to yield, and Saudi Arabia discovered that the
maximum economic rate of exploitation of its reserves was much lower than had

earlier been believed.

Although there is room for differences of view, the accompanying chart I;
reflecting estimates of the Office of Technology Assessment, indicates the consensus.

The CIA conclusion, for example, is that "world oil production probably will begin to

decline in the mid-1980's." 3 This conclusion took fully into account the surge in North

Sea oil to a probable peak in 1982-1983 and increases in non-OPEC production in

developing countries, notably Mexico and Egypt. It assumes some producers will

continue to constrain output below capacity; but it does not take into account the

impact on oil exports of the war between Iran and Iraq.

As for demand, rather remarkable progress has been made since 1973 in energy

conservation in general, in oil conservation in particular. The analysis of marginal

energy/GNP ratios4 is an exceedingly complex and indecisive field, for a number of

factors have been simultaneously at work higher energy prices; slower growth,

including two sharp recessions; public policies, including in the United States a

mandate for more energy-efficient automobiles; short-run, non-repeatable changes in

energy consumption (e.g., housing insulation); and investments in energy conservation
that will yield results only after a long period of time (e.g., mass transport). In all

conscience, no one can be dogmatic about what kind of marginal energy/GNP ratios we

will see in the 1980's and 1990's.

The U.S. energy conservation performance has, by all measurements, been good,

bringing the marginal energy/GNP ratio down from about I to perhaps 0.5 - a lower

figure than for Western Europe and Japan, where smaller automobiles and higher

energy prices contributed to lower average energy/GNP ratios than in the United

States, although other factors (notably geography) helped bring about the result.

Canada, for example, operates with a higher average energy/GNP ratio than the

United States. We argue below (II.C.) that, with an all-out conservation effort, the

3 National Foreign Assessment Center, The World Oil Market in the Years Ahead,
Washington, D.C.: Central Intelligence Agency, August 1979, p. vi.

4 The marginal energy/GNP ratio measures the percentage increase in energy consump-
tion associated with a 1-percent increase in real GNP. The average energy/GNP ratio
measures the amount of energy consumed (usually expressed in British thermal units)
to produce, say, $1 of GNP. For further discussion of the prospects for energy
conservation see section II.C., below.
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Chart I
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United States may be able to sustain an average 0.4 marginal energy/GNP ratio in the
1980's.

Despite the complexities of energy/GNP measurement and analysis, three simple
but far-reaching conclusions seem justified.

First, so far as oil is concerned, increases in consumption in the world economy
are still required if GNP is to expand. For example, taking conservation fully into
account, the national estimates assembled by the International Energy Agency (OEA)
suggest that the global demand for oil (excluding communist countries) will increase at
an annual rate of 2.4 percent for the period 1978-1985 and 2.1 percent for 1985-1990.
For the advanced industrial countries, the figures are 1.5 percent and 0.8 percent,
respectively.

Second, as these figures imply, the developing nations of Latin America, Africa,
the Middle East, and Asia, including the oil exporters, are at stages of development
when their growth rates and their marginal energy/GNP ratios are higher than those of
the advanced industrial countries: their populations are increasing more rapidly;
energy-intensive new technologies are being absorbed; their cities are growing faster;
their possibilities for conservation are more limited. The World Bank estimates that
energy consumption in these developing areas will grow at the rate of 6.2 percent
annually in the 1980's, and that their marginal energy/GNP ratio will drop from 1.3 in
the 1960's to 0.8 in the 1974-1980 period - the latter a highly optimistic figure.
Therefore, their relative claim on the global pool of oil will rise.

Third, the legitimate claim of the United States on the global oil pool will,
relativly, decline we are an advanced industrial country; we still have substantial
margins for conservation; and we are the best endowed with alternate energy sources.

Thus, when the heads of government met in Venice in June 1980, they confronted
a decade of declining oil availability, increasing oil requirements in the advanced
industrial world, and rising claims on oil consumption from OPEC and other developing
nations. A substantial gap emerged, therefore, between the oil estimated to be
available to the IEA countries and their minimum requirements. Table I suggests the
order of magnitude of the situation they confronted. In addition, of course, the lEA
governments had to take into account the possibility that political or military events
might, as in the case of Iran since 1978, further reduce oil availability; and that
possibility soon became a reality with the war between Iraq and Iran.

11
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Table 1. Oil shortfall among IEA countries (in mbod).

1978 1985 1990

Oil available to IEA countries 23.8 22.4 19.3

Net oil-import requirements 23.8 26.0 29.9

Shortfall - 3.8 8.6

Source: IEA, Energy Policies and Programmes of IEA Countries: 1979

Review, Paris, 1980, p. 15.

If no new dispositions were made, the IEA countries faced a decade of continued

slow growth-and of inflation exacerbated by further increases in the real price of oil -

all this assuming that conservation measures would be intensified. That is why the

governments of the major industrial countries in their communique committed

themselves at Venice to policies of rapid substitution of coal and nuclear energy for

oil "We must rely on fuels other than oil to meet the energy needs of future economic

growth. This will require early, resolute, and wide-ranging actions. Our potential to

increase the supply and use of energy sources other than oil over the next ten years is

estimated at the equivalent of 15-;0 mbd of oil. We intend to make a coordinated and

vigorous effort to realize this potential. To this end, we will seek a large increase in

the use of coal and enhanced use of nuclear power in the medium-term, and a

substantial increase in production of synthetic fuels, in solar energy and other sources

of renewable energy over the longer term." Of the 15 to 20 mboed additional energy

production in forms other than oil, 7 to 9 mboed are planned to come from coal, 4 to

6 mboed from nuclear, and 4 to 5 mboed from other sources. The increase from other

sources was estimated at I to 2 mboed from synthetics, I to 2 mboed from natural gas,

and 2 mboed from hydroelectric, solar, and other renewables.

As for the developing regions, estimated energy requirements down to 1990 are

set out in table 2, suggesting once again their inevitably more rapid rates of increase

in energy consumption than the advanced industrial countries. The CIA estimates an

annual rate of increase of oil consumption in OPEC countries of almost 8 percent, a

factor which will progressively reduce OPEC oil exports. Production has peaked in

Venezuela and is expected to peak out in a number of other OPEC members in the

1980's (e.g., Nigeria, Algeria, and Indonesia).
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Table 2. World commercial energy consumption, 1975-1990,in mboed.

Avg. Annual Growth (percent)
1975 1980 1985 1990 1950-74 1975-80 1980-90

World 122.1 137.8 166.0 201.5 5.0 2.5 3.9
Developing countries 13.9 16.7 22.3 30.6 ' 6.9 3.7 6.2
Oil-importing

developing countries 9.3 11.1 15.0 20.5 6.9 3.6 6.3

Sources: Data underlying World Development Report, 1980, table 2, pp. 11-67; World
Development Report, 1978, table 19, p. 20; UN, World Energy Supplies.
1950-74, UN Statistical Papers Series 3, No. 19, (New York: UN Depart-
ment of International Economic and Social Affairs, 1974).

The Soviet Union produced 11.4 mbod in 1978, the world's largest producer; and
it exported a critical margin of 1.5 mbod to Eastern Europe, about 75 percent of that
region's net imports. Output is stagnating or declining in all major Soviet oil-
producing regions except the giant Samotlor field, now reaching peak production. An
intense drilling program is under way in familiar areas; but a decline in Soviet oil
production and exports is expected in the 1980's, its exact timing subject to some
uncertainty and debate.

Like the United States and the Soviet Union, the People's Republic of China
commands large unexploited energy reserves and may, for a time, be an oil exporter,
but its rapid rate of increase in energy consumption is likely to constrain its exports to
a modest level.

Thus, except for a relatively few oil exporters, with large known reserves, the
nations of the world economy face in the 1980's a universal challenge: to conserve
energy and to develop new sources of every kind with great urgency or to balance their
energy books with low growth, progressively higher unemployment, chronic high rates
of inflation, and retarded social progress, if not retrogression.

We turn now to the implications of that challenge for American policy, including
the linkages between energy, employment, productivity, and inflation. We shall also
examine briefly some of its implications for U.S. foreign policy in section VI.

13
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II.B. U.S. ENERGY BALANCE SHEETS THROUGH 1990 -

A CONTRAST IN FUTURES

Any. balance sheet must consider, of course, two elements: projected total

energy demand, both volume and mix; and projected production levels, especially of

those commodities on which we now depend and those which can be developed at

expanded levels.

A balance sheet for the future and the implication of fulfilling the major

elements must be evaluated in the light of trends of recent years. These trends

indicate directions that either must be enlarged or reversed.

Energy Demand and Economic Growth

During the 1960's and early 1970's, the 13-year period prior to the 1973 embargo

and price hike, U.S. energy demand rose at an average annual rate- of 4.1 percent.

During the same period real GNP increased at the same average rate of 4.1 percent.

The ratio of increase in energy consumption and increase in real GNP was at unity.

The widespread availability of energy at declining real prices led to the extensive

substitution of energy for capital and manpower. In this period, each dollar of real

(1972 dollars) GNP required about 61,000 Btu's. In the years before the widespread use

of versatile liquid and gaseous hydrocarbons, the energy requirement per real GNP was

50 percent higher (see chart 2).: However, since 1973, with increasing energy prices,

average-annual increase in energy consumption has been less than I percent, one-fifth

that of the pre-1973 period. Since 1973, average annual increase in GNP has declined

to an average of about 2.5 percent. But most critically, the unit of energy consumed

per increment of GNP. has steadily declined with the more efficient use of higher

priced energy. Energy use has dropped from a 1973 high of 63,000 Btu's per real dollar

of GNP to a current 51,000, a 10-percent overall improvement. The marginal

energy/GNP ratio has dropped from I to about 0.5. This trend in efficiency is

expected to continue, falling to. 40,000 to 45,000 Bttls per real dollar of GNP by 1990,

an overall 20-percent improvement over the 1960's and early 1970's. A marginal

energy/GNP ratio of about 0.4 can possibly be maintained through 1990. Beyond, when

a significant part of the utilization of more fuel efficient cars has been realized and

when less -versatile fuels such as coal or more energy-consuming fuels such as
.synthetics constitute a greater part of the energy supply, energy requirement per unit

of GNP will most likely begin to rise.

14



..... 
c.n 

100 

90 

Q. 80 
Z 

'" .... 
N .... 
!!! 

ffi 70 
Q. 

-'" ::> 
I-
m 

§ 60 

'0 

COAL ECONOMY 

Chart 2 

ENERGY CONSUMPTION AND THE US. ECONOMY 

COAL OOMINATES 
OIL AND GAS 

BEGINNING 
DECLINING RATIO 

OIL ANO GAS DOMINATE 
PRICE DECLINING 
sTA8LE RATIO 

.,// 
.,/ 

_----....-' OIL AND. GAS 

..---=-==:::::: ~ ..,.,.. ~~--~~~--~~~------~~~--------

OTHER SOURCES, MOSTLY COAL 

Oil AND GAS OOMINATE 
PRICE INCREASING 
DECLINING RATIO 

-9 

\ 

" , 

-8 

-4 

-3 

..... " 
............. _---

80 

70 

z 
600 

;:: 
Q. 
::IE 

~~ 

8 
4O~ 

'" z 
30 "'_ 

~ 
200 

10 

4~Loo---------L~~----~1~92~0~------~~'LI~---:,9~4~0--------~~~--~I:960~--------L-------~,9;.80~------~~------:2~OOO 
YEAR 

I 
I 



366

If general economic trends of the past seven years prevail to 1990, an assumption

made in many recent forecasts, real annual growth will average between 2.5 and 3.0

percent. If recent trends in energy efficiency continue, as expected, a projected

average annual increase in GNP of 2.5 percent implies an average annual increase

(AAI) in energy demand of about I percent through 1990, or a 1990 total energy

demand of about 43.5 mboed.

The complement to energy conservation in the balance sheet is obviously

domestic production. Since 1973, domestic production has been essentially stagnant,

with an AAI of about 0.2 percent. This has been possible only through the coming on

stream of the large North Slope Alaska oil production, modest increases in coal, and
some gains in nuclear output in the early and middle 1970's. Since 1975, coal

production has averaged 3.9 percent yearly; oil'production has averaged 0.8 percent

(including North Slope); natural gas has managed an AAI of less than 0.1 percent; and

nuclear has posted, from a small base, an AAI of 6.3 percent, although the last two

years have shown an average annual decline of 9.0 percent.

Against this background, we shall set out two balance sheets for U.S. energy

through 1990. In one we shall assume the. best likely outcome, under current policies.

This analysis was made by W. L. Fisher in June 1980. The other will assume an all-out

energy production and conservation effort aimed at eliminating net imports of energy

by 1990,-following projection and analysis made by W. W. Rostow in the fall of 1980.5

A third balance sheet for 1990 and beyond, also looking to a net U.S. energy export

position, has been developed by George Kozmetsky. Although reproduced separately,

because of exigencies of time and deadlines, it will be incorporated in the final version

of this report.

Best Likely Under Existing Policies

Over the past two years a number of forecasts to 1990 have been made. In a

survey of 14 of these forecasts (half by industry, half by non-industry entities), the
following range in U.S. energy production is shown:

5W. W. Rostow, "Energy Target for the United States: A Net Export Position by
1990," ORBIS, Fall 1980, pp. 459-489.
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Tablp-3. Various production estimates (in mboed).

Range Average
Crude oil and liquids 7.2 - 11.5 9.6
Natural gas 6.75 - 8.45 8.1
Synthetic oil and gas 0.7 - 1.6 1.2
Coal 10.9- 13.0 11.8
Nuclear 3.9 - 5.0 4.4
Hydro and other 1.6 - 2.0 1.7

Total 31.05 - 41.55 36.8

The estimates of total 1990 energy production ranged from essentially the
expected 1980 production of 30.7 mboed to a level 35 percent greater. Averages of all
estimates project a 1990 production about 20 percent greater than current production:
a modest 2 percent rate of annual increase. It should be noted that the range in
estimates of production from the various sources, excepting oil and synthetics, is
about 25 percent. In the case of oil the range in estimates is 60 percent.

The rather wide range in estimates of 1990 oil production hinges on three main
variables: (1) degree of optimism relative to potential major discoveries in frontier
areas, notably offshore Alaska and especially the timing of federal, lease sales,
(2) assumption as, to the future behavior of finding rate, and (3) assumptions relative to
unconventional oil production - synthetics, tertiary recovery, and infill drilling.
Nearly all forecasts assume continuation of increased oil and gas drilling through the
1980's, with an AAI on the order of 6 to 7 percent.

The wide range in synthetics hinges chiefly on timing of production relative to
1990.

The balance sheet set out in table 4 assumes the following:
1. GNP will average 2.5 increase annually.
2. An average marginal energy/GNP ratio of 0.4 will be achieved.
3. Total energy production will increase by about 10 percent over 1980 levels,

with increases chiefly in coal and nuclear.
4. Declines in the rate of finding of conventional oil and gas will continue,

this will be offset in part by continued increases in drilling; current federal
land policy, especially relative to frontier OCS, will preclude any signifi-
cant development from those sources by 1990; production will decline on
the average of 1.5 to 2.0 percent annually.
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5. Coal production will increase by about 4.5 percent annually, somewhat

greater than the rate in recent years.

6. Nuclear plants now in construction or on order will be in production.

7. Synthetic production will achieve the stated federal goal of about

1.2 mboed.

8. Hydro power production and other alternative energy sources will increase

only slightly. I

The essential conclusion from this balance sheet is that, despite a reduced

demand and modest increase in production, import requirements will be on the order of

9 mboed by 1990, essentially at the 1979 level. That means the United States would be

demanding for itself in 1990 a higher proportion of the oil available for import than it

was in 1979; for example, 51 percent of the total available to the 1EA countries rather

than 38 percent. This is not a feasible position. Unless the U.S. energy performance is

radically altered, therefore, the outcome is likely to be further radical increases in oil

prices, a U.S. growth rate well below the 2.5 percent, chronic severe unemployment,

large idle industrial capacity, and low investment and productivity levels.

Table 4. Estimate of the U.S. Energy Balance Sheet
(mboed unless otherwise indicated).

1979 1990 Range of Other Estimates

Average real growth in GNP - *- 2.5%----+ 2.5%-3%
Marginal energy/GNP ratio .4 At low range of recent forecasts
Total energy consumption 38.9 43.4 .. .

Total energy productionl 29.8 33.6

Oil 8-1 1~~~~10.1 7,7 7.2.11.
Natural gas liquids 1.67
Natural gas 9.3 7.7 6.75-8.45
Synthetic oil and gas 0 1.2 .7-1.6

Subtotal, oil and gas 19.4 16.6 14.65-21.55
Coalt 7.5 11.3 10.9-13
Nuclear . 1.4 4 3.9-5
Hydro and other 1.5 1.7 1.6-2

Subtotal, coal, nuclear, and other 10.4 17 16.4-20

Imports (oil and liquefied natural gas) 9.1 9.8 12.35-1.85
Coal exports .7 0

* Fourteen separate projections made over the past two years were consulted, including seven industry

projections and seven by government, academic, or other nonindustry institutions.
t Excluding coal exports.
Source: W. L. Fisher, Bureau of Economic Geology. University of Texas at Austin.

a
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A Net Export Position by 1990

A consistent element of U.S. energy policy since 1973 has been the reduction of
imports. A number of targets have been set ranging from halving to completely
eliminating the level of imports. None has been achieved, and movement toward the
targets, save demand reduction occasioned by reduced economic activity, has been
modest at best.

Let us now turn, therefore, to what a U.S. energy balance sheet would look like
if the nation were to commit itself in the early months of 1981 to achieving a net
energy-export position by 1990.6 One way to derive such a balance sheet would be to
set targets approximating the higher end of the ranges set out in table 4. If achieved,
this would produce a quite satisfactory result: total production in 1990 of
41.55 mboed. If total U.S. energy consumption were still to be estimated at
43.4 mboed, then required oil imports would be only 1.85 mbd. A coal export figure of
at least 2 mboed ought to be attainable over the next decade. A net energy surplus
emerges.

An all-out energy production and conservation effort would require, for reasons
to be seen, a surge of investment that would take the U.S. economy back to sustained
full employment. This, in turn, would bring about a resurgence of productivity, a
relationship considered in section III below. Thus, we must count on a higher rate of
increase in real GNP in the 1980's and a higher rate of growth of energy consumption.
In table 5, we assume a 3.5-percent real growth rate for the U.S., rather than 2.5
percent, as in table 4. This assumes that (I) the working force will expand at 1.5
percent and will be more or less fully employed and (2) the rate of productivity
increase will rise from its low recent performance, averaging 0.5 percent annually, to
2 percent. These are more optimistic assumptions than are now conventional, but we
did not wish to make attainment of a net energy-export position seem artificially easy
by underestimating the playback on the economy and on energy consumption of an all-
out energy production effort.

6 As noted earlier, a part of this report, separately reproduced, is a balance sheet
which also sets as its objective a net energy export position for the Unites States.
This balance sheet (prepared by Kozmetsky), which looks beyond 1990, differs from
that set out in table 5 - in the following major respects: its synthetic target, drawn
from Exxon projections, is more modest for the 1980's; it assumes a lesser level of U.S.
coal exports by 1990; but it provides 2 mboed (plus valuable byproducts) from alcohol
production.
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Table 5. Balance sheet for a U.S. net export position by 1990
(mboed unless otherwise indicated).

1979 7990
Average real growth in GNP | 3.5%
Marginal energy/GNP ratio - 4 .
Total energy consumption 38.9 45.3

Total energy production' 29.8 43.4
Oil 8.5 110.1 9
Natural gas liquids 1.6
Natural gas 9.3 9.3
Synthetic oil and gas 0 6

Subtotal, oil and gas 19.4 24.3
Coalt 8.2 14.6
Nuclear . 1.4 S
Hydro and other 1.5 2.5

Subtotal, coal, nudear, and other 11.4 22.1

Coal for synthetics 0 5.4

Imports (oil and liquefied natural gas) 9.1 1.9
Coal. exports .7 3
NET ENERGY IMPORTS 8.4 -1.1

* Excluding coal exports and coal for synthetics.
t Including coal exports.

Source: W. W. Rostow, "Energy Target for the United States: A Net Export Position

by 1990," ORBIS, Fall 1980, p. 475.

Note: In section IV, below, dealing with productivity, we present calculations of John

Kendrick which suggest a rate of real growth in the 1980's of 4.8 percent. With a

marginal energy/GNP ratio of 0.4, this implies total energy consumption of about

47 mboed. If all other elements in this balance sheet were held constant, a relatively

small net import position would still exist in 1990 (0.6 mboed).
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The 0.4 marginal energy/GNP ratio from table 5 is kept, but it should be
understood that the increased use of coal as a substitute for more energy-efficient oil
and gas means that there will be some upward pressure on the marginal energy/GNP
ratio. Therefore, in table 5, by assuming a 0.4 ratio, we imply a redoubtable
conservation performance over the next decade. When combined with a 3.5-percent
real growth rate measured from 1979, energy consumption in 1990 is thus higher than
in table 4, 45.3 mboed rather than 43.4 mboed.

With respect to oil, NGL, and natural gas, it should be possible, with a maximum
effort and an optimum public policy to sustain natural gas production at roughly the
1979 level, but oil and NGL production will probably decline. As compared with the
maximum estimate for this category in the right-hand column of table 4, we would
therefore raise somewhat the natural gas figure, lower the oil figure, and emerge with
total output in 1990 of 18.3 mboed, compared with 19.4 mboed in 1979.

If in the first half of 1981 a determined effort could be begun on, essentially, a
state-of-emergency basis, then synthetic production of oil and gas in 1990 could be
much higher than the maximum figure in table 4 (1.6 mboed). Our figure is 6 mboed.
The conditions for achieving this ambitious goal are discussed below.

Aside from relieving certain production and transport constraints, which we
believe quite likely during the 1980's, coal production is limited by demand. Taking
into account maximum feasible substitution of coal for oil, as well as expanded coal
consumption in present uses and exports (estimated at 3 mboed in 1990), coal
production for these conventional purposes could be increased by about 80 percent,
assuming an increase of nuclear power over the decade of 3.6 mboed.

In addition, a further 5.4 mboed in coal production would be necessary for
snythetic fuel plants, assuming that half theenvisaged 6 mobed in synthetics is based
on coal, half on shale. The U.S. Department of Energy's conversion ratio of coal to
synthetics (approximately 1.8) was used. This means that total coal production,
including its use for synthetics, would be 20 mboed in 1990; but to include on our
balance sheet the coal used to produce synthetics would be double-counting.

Brief comments on two of the lesser changes in table 5 from the estimates for
1990 in table 4 are called for. Under "nuclear," the figure is raised from 4 mboed to
5 mboed for two reasons: first, the political requirements for achieving the lower
figure, if fulfilled, should make acceptable the building of the plants required for the
higher figure; second, the assumed 3.5-percent growth rate for the economy in table 5
is likely to require the increase in electricity supply represented by the higher figure.
The somewhat higher figure for "hydro and other" in table 5 reflects the desirability of
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and need for a much more determined effort than we have seen, if we are to exploit

the potentialities of passive solar units for hot water and home heating as well as the

potentialities of other renewable energy resources.

The purpose of the balance sheet leading to a positive net energy export position

by 1990 is merely to suggest the order of magnitude of the increased national effort

needed to overcome the disaster implicit in the balance sheet based on even an

optimistic view of the prospects under existing policy. A great deal of further

calculation of particular fuel balances would be required to translate it into an

-operating plan. Nevertheless, we believe it a useful way to frame an examination of

the potentialilites of each component of the the nation's energy balance sheet and to

identify the policies required if an approximation of the targets in table 5 is to be

achieved. We now turn to that kind of rough assessment.

Il.C. -ENERGY CONSERVATION POTENTIAL

Although energy conservation has received emphasis in recent public policy and a

variety of incentives have been enacted, the principal drive toward more efficient use

of energy has been effected, .as might have been expected, by elevated and increasing-

ly higher energy prices.

While economic recession is an effective way to reduce energy consumption, as

it was in the early 1930's, in the middle 1950's, in 1974-75, and in 1980, it is obviously

not a desirable one. The desirable course is reduced consumption consistent with

economic growth, or, more specifically, with increased energy efficiency.

In the early part of the century, when coal was the major energy source in the

U.S., it took something on the order of 90,000 Btu's of energy for each real dollar

(1972) of GNP. Starting with the advent of more versatile and more efficient oil and

gas as our energy source in the 1920's, the amount of energy necessary. per increment

of economic growth began to decline, reaching about 60,000 Btiis per real dollar in the

mid-1940's when oil and gas became dominant energy sources. (chart 2). From the

1950's through- the early 1970's the ratio remained relatively stable at about

60,000 Btu's per real dollar of GNP. During the 13-year period prior to the 1973

embargo and price hike, U.S. energy demand rose at an average annual rate of 4.1

percent; during this period, the real GNP increased at the same rate. Since 1973, with

higher energy prices, average annual increase in energy consumption has been only 0.8

percent, one-fifth that of the pre-embargo period. Rate of growth in real GNP has

likewise declined, but still averaged about 2.5 percent annually. In that period of time
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the amount of energy per real GNP has declined to a current level of about
55,000 Btu's per 1972 dollar of GNP. It is this trend that is critical, for it marks
conservation achieved through energy efficiency rather than reduction of consumption
at the expense of economic growth. The improved efficiency recorded since the early
1970's, we may note, coincided with a period of rising real energy prices. These trends
in energy efficiency are expected to continue, declining to about 45,000 Btu's per real
(1972) dollar of GNP over this decade. The result is that by 1990 energy use in the
U.S. will be about 25 percent less that it would have been had trends of the 1960's and
early 1970's persisted. In short, the strides that have been made in energy
conservation through more efficient use, chiefly in response to prices, have been good;
they will continue as a greater percentage of more fuel efficient automobiles are in
the fleet, as certain discretionary, unproductive uses of energy are reduced, as more
energy efficient houses and building are constructed, and as more fuel efficient
industrial processes are employed.

However, maintenance of the trend toward increasing energy efficiency will be
difficult through 1990 and beyond. A significant part of the conversion to more fuel
efficient cars will be realized in this decade. Further, as less efficient energy sources
such as coal or more energy-consuming sources such as synthetics, make up a larger
portion of the supply mix, maintenance of the trend toward ever-increasing efficiency
will be more demanding.

Policy considerations for continued efficiency in energy include
(I) Firm recognition that price has been and will continue to be the most

effective incentive. Impacts of such policy on the poor should, where
necessary, be handled as a social issue and accommodated outside the
market system.

(2) Increasing domestic prices effected through crude oil, natural gas, and
product decontro4 these actions have the double effect of inducing further
energy efficiency in use and creating additional capital for energy develop-
ment.

(3) Promoting wider use of cogeneration by removing institutional constraints
and by offering appropriate financial incentives.

(4) Raising the existing fuel efficiency standards for years after 1985 and
extending existing standards to light trucks and recreational vehicles.

(5) Promoting mass transport where feasible.
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HI.D. OIL AND NATURAL GAS POTENTIAL

Future domestic production levels for oil and natural gas are critical. These
commodities account for more than 50 percent of US. domestic energy supply and 65

percent of domestic energy production. Minor changes in future production levels are,

therefore, important.

The U.S. currently produces 19.5 mboed of crude oil, NGL, and natural gas -

8.6 mbd of oil, 1.6 mbd of NGL, and 19.7 TCF or 9.3 mboed of natural gas. This
production comes from a present proved reserve base of 27.1 billion barrels of oil and

195 TCF of gas. Reserves-to-production ratios are now about 8.5 for oil and 9.9 for

gas. If reserves continue to decline at the historic rate established in the 1970's and if
R/P ratios fall to 8 by .1990, proven reserves of oil will be down to 15 billion barrels

and production will be about 4.9 mbd. Gas reserves will sink down to 78 TCF, and

annual production will be about 10 TCF. Assuming that NGL can be kept at about the

same extraction rate from gas, NGL production will be about 0.8 mboed. Total

production of oil, gas, and liquids would then be about 10.2 mboed, or about 60 percent

of the current level. These declines assume future drilling efforts equivalent only to

recent levels; production and reserves additions above this amount will hinge on the

volume of drilling above recent levels. For example, to hold production at current

levels until 1990, it would be necessary to find and develop about 50 billion boe over
the next decade, more than twice the current rate of reserve additions of conventional

oil and gas. -Even assuming no decline in finding rate, this would require the drilling of

an average of 100,000 wells a year, nearly twice the current annual level. Most
projections show an average of about 80,000 wells drilled annually through the 1980's.

One aspect of oil and gas exploration that must be appreciated and dealt with as

a matter of policy and statistical reality is the historic decline in rate of finding -

specifically the volume of oil and gas found per increment of exploratory effort.
Estimates of the volume of oil and natural gas yet to be discovered in the U.S. are

equal to about 60 percent of the volume already discovered - an impressive

exploration target. Yet geologic reality is that 'the first portion of oil and gas
discovered was found with greater ease and less expense than the last portion of those
resources will be. The remaining volumes are chiefly in smaller traps, or more

difficult to locate traps, or in more remote areas. The statistics on U.S. finding rate

bear out the geologic reality. Since the middle 1950's, the rate of finding - reserves
per increment of exploratory drilling - have declined .about 3 percent per year on the

average; further, the rate of decline is accelerating and will accelerate further in the
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face of an increased drilling effort. This does not imply that we are running out of oil

and natural gas to be discovered or that exploratory efforts should not be vastly

enlarged. It does imply that an even greater drilling effort is necessary.

Although many of the lower-48 oil and gas basins are mature, especially at

relatively shallow depths, there remain significant frontier areas in the U.S. Most

notably, in the case of oil potential, are the vast offshore areas of Alaska. The U.S.

offshore is judged to hold about 60 percent of the U.S. potential discovery for oil and

35 percent for gas. The Alaska offshore alone constitutes an estimated 40 percent of

the U.S. total future discovery potential for oil.

Some 560 million acres comprise the U.S. Outer Continental Shelf; of this

amount 350 million acres are considered by the U.S. Department of Interior as
promising for oil and gas. Only 38 million acres (about 10 percent of the promising

acreage) have ever been offered for lease, only about 18 million acres (5 percent of

the promising acreage) have been leased to date, and only 10 million acres (3 percent

of the promising acreage) are currently under lease. Of all the OCS acreage leased, 82

percent has been in one area - the Gulf of Mexico, which also comprises 98 percent of

all OCS production.
In addition to the OCS, the vast upland area of the Public Domain, chiefly in the

Western 13 states, holds substantial promise for oil and gas discovery. This has been

demonstrated by recent, highly successful drilling in the Western Overthrust Belt.

Unfortunately, exploration in the West is seriously impaired by the unavailability of

vast amounts of federal lands withdrawn from oil and gas leasing and by elaborate
administrative constraints to exploration on lands that are open. The drilling record

on federal lands compared to drilling on nonfederal lands over the past 15 years

dramatically underscores the problems. Through 1974, drilling activity on both classes

of lands was essentially the same, about, 3,000 wells annually on both federal and

nonfederal lands. However, with the upsurge in Western oil and gas drilling since 1974

a wide gap has emerged. While drilling on nonfederal lands has jumped to some 5,500

wells annually, an overall increase of about 85 percent, drilling on federal lands has
declined to about 2,000 wells annually, a decline of about 33 percent. The obvious

concusion to draw is that while oil and gas potential is about the same on both classes

of land, drilling activity on the federal lands is significantly constrained relative to

that on nonfederal lands as a matter of federal land policy. Had drilling on the federal

lands paced the overall activity of the West, as its potential merits, a full 50 percent

more exploration in this vital oil and gas area would have occurred over the past six

years.
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Another potential area of oil and gas, particularly gas, lies in deeper drilling.

Some 35 percent of U.S. potentalgas resources are judged to exist at depths greater

than 15,000 feet. Yet, of total U.S. drilling, no more than 2 percent is logged below

15,000 feet. A recent draft report by the National Petroleum Council estimates that

between 190 and 570 TCF of unconventional gas can be recovered from tight, low-

permeability reservoirs in the U.S. lower 48, at prices up to $9 (1979 dollars) per MCF.

A third major area of domestic oil potential lies in so-called enhanced or
additional recovery. The average volume of recovery of discovered oil is about 32
percent. The remaining amount - on the order of 300 billion barrels - is

unrecoverable by conventional means or conventional practices. A significant volume

of now unrecoverable oil can be recovered through both tertiary and extensive infill
drilling. Both techniques are highly sensitive to price.

Although future discovery and development of oil and gas will be increasingly
difficult, and hence expensive, whether from exploration in mature basins with

reduced finding rates, from remote frontier areas, or from unconventional sources, a

maximum effort on all fronts could offset declines from older fields and realize a 1990

production level approximately that of current levels. Essential, however, is that the
current surge in drilling not only be maintained, but enlarged; that high potential areas

under federal jurisdiction, both onland and offshore, be made available through

immediate leasing; and that special incentives be established for additional recovery
of known oil in place as well as recovery of gas from unconventional sources. Critical

to the arrest of oil and gas production decline is early successful development of oil in

the frontier areas, and rapid development of gas from deep reservoirs and from

unconventional sources such as tight reservoirs. As a matter of policy such realization

will require:

1. Acceleration of decontrol, especially for natural gas.

2. Modification of taxation from the present windfall profits tax to a

plowback tax. Both decontrol and substantial modification of the current
excise tax on oil are essential to generate necessary capital to expand

conventional drilling, to enlarge tertiary recovery, to expand infili drilling,

to develop frontier areas, and to develop unconventional sources.
3. A vastly accelerated rate of leasing federal lands of the Public Domain and

the Outer Continental Shelf. Most promising acreage now unavailable or

withdrawn from leasing should be made available immediately.
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II.E. COAL POTENTIAL

Introduction

Between 1973 and 1977 demand for U.S. coal increased at only about 3 percent
annually. In 1978, as a result of a major strike, there was actually a decline in
production. In early 1979 coal use began to increase more rapidly at an annual rate of
about 5 percent, and during 1980 coal consumption has been running about 7 percent
above that of 1979. Two markets, electric utilities and exports, have accounted for
most of that growth. However, the demand for electricity is growing slower than the
historical rate, and the existing infrastructure for coal exports is being stretched to
the limit by the present level of exports.

Coal now supplies less than 20 percent of U.S. energy requirements, and the
demand for coal remains below current and future potential. At present, the industry
has the capacity to produce at least 100 million tons of additional coal per year. Many
mines are closed, and an estimated 20,000 coal miners are out of work. Existing and
prospective government policies and regulations have held the rate of increase in coal
consumption substantially below its potential. These measures have resulted in delays
in the siting, financing, construction, and operation of facilities to use or transport
coal, have reduced the price differential between coal and other fuels, and have
prevented the mobilization of mineable coal reserves and production from those
reserves. These measures also threaten to erode our competitive position on world
coal markets.

The Declaration of the Venice Summit, held in June 1980, contains the
statement "Together we intend to double coal production and use by early 1990. We
will encourage long-term commitments by coal producers and consumers." In all
recent forecasts of domestic energy supply, including the National Energy Plan 11 (May
1979), heavy reliance is placed on coal. In 1979 U.S. coal production amounted to 741
million short tons, an annual average increase of 5 percent over 1977. The NEP II calls
for producing 1,265 million short tons by 1985, and 2 billion short tons by 1990. To
reach that goal, production and utilization would have to increase about 6 percent per
year. U.S. coal reserves are sufficient to sustain the projected increase at least until
the end of this century.
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The World Coal Study (WOCOL, 1980) concluded that coal production in the

United States will need to at least triple 1977 levels to more than 2 billion short tons

annually by the year 2000 to meet the projected expansion for domestic and export

coal demand. U.S. coal exports are projected to increase from the 1979 level of 59

million metric tons per year to at least 125 to 200 million metric tons and perhaps to

as much as 300 to 400 million metric tons by the year 2000. Such a level of exports

would require a massive improvement of existing infrastructure, the construction of 10

new coal export terminals, each with a capacity of 25 to 30 million tons per year, and

vigorous development of international coal markets in competition with countries like

Australia, South Africa, and Canada.

WOCOL (1980) estimates that coal will have to supply about two-thirds of the

total increase in U.S. energy needs for 1980-2000. Administrative, legal, environ-

mental, physical, economic, social, and political constraints will make attainment of

the Venice Summit, NEP 11, and WOCOL targets for coal production and utilization

difficult. Meeting the targets of our accelerated balance sheet will be even more

difficult.
WOCOL (1980) projects an expansion in the demand for coal exports from the

U.S. ranging between 125 million tons of coal equivalent to 200 million tons of coal

equivalent per year or more. This type of expansion, however, will require a major

overhauling of present transportation lines.

A number of serious constraints reduce the demand for coal. Some of these are

of a general nature, such as a lack of public appreciation of the depletion of oil and

gas reserves and the need for a rapid switch to coal. Uncertainties also exist

regarding competition from nuclear energy for electric power generation, with

conflicting or confusing public understanding of the relative merits of nuclear, coal-,

and oil-fired facilities. Utilities have been reluctant to replace oil- and gas-fired

power stations with coal-fired facilities because of environmental objections to the

use of coal and the image of coal as an outmoded source of energy. Other constraints

are more specific and relate to regulatory, scientific, economic, and other problems.

Regulations covering coal mining fall into two broad categories, namely manage-

ment, and health and safety. Land management regulations include the Wilderness Act

of 1964, the Federal Land Policy and Management Act of 1976, the National Forest

Management Act of 1976, the Alaska Native Claims Settlement Act of 1971, the

Federal Coal Leasing Amendments Act of 1976, the Mining in the Parks Act, and the

7WOCOL, "Coal Bridge to the Future - The World Coal Study," Carroll L. Wilson,
editor, Ballinger Publishing Company.
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Surface Mining Control and Reclamation Act of 1977. The Leasing Amendments Act
requires that comprehensive land use plans be prepared prior to leasing of coal on
federal lands and that leases be developed within 10 years (i.e., due diligence), or they
are automatically terminated. Currently there are plans to resume federal leasing in
19S1. These mining regulations tend to lengthen the lead times for the development of
new coal mines.

The Surface Mining Control and Reclamation Act of 1977 is not expected to
materially affect coal production. Delays in permitting could lead to temporary
reduction in production. Cost impacts are greatest in Appalachia ($1.59 to $5.SI per
ton) and least in the West (about $0.50 per ton) and average nationwide about $2 per
ton of coal mined. Obviously, increased costs could narrow or conceivably remove
coal's price advantage over other fuels and thereby reduce production over the long
term. Many of the regulations issued by the Surface Mining Control and Reclamation
Act of 1977 are not technically justifiable, involve unnecessary costs, or are otherwise
unnecessarily restrictive. Furthermore, OSM's delay in issuing acceptable regulations
has interfered with the ability of states to develop their own programs as authorized in
the Act.

The Federal Coal Mine Health and Safety Act of 1969 has resulted in decreases
in the number of coal mine fatalities and injuries since 1969. However, implementa-
tion of the Act's measures has also contributed to the decline in underground mine
productivity, which has increased the costs of mining and reduced the nominal
capacity of existing mines.

The 1977 Amendments to the Federal Clean Air Act will have considerable
impact on future coal use in the United States. The uniform scrubbing requirement of
85-percent sulfur dioxide removal under the Best Available Control Technology
(BACT) philosophy will necessitate that scrubbers be placed on all new coal-fired
power plants, irrespective of sulfur content. On a national scale, this requirement will
cause a shift from low-sulfur Western subbituminous coal to high-sulfur Eastern
bituminous coal because of the lower transportation costs.

Large quantities of ash and solid waste residuals are generated from coal
utilization. These residuals occur largely as the result of air pollution controls
implemented for removal of particulate matter and sulfur oxides. These wastes must
normally be disposed of in mining areas at mine-mouth plants, or transported to
suitable disposal sites for plants located near demand centers.

The Resource Conservation and Recovery Act of 1976 may place some serious
restrictions on disposal site locations and significantly increase disposal costs for solid
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waste residuals from coal combusion and conversion. Solid wastes classified as
hazardous would probably need to be disposed of in landfills with 10-foot-deep clay
linings at least 15 feet below the pit; extensive ground-water monitoring requirements
would also have to be met. This classification occurs largely because of the presence
of trace metals, trace organic, or radioactive nuclides above certain specified levels,
not all of which have been defined. The result is an incremental increase in disposal

costs which may reach as much as $4 to $10 per ton of coal as compared to
nonhazardous wastes.

The establishment in the United States over the past 15 years of a complex of
environmental, health and safety laws and regulations has significantly increased
public participation in decisionmaking, affecting all aspects of energy supply activities
including the manner in which coal can be mined, moved, and burned or processed.
The regulatory process has significantly increased project lead time from 4 to 5 years
in 1970 to the current 8 to 10 years. In addition, project cost has substantially risen
from $150 to $200 per kilowatt installed capacity in 1970 to $800 to $1,000 per
kilowatt. About half or more of the increase is due to required additional environ-
mental control equipment and the financial costs associated with longer lead times
(WOCOL, 1980).

Conversion to coal will place increased demand on available water resources -

air pollution control equipment increases demand by 10 to 20 percent; commercial coal
gasification and liquefaction plants require nearly twice as much water as a medium-
sized oil refinery; revegetation of mined lands in semi-arid climates will require
irrigation; and the water needs for possible slurry pipelines are also substantial.
Incremental demand could be high, especially in the water-poor West where large-
scale mining, gasification, and liquefaction are contemplated. Already in some
Western river basins (for example, Colorado) allocation exceeds available supply.
Whether or not the availability of water will slow the nation's shift to coal cannot be

determined yet.

The coal industry has a record of work stoppage due to labor disputes. A Library
of Congress study cites the Bureau of Labor Statistics as showing an average 947 coal
industry work stoppages per year in the period 1970 to 1976. Productivity in tons per
man-day has declined dramatically over the past decade in both underground and

surface mining.

Training facilities for coal miners are generally poor by comparison with those in
other countries. There are serious shortages of coal geologists, mining, preparation,
combustion, and conversion engineers, and shortages of facilities for higher education
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in some of these areas. Skilled and semi-skilled labor for the coal industry may
therefore impose constaints on the development of the industry.

The projected massive increases in the tonnage of coal used will require
substantial changes, significant improvements, and the development of new technology
in transportation. Critical to the increased use of coal are the costs of transportation.
Western coal, in particular, is far from potential markets. Most projections call for
the U.S. to be a major exporter of steam coal to the international market.

The projected increase in the use of coal may be constrained by bottlenecks
between the interior mining regions and export areas in congested railroads, water-
ways, and port facilities. Much of the rolling stock in use today is in poor condition,
and substantial proportions of trackage will have to be rebuilt in order to withstand
the heavier loading caused by larger cars. Much of the Western coal reserve is far
from domestic or export markets.

Coal slurry pipelines are technically feasible, but their development has been
hindered by the lack of the right of eminent domain to condemn land in many states,
and opposition from the railroads. Water availability in many Western states is
sufficiently low such that the extensive movement of coal by slurry pipeline could
create serious conflicts between energy development and agricultural operations in the
Colorado and Missouri River basins.

Railroads have traditionally been involved in the movement of large quantities of
coal. Railroads moved about 65 percent of the total coal produced in 1975, or 405
million tons. Essentially all of this coal moved by rail has been hauled by diesel-
powered unit trains that consumed 22 million barrels of oil in 1975. Electrified
railroad operation could alleviate reliance on burning imported oil for transporting
domestic coal by allowing coal or nuclear energy to be used as the major propulsion
sources.

If the supply of coal is to be increased, huge additional capital investments will
be required to develop new mines and to replace depleted mines. In addition to this
"normal" capital investment, there will be a formidable oncost resulting from
compliance with environmental and other regulations and from inflation. A production
growth rate such as that called for in the NEP II will place a severe burden on
equipment production facilities, thus further escalating the capital cost requirements.
In addition, massive capital investments will be required for the establishment of the
necessary transport networks. Coal-fired power stations are considerably more
capital-intensive than oil- or gas-fired stations, requiring enormous capital expend-
itures. Coal gasification and liquefaction plants are even more capital-intensive.
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The investment costs of expanding U.S. coal production, transport, and use may
amount to about $500 billion over the next 20 years.

It appears unlikely that the necessary incentives are available to induce the
capital investment required for the level of coal utilization envisaged, although it has
been concluded that the availability of capital would not pose a general constraint on
coal expansion, individual projects would have to attract investment on their own
merits.

Political and institutional barriers loom large in the development of coal as an
energy source. Policy studies are needed if ways and means are to be found for
stimulating the use of coal while meeting environmental standards.

The realization of coal's potential as a major source of energy will require
drastic measures. The following recommendations are offered in this regard-

1. Make all efforts to ensure that the AmericaD public hears, understands, and
accepts the message on: (1) the urgency of the world's energy problem; and
(2) the essential role which coal must play in providing a major part of the
future increase in energy needs (WOCOL, 1980).

2. Stabilize the environmental standards for mining, transporting, and using
coal, and integrate them with an energy policy which encourages the
expansion of coal, so that the necessary investment decisions in coal mines,
transport, and user facilities will be taken soon. While providing for
appropriate review by interested parties, expedite the environmental
decision process for siting new coal facilities, so that coal projects can be
executed without delay (WOCOL, 1980).

3. Encourage decisions to build new coal-using facilities, and encourage
conversion of existing utility plants to coal. Some existing utility plants
were constructed with the capability to use coal but are now using oil or
natural gas.

4. Support the expansion of the U.S. coal transportation capacity, including a
combination of coal slurry pipelines and expanded rail and barge facilities,
siting and building modern coal ports on the East, Gulf, and West Coasts,
and ensuring that the transportation system remains competitive and
economically viable, in terms of freight rates, for domestic and export
customers (WOCOL, 1980).

5. Facilitate the federal, state, and local process for approving federal
leasing of Western coal lands, where some 60 percent of the coal reserves
are owned by the U.S. government, so that delays are avoided in the
expansion of Western coal production (WOCOL, 1980).
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6. Initiate a massive research and training program into coal mining, benefi-
ciation, characterization, reserve evaluation, combustion, environmental
controls, and utilization.

7. Encourage developing countries to consider coal as a viable and economic
energy option for supporting their future economic growth while reducing
their needs for imported oil.

Il.F. SYNFUEL POTENTIAL

Introduction

From the late 19th century to just after World War II, every major city in Europe
and North America had a gas-manufacturing plant. The availability of abundant,
cheap natural gas caused the decline of the manufactured-gas industry in the United
States. By 1964, the shift to natural gas in the United States was virtually complete.

- There are several commercially available processes for the production of
medium- or high-Btu gas frorm coal, including the Lurgi, Koppers-Totzek, and Winkler
processes. In addition, a number of so-called second-generation gasification processes
are being developed. The most promising of these appear to be the Texaco and
Slagging Lurgi gasifiers. The capital cost of coal gasification plants will be very high
-- between $1 and $3 billion for a plant producing 250 million cubic feet of gas per
day.

Coal can be converted to liquid fuels by three fundamentally different methods,
namely indirect conversion (gasification followed by hydrocarbon synthesis), hydro-
liquefaction, and pyrolysis. In indirect conversion, coal is first gasified to produce a
synthesis gas. This gas is purified, and in some cases a shift reaction is performed to
increase the ratio of hydrogen to carbon monoxide. The synthesis gas can be
chemically reacted to produce methanol or a range of intermediates which can be
further upgraded to gasoline. Conversion of methanol to gasoline is also technically
feasible. In hydroliquefaction, coal is dissolved in a solvent that is usually a
production fraction of the process. Liquid fuels are produced by reacting the solution
of coal and solvent with hydrogen. Pyrolysis involves exposing the coal to very high
temperatures in an inert or oxygen-deficient atmosphere. The coal is converted into
coke or char and yields tar, liquids, and fuel gases as by-products.

The only commercial coal liquefaction plant in the world today is the Sasol I
plant in South Africa. A second coal liquefaction plant, Sasol II, which has a capacity
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10 times that of Sasol 1, has been constructed in South Africa, and Sasol III is under

construction. Upon completion those plants will produce more than 50 percent of
South Africa's gasoline requirements. Experience in South Africa and analyses in the

United States Indicate that the most thermally efficient method to use the Fischer-
Tropsch process is for the simultaneous production of synthetic natural gas and oils,
mainly motor fuels. The Fischer-Tropsch process has been vastly improved at Sasol

over the past 20 years, and now represents a reliable, though expensive, means of

producing synthetic liquid and gaseous fuels from coal. The process is versatile, and

the mix of products can be varied within fairly wide limits to suit a particular market.

By contrast, hydroliquefaction processes are stili in the development stage and are not
expected to be commercially available before 1990. These processes produce heavy

fuels which differ substantially from crude oil. Many problems remain to be solved
with regard to the refining of the synthetic crudes from hydroliquefaction, and their

yield of gasoline and diesel is likely to be low. Pyrolysis processes are currently at
bench scale and are unlikely to be available on a commercial scale for more than a

decade.
In view of the urgency of the U.S. energy situation, first-generation synthetic

plants should be based on first-generation, commercially available technology, such as

Fischer-Tropsch synthesis and Lurgi gasification. Research into second-generation
processes should be intensified for possible use in second-generation plants.

A number of chemical, physical, mineralogical, and petrological properties of
coals and their associated ash fractions are extremely important in coal conversion.

Much more work should be done in the United States on the characterization of our
coal resources, with a view to identifying the best feedstocks for specific coal

conversion processes.
Institutional problems are the main constraints on the development of oil shale.

A technological base for production has been developed. Federal lands have to be
made accessible on a scale large enough to enable the use of the best technology. A
number of surface processes have been developed to exploit oil shale. These require

that the shale be broken up so heat can be applied to drive off the kerogen. Processes
that have reached the pilot plant scale include those developed by Lurgi, Paraho,
Union Oil, Tosco, Occidental, and Superior Oil. New developments, such as fluidized

beds could substantially reduce production costs.
Modified in situ processing techniques are not as fully developed as surface

processing methods. One of the major problems remaining to be solved is the

formation of a suitable in situ retort. Estimates for the cost of room and pillar mining
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and surface processing of oil shale in the U.S. are around $16 per barrel. Upgrading

costs, estimated at $4 per barrel, bring the total to about $20 per barrel, not including
return on equity, investment credits, royalties, or land costs. A 20-percent rate of
return would bring the price to between $25 and $30 per barrel.

The quantities of shale available for production are enormous. However, other
factors, such as water and environmental constraints, could limit production. The
largest oil shale deposit in the U.S. is the Green River Formation in Colorado, Utah,
and Wyoming. Only a small part of this deposit is in private hands.

Coal is not a natural substitute for crude oil or natural gas. Crude oils differ
greatly in their physical and chemical properties, and hence in the mix of products
that can be produced from them. There is a general trend, both domestically and
worldwide, towards the production of heavier oils, which would yield less gasoline and
more fuel and residual oil under normal refinery practice. These heavy products can
be cracked to yield more light products through the use of hydrocrackers and catalytic

crackers. However, such refineries are extremely expensive. If we are to substitute
coal for crude oil on a large scale it is important to substitute both the "heavy" and
the "light" ends of the crude oil barrel, and to produce the full range of products from

coal that are normally obtained from oil. In view of the trend toward the production
of heavier crude oils, it is particularly important that we substitute the "light" end of
the crude oil barrel by coal.

The hydroliquefaction processes currently favored by the DOE and the. Carter
administration, including SRCI, SRCII, H-Coal, and the Exxon Donor Solvent process,
yield a so-called "syncrude," which is much heavier than natural crude oil, contains a
higher percentage of aromatic products, has a higher nitrogen and lower hydrogen
content, contains finely disseminated mineral matter which is very difficult to

separate from the heavy liquids, and is more difficult to crack and refine than residual
oil obtained from the refining of natural crude oil. Clearly this syncrude is designed to
substitute only the heavy end of the oil barrel, and its major use will be as a boiler fuel
for electric power stations.

The major incentive for the development of these processes apparently has been
environmental. It is possible to sharply reduce the sulfur content of these "syncrudes"
and to produce an "environmentally acceptable" boiler fuel. To produce a boiler fuel

from coal by hydroliquefaction at a cost of $30 to $35 per barrel, and then to burn this
in a power station, may make some sense in the environmentally sensitive Northeast.
It certainly does not in the South, Southwest, and West, where the main products
desired are gasoline, diesel, and petrochemical feedstocks. For power generation it
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would appear to make much more sense to burn coal directly, and to remove the sulfur
through stack scrubbers or other appropriate means.

Large-scale use of hydroliquefaction in the United States would provide an
acceptable substitute for the heavy end of the crude oil barrel. However, this

practice, together with the production of increasingly heavy natural crude oils, would
place an intolerable burden on the petroleum refining industry to produce more light
products from a barrel of oil.

While the first priority in the United States is for the production of coal-derived
substitutes from crude oil, natural gas supplies are also declining, and substitutes will

have to be derived from coal. The tendency in the United States has been toward the
development of complex and costly processes which would produce a substitute natural
gas from coal. We believe that it would be more economic, and thermally more
efficient, to produce a medium-Btu gas from coal by pressurized oxygen-steam
gasification or to produce both a substitute natural gas and a synthesis gas for the
production of gasoline, diesel, and other valuable products from coal via the same
process.

The United States simply does not have the time to develop any of these
hydroliquefaction processes for use in first-generation synthetic fuel plants. While
research and development into these processes should be continued, and even acceler-
ated, our first generation of synthetic fuel plants should be based on proven first-
generation technology such as Lurgi gasification and Fischer-Tropsch synthesis.

Cost estimates for Lurgi-Fischer-Tropsch plants can be made with far greater
confidence, on the basis of experience at Sasol in South Africa. This process is
unquestionably expensive, in terms of both capital and operating costs. Each year we
wait they become more expensive. If we wait until a large number of such plants have
to be constructed in a crash program, the costs will further escalate at an alarming
rate. Had we constructed such a plant when we should have, starting in 1973, it might

now have produced a range of desirable products at competitive prices. Mr. Carter's
synthetic fuel plan of July 1979 did not mention some crucial elements of such a
scheme: the need to train industry in the construction of such plants, and the need to
train personnel to operate them. Even if the incremental cost of producing gasoline,
diesel, and substitute natural gas in such plants is high, their effect on average prices
of these products will be small. They could also effectively deter OPEC from further

massive increases in oil prices.

There is an enormous investment in oil and natural gas pipelines, refineries, and
petrochemical plants throughout the United States, but particularly in the Southwest.
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It is imperative that we make the maximum possible use of this existing infrastructure
in any large synthetic fuels program.

The objectives of the synthetic fuels program should be clearly defined, and the
priorities clearly stated. The first objective should be the most efficient possible
substitution of oil and natural gas by coal. In the case of electric power generation,
this should be done by the direct combustion of coal. The most important single
objective of the program should be to produce large quantities of fuel for internal
combustion motors, around which our civilization is built. This means the production
of gasoline, diesel, and aviation fuels. Of almost equal importance is the substitution
of coal for natural gas and oil in the production of petrochemicals, starting with
nitrogenous fertilizers, synthetic rubber, and plastics such as PVC. The next objective
is to produce a gas composed of carbon monoxide, hydrogen, methane, and butane, as a
substitute for natural gas.

The proposed synfuel target of 6 million barrels of oil equivalent per day by 1990
would be impossible to reach under normal conditions. The target of 2 mboed by 1992
set by the current administration is also considered unlikely by many industry experts.
The only way in which our target could possibly be reached is by full-scale
mobilization on a military emergency basis.

Production of 6 million barrels of synfuels per day by 1990 would require the
construction of 120 plants, each with a capacity of 50,000 boed, in the short space of
nine years. Such a massive synfuel program will tax the capacity capabilities,
ingenuity, and resources of the nation to the limit. At its peak it would require
considerably more than 50 percent of the capacity of the U.S. engineering construction
industry, and considerable assistance from abroad. It would require a labor force in
excess of 150,000, and most of the trained welders in the United States. Oxygen
production would have to be increased at least five-fold; heat exchanger capacity
would have to be at least doubled; and the production of walking draglines would have
to be increased by at least 150 percent.

The availability of skilled labor and engineers looms as one of the greatest
constraints on such a massive synfuel program. In view of the long lead-times, we
simply would not have the time to train enough highly skilled engineers to have a very
large synfuel industry in place by 1990. The only way in which this problem could be
overcome is to use a single blueprint, such as Sasol II, and to construct several of these
plants in proximity to each other. Even then, the synfuel program would require the
services of more than 50 percent of the total technical manpower available to the U.S.
engineering contracting industry. To make matters worse, the major need for
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engineers will occur early in the program. The program will also require thousands of

pipefitter-welders, electricians, and other skilled artisans.

The materials requirements of the program are equally daunting, and it will

require massive expansion in the production of alloy and stainless steels, valves,

pumps, compressors, heat exchangers, and pressure vessels. Without a total national

commitment to the program, the necessary increase in the production of these

materials simply will not come about.

The principal constraint on the program may well be the maze of permit and

licensing requirements that have emerged over the past decade. The number of

permits required for a synthetic fuel plant is estimated at 150 to 200. Many of the

applicable regulations are onerous, duplicative, and even contradictory. The Resource

Conservation and Recovery Act requires additional permits for synfuel plants.

However, the regulations will not be published for several years. Under present

circumstances it would probably take about five years to obtain all the necessary

permits for a synfuel plant. Clearly, without a fast track, such as the proposed Energy

Mobilization Board, and an accommodation with environmentalists, our target cannot

possibly be reached.
There are only about 10 to 12 companies in the United States who have the

capacity to serve as project managers for commercial synfuel plants. Whether these

companies' combined services devoted entirely to the construction of synfuel plants

would be sufficient to reach the target is questionable. Certainly, there would be a

price to pay in terms of lost opportunities in other important industries.

The capital requirements of a 6 mboed synfuel industry would be staggering.

Each 50,000-barrels-per-day plant would cost about $4 billion. In addition, there would

have to be massive expenditures on social infrastructure in order to accommodate

large numbers of workers in remote areas, and on improvements to physical infra-

structure. Companies producing a wide range of materials and equipment for the

industry would also require a massive injection of capital. The program would

probably cost more than $500 billion.

The selection of 120 sites for the construction of synfuel plants would also

present serious problems. Each plant would be about a square mile or more in extent;

would require a block of at least I billion tons of extractable coal reserves; water

requirements amount to about 5 gallons per gallon of synfuel and air, water, and solid

waste pollution problems have to be overcome.
It appears that without a massive synfuel production program we simply will not

have enough liquid fuels available by 1990 to allow us to maintain our present life-
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styles and standards of living. The technology for the production of synthetic fuels is
available, and there is every indication that these processes will be commercially
viable in the foreseeable future.

The target of 6 million barrels per day of synthetic fuels by 1990 is just barely
achievable in terms of a national mobilization on a scale never before attempted in
this country or anywhere else. Anything short of a total national commitment would
mean that synfuel production would fall far short of our target of 6 million barrels per
day by 1990.

H.G. NUCLEAR ENERGY POTENTIAL

The potentialities of nuclear power generation, envisioned 10 to 15 years ago,
are far from being realized. Starting from the first commercial reactor in 1957, a
total of 74 are now in operation. Production of nuclear power steadily increased from
the late 1960's through the middle 1970's. Since 1977, growth stagnated and has
actually declined since early in 1979. Orders for new plants steadily increased through
1973, but since that year cancellations have exceeded new orders. Currently the U.S.
universe of reactors is 176, including, in addition to the 74 operational units, 85 for
which construction permits have been ordered, 14 with construction permits pending,
and 3 units on order. The current nuclear output is about 1.4 mboed, operation of the
universe of 176 units will yield about 4.5 mboed.

The problems that have plagued nuclear energy since 1973 are legion. These, as
outlined in 1979 by Marcus Rowen,8 former Chairman of the Nuclear Regulatory
Commission, include:

1. Lack of utility confidence. In this area, an array of factors is involved:
uncertainties in federal and state licensing requirements and schedules;
uncertainties regarding the nuclear fuel cycle policies of the federal
govemment; uncertainties as to the political will to take the actions
necessary to maintain the viability of the nuclear option; and problems of
public acceptance. All these uncertainties are set in the context of
lowered demands for electrical generating capacity since 1973 and likely
lower levels of demand in the future. These uncertainties have been
reflected in decisions to delay or defer decisions on capacity need.

&Marcus Rowen, "Nuclear Energy and National Needs: The Promise, The Problems and
the Prospects" Proc. 58th Annual Convention, Gas Processors Association, 1979,
pp. 51-55.
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2. Licensing process and its problems. It now takes 12 years or more to bring

a nuclear power plant from the planning stage to commercial operation -

twice as long as it did 10 years ago and twice the time required in most

other areas of the world. A process as extensive as this adds significantly
to costs, adds uncertainties as to whether regulatory requirements will

remain firm, and for a utility that cannot commit new capacity more than

10 years in advance of needed output, is irrational.
3. Problems in the nuclear fuel cycle. These problems pertain chiefly to

key elements of the "back-end" part of the nuclear fuel cycle - how to
handle and effectively isolate radioactive wastes. Adding to this com-

plexity are questions of domestic reprocessing and the use of plutonium,

including the breeder reactor.

It is our opinion that the U.S. neither can nor should forgo the nuclear option. If

we are to achieve a much larger measure of domestic energy sufficiency, indeed a net

export position within the decade, we must move resolutely toward increased use of

nuclear power. Indeed, this has been a persistent element of national energy policy
through the past three administrations. It is obviously easier said than done. There
needs to be a firm, unequivocal policy and dedication to use and development of

nuclear energy, coupled with the recognition that its use be regulated effectively to
protect public health and safety. Necessary legislation and agency reform in the

licensing process need to be made to reduce lead time and to stabilize licensing

requirements. Finally, there needs to be an effective separation of perceived risks and
actual risks. It may be argued that, in light of all the problems involved, nuclear will

not be a viable and contributing source of domestic energy until the overall energy
situation worsens drastically. A rational move now can preclude, at least in part, that

eventuality.

II.H. ALTERNATIVE ENERGY RESOURCES POTENTIAL

In addition to this nation's potential for stabilizing or reducing the decline in oil

and gas production, its potential for substantially increasing coal and nuclear produc-

tion, and its potential for developing a major synthetic fuel production capacity, a

wide range of other sources of energy exists. These include potential sources now
contributing little or nothing to energy supply. The list is extensive - geothermal,
solar, biomass, wind, hydrogen, among others. Each of these potential sources has,

appropriately, been the focus of extensive research and development. The volume of
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energy so-called alternative sources might contribute during this decade is relatively

small by most accounts and analysis. However, with continued research and

development leading to commercialization, potential contributions by the end of the
century and beyond might be impressive.

A major attraction to many of the so-called alternative energy sources is the

perception that they are environmentally benign. In fact, these potential energy
sources carry, more or less, the environmental burden of any resource development.
Which of these alternative, or complementary sources become major contributors to

U.S. energy supply should, in the best interest of the consumer, be determined in the
market place.

111. ECONOMIC IMPLICATIONS

We turn now to the economic possibilities and problems that would flow from a

concerted national effort, conducted on an emergency basis, to achieve the targets set
out in table 5. The heart of the matter is the scale of the investments required to
reach those targets.

In a report by the Council on Energy Resources of The University of Texas at

Austin (National Energy Policy: A Continuing Assessment, January 1978), two of our

colleagues undertook to estimate the plant and equipment investment needed to reach,

over a nine-year period (1977-1985), the production targets implicit in the National
Energy Plan (NEP) put forward by the Carter administration at that time. Carter's
plan involved a net increase of 9.6 mboed in annual production capacity, apart from
finding of new oil and gas reserves in substitution for declining old reserves; increased
outlays for energy conservation investment were also estimated. Converted from 1976
to 1979 dollars (using the GNP deflator for fixed, nonresidential investment), the total

energy investment figure over the nine years came to $953 billion, of which $704
billion was for production and $249 billion was for conservation an arnual rate over
the nine years of $106 billion. The target set in table 5 is for a net increase over 10

years of 15.9 mboed in annual energy production capacity, excluding coal and shale for
synthetics production. The higher target results mainly from the fact that the NEP
sought an oil import level of 6 mbd in 1985. Here we are shooting for a net energy-

export position by 1990. On the basis of rough analogy, the plant and equipment
outlays for production would now come to $1,166 billion during the coming decade (in
1979 dollarsk the total, including conservation outlays as earlier calculated at an
annual rate of $29 billion, to $1,443 billion. For production, the annual average
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outlays would be $117 billion (in 1979 dollars) compared with $78 billion in our earlier

calculations. This would come to something like 4.1 percent of GNP, projected for the

1980's at a 3.5-percent annual average growth rate - a substantial increase over

present levels of plant and equipment investment in energy production (say, 3 percent).

But estimates based on rough analogy from our earlier calculations are certainly too

low by a substantial margin because of (a) the increased drilling required to establish a

unit of additional reserves of oil and natural gas, (b) the high capital intensity of

synthetics plants, (c) the investments needed to generate coal and shale supplies for

synthetics plants, and (d) the considerable transport outlays implicit in the large

expansion of coal use and export. Further, such plant and equipment calculations

exclude substantial housing and other infrastructure outlays that would inevitably

accompany any effort capable of moving energy production from its present virtual

stagnation to anywhere near the 4.8-percent annual growth rate required to reach the

1990 target in table 5.

The reality of these amplifying factors is suggested by a recent estimate of the

Bankers Trust Company.9 Assuming a much lower rate of growth in energy production

(1.9 percent per annum), 7.2 mbod imports in 1990, but taking into account 0.8 mboed

in synfuel feedstocks (for a modest production target of 0.52 mboed) and also taking

into account certain direct transport and other infrastructure requirements, fixed

capital requirements for energy production averaged $93 billion per annum down to

1990, in 1979 dollars. On this wider basis of calculation, our energy investment

requirements for a net import position by 1990 might be doubled.

For our purposes, the central point is simple: increased investment on the scale

required to achieve a net energy-export position by 1990 would constitute an enormous

stimulus to the economy, one capable of returning us to sustained full employment.

Moreover, the location of coal in the United States - and the sites of possible

synthetics plants - ensures that the East and Middle West as well as the Mountain

States and the Southwest would share fully in such an energy-based boom.

Here are some of the possibilities and problems posed by an energy-led boom:

1. A sustained economic expansion, engaging all regions of the country, would

lower unemployment rates and social welfare outlays and raise real tax revenues for

all levels of government.

2. A rise in the rate of productivity increase would result, as argued at length

in section m below. The deceleration of productivity over the past decade has

multiple causes, and there is no firm consensus on the weight to be assigned to each.

9 Bankers Trust Company, U.S. Energy and Capital: A Forecast 1980-1990.
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It is clear, however, that one critically important factor has been the stop-and-go path
of the economy, together with low average growth and low investment levels. An
energy-based boom would correct this component which, we argue, accounts for at
least two-thirds of the productivity deceleration of the past decade.

3. From the time a program to achieve a net energy-export position is
credibly set in motion, the dollar will begin to strengthen, for it is now substantially
undervalued owing to dim expectations abroad about future U.S. economic perform-
ance. This would dampen import prices and reduce pressures for further increases in
the dollar-denominated international oil prices; it would also elevate U.S. export
prices. Over the course of the decade, as production results are actually achieved, the
American balance-of-payments position and the stability of the international monetary
system would greatly improve.

4. An energy-based boom and the rise in U.S. export prices induced by a
strengthened dollar would render urgent a task that we must, in any case, face: the
control of wage-push or unit-cost inflation. This problem is addressed head-on in
section IV, below.

One final, often overlooked point about energy and the economy should be made.
Increases in the international oil price and in other energy prices have clearly been the
greatest single cause of the stagnation or decline of America's real income per family
since 1972 and of the deceleration of growth in most parts of the world. But a
distinction must be drawn between rising real energy prices and high real energy
prices, that is, prices much higher than in 1972, for example. It was the two intervals
when energy prices jumped extravagantly - in 1973-1974 and 1979-1980 - that struck
at real incomes. High, but stable, real energy prices or high, but gradually declining,
real energy prices are quite compatible with reasonable growth rates and rising real
incomes, as the revival of the world economy in 1975-1978 revealed. This is so
because energy expenditures constitute only a modest proportion of all expenditures
(say, 5 percent). So far as the transition from $2.50 per barrel of oil to between $30
and $40 per barrel is concerned, we have already taken our lumps. If we go on with
sluggish, indecisive energy programs, things will, of course, get worse. the real price
of energy will continue to rise. What is important for the world economy is that we all
act in ways that put a ceiling on the real international oil price and, if possible,
gradually reduce it. This can be done only by producing an alternative to oil, on a
substantial scale and at a price equal to or lower than the current oil price. A
synthetics program of the order of magnitude recommendei here should, together with
the other actions proposed, create that ceiling. Moreover, if experience is any guide,
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the productivity of such synthetics operations should rise (and the costs of production

decline) as experience with large-scale production increases with the passage of time.

IIJ. ENVIRONMENTAL CONSIDERATIONS

A number of wide-ranging and comprehensive environmental laws and regulations
were written and enacted during the 1970's. These have had the effect of significantly

moving the U.S. toward the goal of a clean environment. However, the rigidity and

multiple centers of authority that have too commonly characterized the adoption and

administration of these laws and regulations have resulted in costs and delays, most
notably in energy development. Some have gone so far as to be counterproductive.

One of the nation's biggest challenges lies in adopting policies and laws that

effectively accommodate goals of both a clean environment and vastly increased

domestic energy production. The trends are not yet toward accommodation - they
are still separate courses. It must be recognized that there are constantly changing

and, generally poorly understood relationships among technology, scientific data and
information, economic costs, and social desires; these cannot be reduced to simple
absolutes and uniform regulations. In the face of such complexities, we adopt and

administer environmental laws and rules to be "on the safe side." Then if we err, we
will err on the side of the environment. This is laudable, but no other vital elements,

such as energy development, can move forward on such a basis. Flexibility, not

rigidity, is essential. Errors, if made, can be corrected later, a relatively small cost
for flexible management. The dual goals of clean environment and energy develop-

ment must be balanced; they cannot be allowed to compete.

The basic conclusion and key recommendations the Committee on Energy and the

Environment of the National Academy of Sciences made in 1977 are still appro-
priatea 10

The basic conclusion is that the inevitable trade-offs between energy and
the environment are manageable, and many apparent problems can be
solved or mitigated through good resource management. Mistakes in
regulation can be corrected, the objectives of a rational balance can be
defined in the political process, and major risks can be avoided. The more
comprehensive perspective of resource management embraces, at the
outset, values that are perceived to be in conflict, minimizes the conflict
through more completely informed action in the present, and provides an
improved chance for anticipating and preventing environmental problems in
the future.

' 0Committee on Energy and Environment, Implications of Environmental Regulations
for Energy Production and Consumption, National Academy of- Sciences, 1977,
Washington, D.C., p. 233
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- Pollution control programs that include abatement regulations
should be developed with cost-effective goals.

- Efficient pollution control strategies should take a holistic ap-
proach instead of focusing on a single pollutant, single source, or single
environmental medium.

- To promulgate and implement environmental regulations effective-
ly, there should be greater coordination among agencies with overlapping
responsibilities.

- Agency programs should actively experiment with innovative
approaches to the regulatory process, such as economic incentives for
improving pollution control.

- Agencies proposing and implementing pollution control regulations
should undertake in-depth analysis of all trade-offs that may be involved
between and within regulated sectors.

- More extensive and reliable knowledge should be developed con-
cerning major sources of pollution, the behavior of pollutants including
their interactions and transport, the effects of pollutants on health and the
environment, the interdependence of pollution controls, and the costs and
trade-offs likely to be involved in proposed regulations.

All sectors of energy development are constrained to some degree by environ-
mental provisions. The greater constraints are, however, in those areas of energy
development where expansion in domestic production is most urgent - frontier oil and
gas exploration and development, nuclear development, coal production and consump-
tion, and synthetic fuel development. Environmental provisions need not be suspended
nor goals for a clean environment set aside. Yet, they must be balanced in such a way
that increased production of energy is not constrained. A clean environment is
impossible without a viable economy, and a viable economy with full employment, with
increasing productivity, and with controlled inflation can be ac'ieved only through a
much larger degree of domestic energy sufficiency.

Of at least equal importance to substantive reconcillation of the nation's energy
and environmental objectives is the provision of a means for the prompt and definitive
settlement of the environmental values governing a given energy project.

ILK. SHORT-TERM ENERGY SUPPUES

U.S. importation of energy, chiefly crude and petroleum products, reached a high
of 9 mboed of net imports in 1977, or about 24 percent of total U.S. consumption.
Since 1977 level of importation has declined, now down about 25 percent from the high
of 1977. This has been due to reduced demand achieved through more efficient use of
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energy and, notably, by reduced economic activity, along with increased domestic
production, attributed chiefly to the coming on stream of North Slope Alaska oil.
Even at the current lower level of imports, nearly 20 percent of total energy comes
from foreign sources. Some 63 percent of all imports are from OPEC, and 38 percent
are from Arab members of OPEC.

Given this level of dependence, and the likelihood that curtailments of supply
experienced on several occasions during the 1970's will recur in the future, what short-
term sources are available to mitigate against supply interruptions?

Clearly the best short-term mitigation lies in the longer term commitment to an
all-out domestic production level. At present, North Slope oil production is essentially
at full capacity, the natural gas surplus of two years ago has been largely assimilated,
and the volume of oil in the strategic Petroleum Reserve is slight. On the other hand,
stocks and inventories, again occasioned largely by current reduced demand, are high
and would offer some temporary cushion in the event of supply interruption. However,
an increase in economic activity or a harsh winter would draw down current high
inventories.

The principal sources of short-term energy supply are from fuller utilization of
nuclear and coal capacity. Currently only about 50 percent of rated maximum
dependable capacity of existing nuclear plants is being utilized, whereas as much as 64
percent has been sustained for a year, and as much as 76 percent has been sustained
for a month. Operation of existing plants at 60 to 70 percent of maximum dependable
capacity, instead of the current 50 percent, would yield the equivalent of some
250,000 to 300,000 b/d. Existing coal production is about 100 million tons below
capacity. Full utilization of excess capacity would translate to an additional oil
equivalent of about I mbd. Not all the available increase in production capacity could
be utilized over the short term due to demand limitations, but maximum use in
existing facilities, with some relaxation of environmental controls and with extensive
wheeling, could result in oil savings on the order of 250,000 to 500,000 b/d. Combined
increased utilization of nuclear and coal could yield a short-term saving of about
500,000 to 800,000 b/d, some 1.3 to 2.1 percent of current total demand, or some 7 to
11 percent of current import levels.
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HI. PRODUCTIVITY

The radical deceleration in the rate of U.S. productivity increase in the course of
the 1970's has, understandably, generated a great deal of fresh professional analysis as
well as many prescriptions for remedy.1 1 Two of the ablest analysts - John Kendrick
and Edward Denison - have sought to identify the determinants of the aggregate rate
of productivity increase in recent years. Kendrick, for example, drawing on Denison's
work as well as his own, summarizes in table 6 his view of the past, his projection for
the 1980's without major policy changes (Basic Projection) and his estimate of
potential productivity increases, with policies addressed to "High Growth."12

So far as the deterioration in-total factor productivity in the period 1966-1978 is
concerned, the following factors emerge as Kendrick has calculated them. The
percentage contribution of each factor to the total deceleration of 2 percent between
1948-1966 and 1973-1978 is given in parentheses. The brief comments after each item
refer only to the major causal forces identified by Kendrick.

- Advances in applied productive knowledge (R&D, etc.) which markedly
decelerate after 1966 (-30 percent).

-Changes in labor quality. improvements in the average educational level
are partially countered (1966-1973) by a surge into the working force of
teenagers and women, a factor reduced in 1973-1978 and which turns positive
after 1980, as the products of the baby boom of the 1950's mature. There is a
small net positive shift in the quality of the working force between 1948-1966
and 1973-1978 (+5 percent).

'1The literature on this problem is well reviewed by Mark Perlman, "One Man'sBaedeker to Productivity Growth Discussions," in William Fellner (Project Director),Contemporary Economic Problems, 1979, Washington, D.C.: American EnterpriseInstitute, 1979, pp. 79-113. Kendrick's detailed analysis of this array of problems isincorporated in his Understanding Productivity. An Introduction to the Dynamics ofProductivity Change, Baltimore Johns Hopkins Press, 1977, and (with ot S.Grossman) his Prodictivity in the United States, Baltimore: Johns Hopkins Press,1980; Denisorfs basic analyses are to be found in his Accounting for United StatesEconomic Growth, 1919-1969, Washington, D.C.: The Brookings Institution, 1974; andAccounting for Slower Economic Growth. The United States in the 1970's, Washington,D.C.: The Brookings Institution, 1980.

12 William Fellner, op. ct., pp. 33-34 and 49.
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Table 6. Sources of growth In real gross product: U.S. domestic business economy,
for selected subperlods, 1929-1978, and two projections for 1980-1990.

1980-1990 1980-1990
1929-1948 1948-1966 1966-1973 1973 -19 78 a Basic High Growth

ProjectIon Projection

Average annual percentage rates of change

Real gross product 2.6 3.9 3.5 2.4 3.4 4.8
Total factor Input 0.3 1.1 1.9 1.6 1.8 2.2

Labor 0.3 0.4 1.4 1.3 1.3 1.4
Capital 0.3 2.8 3.3 2.3 3.2 4.5

Real product per unit of labor 0.3 3.5 2.1 1.1 2.1 3.4
Capital/labor substitutIon - 0.7 0.5 0.3 0.5 0.8
Total factor productivity 2.3 2.8 1.6 0.8 1.6 2.6

Sources of total factor productivity grovth: Percentage point contribution

Advances In knowledge 0.7 1.4 1.1 0.8 0.9 1.3
R&D stock 0.5 0.9 0.7 0.6 0.6 0.8
Informal 0.3 0.3 0.3 0.2 0.2 0.3

Rate of diffusIon -0.1 0.2 0.1 - 0.1 0.2
co Changes In labor quality 0.8 0.6 0.4 0.7 1.0 1.1

Education and training 0.5 0.6 0.7 0.8 0.8 0.9
Health 0.3 0.1 0.1 0.1 0.1 0.1
Age/sex composition - -0.1 -0.4 -0.2 0.1 0.1

Changes In quality of land - - -0.1 -0.2 -0.3 -0.3
Resource real locations 0.4 0.8 0.7 0.3 0.3 0.2

Labor 0.3 0.4 0.2 0.1 0.1 0.1
Capital 0.1 0.4 0.5 0.2 0.2 0.1

Volume changes 0.4 0.4 0.2 -0.1 0.4 0.6
Economies of scale 0.4 0.4 0.3 0.2 0.3 0.5
Intensity of demand - - -0.1 -0.3 0.1 0.1

Nst government Impact 0.1 - -0.1 -0.3 0.2 -

Services to business 0.3 0.1 0.1 0.1 - 0.1
Regulations -0.2 -0.1 -0.2 -0.4 -0.2 -0.1

Actual/potentIal efficIency and n.e.c.b -0.1 -0.4 -0.6 -0.4 -0.5 -0.3

Dash (-): Zero or negligible
a Preliminary
b not elsewhere classified
Source: John W. Kendrick, based In part on estimates by Edward F. Denison, Accounting for United States Economic Growth, 1929-1969

4Washinoton. D.C.: Brookinos Institution. 1974). and on his statement In SDeclal Studv on Economic Chance. Hearlnos before the
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- Changes in the quality of land. quite aside from other forces which have
sharply reduced productivity in mining since 1970 (e.g., OSHA and EPA),
Kendrick caluclates a decline due to the use of domestic sources for energy less
productive than imports (-10 percent).

- Resource re-allocations: the shift from farm to non-farm pursuits
virtually comes to a halt (-25 percent).

- Volume changes: decelerated average growth and, especially, the stop-
and-go experiences of the 1970's retard the estimated contribution of economies
of scale and render "intensity of demand" a negative item (-25 percent).

- Net government impact: increased governmental regulations, especially
in the 1970's, are estimated to make a substantial contribution to the over-all
retardation in productivity (-15 percent).

- Actual-potential efficiency and not elsewhere classified. No net
movement in this category which includes a reduction in hours actually worked
versus hours paid for due to coffee breaks, work attitude changes, the cost of
crime, and other qualitative factors, although the estimate shows a (negative)
rise in 1966-1973 which subsides to a degree in 1973-1978.
Those who have sought to decompose the elements leading to a retardation in

productivity make clear that calculations like these are pioneering efforts based often
on data and methods which are imaginative but not as solid as we would wish them to
be. They are, nevertheless, a useful initial framework for coming to grips systematic-
ally with the productivity problem.

As the Basic Projection for 1980-1990 shows (derived from Bureau of Labor
Statistics [BLS] calculations), some forces may be at work to yield in the 1980's a
mild (+0.8) improvement in the rate of productivity increase. This would take the rate
back to the average level of 1966-1973 (1.6 percent), still well below the 2.8 percent
which characterized 1948-1966. This amelioration flows from the BLS assumptions of
some improvements in "advances in knowledge," a substantial improvement in labor
quality due to demographic changes and the levelling off of the increase in women's
participation in the working force; a large increase due to an assumed higher rate of
real growth, and a reduction in the negative impact of governmental regulations.

Kendrick then turns to policy options available to achieve a return in the 1980's
to something like the rate of increase in total factor productivity that marked the
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1948-1966 period, that is, the High Growth Projection in table 6.13 If achieved, this
would yield a 2.6-percent average growth rate in total factor input.

Like a good many other policy prescriptions in this field, Kendrick's come to rest
onr

- Measures to slow the impending decline in working force participation
rates by extending the period of employment of older citizens.

- Tax measures to reverse the decline in after-tax profits of non-financial
corporations (from 7.75 percent of gross domestic product in 1947-1969 to 4.25
percent in 1970-1977) and to raise the proportion of GDP invested in tangible
assets.

- Tax measures to expand business R&D outlays.
- Tax and other measures to continue to raise the education level of the

working force, especially with respect to its competence in new technologies.
- Kendrick calculates no improvements as likely with respect to resource

re-allocations, mainly due to his assumption that efforts to decrease reliance on
imported oil will continue or intensify; but he commends a variety of measures
to counter the tendency towards diminishing returns to natural resources.

- Similarly, Kendrick does not envisage a larger contribution to total
factor productivity due to resource re-allocations under his "High Growth Pro-
jection" than in the Basic Projection, although he suggests some measures to
accelerate the shift of resources to more efficient uses.

-- Under his assumption of a higher rate of growth in real gross product
(4.8 percent versus 3.4 percent in the Basic Projection), substantial acceleration
emerges due to "volume changes."

- The net government impact ceases to be negative as the burden on
business costs of governmental regulations is assumed to be more rapidly
reduced.

- Finally, Kendrick discusses a variety of measures which would reduce
the losses due to actual versus potential efficiency and other causes, and reduces
slightly the deceleration as compared to the Basic Projection.
We have summarized Kendrick's analysis and recommendations at some length

not only because of his stature in this field but also because they are broadly
representative of other thoughtful assessments and prescriptions. This is not an

13Kendrick's discussion of policy measures to achieve the High Growth productivity
targets are in his "Productivity Trends and the Recent Slowdown: Historical
Perspective, Causal Factors, and Policy Options," a chapter in William Fellner, op.
cit., pp. 48-49.
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appropriate occasion for exploring differences in analytic method, nuances of em-
phasis, or the details of legislative and administrative measures to reaccelerate the
course of productivity.

It may, however, be useful, against the background of Kendricks analysis, to look
at the productivity problem in the light of the linkages between energy and the
economy, which is the main theme of this paper.

First, a short- or medium-term problem described earlier. The prospects for
accelerating the increase in productivity as well as for ending inflation could be
endangered by a third quantum jump in the international energy price brought about by
the loss of 3 to 4 mbod in OPEC production capacity during the war between Iraq and
[ran. The real income and balance of payments consequences of such an oil price
increase could, once again, as in 1974-1975 and 1979-1980, move the United States
into recession, with negative effects on productivity (see below, table 9).

This leads to a second, more fundamental point relating to the decade of the
1980's as a whole. Putting aside, for a moment, tax measures to stimulate investment,
including investment in R&D, and measures to reduce the burden of administrative
regulations, the heart of the problem of increasing productivity lies in maintaining a
regular high rate of growth. As noted earlier, the modestly hopeful Basic Projection
for the period 1980-1990 and Kendrick's High Growth Projection both substantially
depend on assumed higher growth rates than in the 1970's. The significance of this
assumption is suggested by chart 3, which exhibits the extreme sensitivity of year-by-
Fear changes in the rate of productivity increase to short-run fluctuations in the
economy. Although Kendrick's method is addressed to trend movements and measure-
'nents, he notes in passing: "The rate of productivity is affected not only by the
volume factors just described but also by the variability of production during a given
)eriod. It is therefore important that fluctuations in real GNP, if they occur in the
1980 decade, be held to the small average amplitude of the post-World War II era up to
1973. The more severe 1973-1975 contraction produced the first absolute decline in
Productivity in a quarter of a century, with unfavorable effects from which the

economy has not yet fully recovered."114 This disconcerting experience was repeated
n 1979-1980.

Chart 4 exhibits the average cyclical behavior of the three conventional mea-
ures of productivity (output per unit labor, output per unit capital, and total factor

45ee Michael Mohr, "Labor Productivity and the Business Cycle," in New Directions in
Productivity Measurement and Analysis, New York: National Bureau of Economic
research; in process).
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Chart 3

CYCUCALLY ADJUSTED PRODUCTIVITY - %CHANGE FROM 4 QUARTERS AGO

-2

Source: CEA estimates (Cycl Ical adjustment based on percent changes In the
GNP gap for the current and three prior quarters, with a dumy variable
set at I for quarters after 1973: 1. Productivity is output per hour of
all persons In the private nonfarm business sector).
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Chart 4
THREE MEASURES OF THE CYCLE PATTERN Of PRIUCTIVITY

Output per Unit Labor Output per Unit Capitol Total Factor Productivity
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Source: John W. Kendrick and El I lot S. Grossman, Productivity In the United
States Beitimore: The Johns Hopkins University Press, 1980, pp. 96-97.
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productivity) over the period 1948-1976.15 It drives home a point which we shall

underline in section IV below. Those who counsel controlling inflation by constrained

fiscal and monetary policies must also reckon on the inflationary effects of reduced

productivity during a recession.

This point is even more important than charts 3 and 4 and Kendrick's observation

suggest. Tax incentives to increase business investment (including R&D) are not likely

to be highly effective in an environment of erratic fluctuations in the economy of the

kind we have experienced over the past decade, carrying with them substantial
underutilization of capacity. They can, as in Britain and France, improve business

balance sheets without sharply raising the level of private investment. Business firms

are most likely to expand and modernize plant, invest more in R&D, and take the risks
of actually introducing new technologies when they are operating at or close to full

capacity and foresee in the years ahead an environment of rapid, steady growth. Thus,
the full effectiveness of investment and R&D tax credits, as well as the hoped for

improvement in productivity under the category of "volume changes," depends substan-

tially on the achievement in the 1980's of high and steady growth rates.
Put another way, the "advances in knowledge" category in table 6 depends

intimately on "volume changes." Between them, they account for two-thirds of the

productivity improvement in the 1980's in both the Basic Projection and the High
Growth Projection, as opposed to the negative shift from 1948-1966 to 1973-1978.

And this is almost certainly an underestimate, since the upgrading of labor skills and
other items bearing on productivity are more likely to proceed positively in an

environment of high and steady growth.

Thus, if our analysis in this paper is broadly accurate, our hopes for an

acceleration in productivity depend on generating a sustained expansion In the
economy insulated, insofar as possible, from both short- and long-run shocks generated

by the international oil situation. Over the span of the decade, this means achieving
something like the energy production and conservation targets set out in table 5, which

would require investment levels virtually guaranteeing relatively full employment; in

the more immediate future, this means being prepared to implement something like
the short-term energy program described in section U.K., above.

The likelihood of achieving an approximation of Kendrick's High Growth produc-

tivity projection depends not only on energy policy but also on policy towards inflation.

Here there are three major linkages:

- Inflation has contributed to the reduction in the after-tax profit rate for

non-financial business institutions, among other reasons because, in price setting,

John W. Kendrick and Elliot S. Grossman, op. cit., pp. 92-93.
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business firms did not budget fully for the effects of inflation on the replace-
ment costs of fixed capital and inventories.

- Inflation has yielded high and erratic interest rates which deterred many
forms of investment.

-And, above all, high inflation rates, contributing to balance of payments
deterioration and a weakened dollar, have helped lead the Federal Reserve to
impose monetary deflation on the economy as a whole with all its consequences
for the rate of productivity increase.
These are among the considerations which lead us, in section IV, to advocate a

wage-price-dividends freeze followed by a long-term incomes policy accommodating
money wage increases to the rate of productivity increase.

There is a further observation to be made about productivity which does not
quite fit the approach used by Kendrick and Denison, although, if it is valid, it must by
definition be reflected somewhere in their categories. 16

Table 7 shows the 1950-1970 movement of the incremental capital-output ratio
OCOR's) for eight advanced industrial countries. They exhibit a rise in all cases in the
period 1965-1970, before the peculiar vicissitudes of the 1970's befell the world
economy. This average 19-percent rise (a decline in the productivity of new
investment) may be related to the fact that the leading sectors in the growth of the
advanced industrial world from, say, 1948 forward, lay in the rapid diffusion of the
automobile, durable consumers goods, and industries closely linked in one way or
another to them. There is evidence that, even in Japan, output in these industries was
decelerating as the 1960's wore on; and it would be expected that productivity
increases in them - as in any given industry with the passage of time - would
decelerate, barring large, new technological breakthroughs. There is reason to believe
such natural deceleration in productivity increases occurred in the late 1960's. The
phenomenon was similar to the rise in ICOR's in several advanced industrial countries
in the pre-1914 generation deceleration in ageing leading growth sectors was not
fully counter-balanced by the coming in of new sectors of high momentum incorporat-
ing new technologies.

The energy shocks of the 1970's, with all their consequences, could have been
expected to exacerbate this phenomenon the leading sectors of the period down to

"We suspect the argument that follows belongs, to a degree, in two component of
Kendrick's decomposition "advances in knowledge" and "economies of scale." Econo-
mies of scale, in conventional usage, refers to a lowering of costs and increased
productivity due to large-scale production with existing technologies. In fact, this
process is extremely difficult to distinguish from lowering of costs and increased
productivity due to technological change.
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Table 7. Post-1945 Incremental capital-output ratios (ICiR) and growth rates:
eight countries (five-year averages centered on Indicated years).

1950 1955 1960 1965 1970

Growth Growth Growth Growth Growth
ICOR Rate ICCR Rate ICOR Rate ICCR Rate ICOR Rate

Great Britain
United States
France
Germany
Sweden
Italy
Japan
Caneda

oh Unwelghted average

5.50 2.7% 6.1 2.5$ 5.7 3.1% 5.6 3.2% 8.6 2.1%
6.2 3.8 5.3 3.0 4.6 3.2 3.3 5.0 4.3 3.3
2.4 8.4 4.1 4.6 4.3 5.0 4.3 5.5 4.5 5.7
3.50 6.5 2.7 7.4 2.7 9.3 4.6 5.1 4.7 5.4
4.4 4.8 6.5 3.6 6.0 4.2 5.5 4.3 5.9 3.7
2.3 8.8 3.5 5.6 3.3 6.7 4.2 4.6 4.4 4.6
2.2 13.3 2.3 9.4 2.8 11.3 3.0 10.3 3.4 10.2
4.7 4.9 4.9 5.1 5.5 4.0 4.0 5.9 4.9 4.4
3.9 6.6% 4.4 5.1% 4.4 5.8% 4.3 5.5% 5.1 4.9%

* 1952.

Source: W. W. Rostow, Why the Poor Got Richer and the Rich Slow Down. Austin: University of Texas Press, 1980, pp. 286-287.
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1965 continued to age; some of them were energy-intensive and dampened by the
relative rise in the price of energy; stagflation was a poor environment for technolog-
ical innovation in general; and the strong, new incentives to create and apply energy-
related inventions took some time to generate results of major economic significance.
A pioneering study by the Bureau of Economic Analysis of the U.S. Department of
Commerce estimated that, as of the mid-1970's, 43 percent of a rise in the volume of
investment required to achieve a given output in the United States derived from a net
rise in ICOR's aside from the negative impact on ICOR's of pollution control laws (25
percent) and investments designed to limit oil imports (32 percent). 17

The two key questions posed by this perspective on the future path of
productivity are the following: (1) Are there major new areas of technological
advance potentially capable of rapid diffusion on a scale sufficient to lower the U.S.
ICOR in the 1980's? (2) If so, what public policies are most likely to encourage and
accelerate the process? It is to these matters that we now turn.

During the 1970's some analysts revived a question which was much canvassed 40
years earlier, during the Great Depression of the 1930's: Are we, at last, running out
of highly productive inventions and innovations? Has diminishing returns set in for
human, scientific, and technological creativity?18 Do we face secular stagnation?
With respect to energy, we shall evidently have to await the fruits of the massive
efforts now being devoted to alternative energy resources. And it is true, more
broadly, that in the 1970's no new industries emerged, based on new technologies, with
a momentum and potential scale to balance the deceleration in automobiles, energy-
intensive durable consumer goods, and the industries linked to them (e.g., steel).

On the other hand, a careful examination of the most dynamic areas of basic
science and their potential linkages to technology suggest that there are a number of
sectors which may be galvanized in the course of the 1980's by the introduction of new
methods. Table 8 sets out one such possible list.

As we have emphasized throughout this report, the optimum environment for the
introduction of new technologies, the modernization of plant in existing industries, and

This report is summarized in Economic Report of the President, January 1976,
Washington, D.C.: G.P.O., 1976, pp. 41-47. A disaggregated urement of
productivity changes between 1948-1966 and 1966-1976 is given in John Kendrick and
Elliot Grossman, op. cit., p. 72, and analyzed in detail in Chapter 4, pp. 51-81.
185ee, for example, Edward F. Renshaw, "Productivity" in U.S. Economic Growth from
1976 to 1986? Prospects, Problems and Patterns, Studies prepared for the use of the
Joint Economic Committee, Washington, D.C.: G.P.O., October 1976. The debate on
this issue is explored in W. W. Rostow, Getting from Here to There, New York-
McGraw-Hill, 1978, Chapters 8 and 9.
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Table 8. Technology for the 1980's.

1. Microelectronics (a) Advanced chips-very high speed
integrated circuits (VHSIC)

(b) Advanced software applications
(c) Personal computers

(a) Biotechnology

(b) Psychotherapy

(c) Transplantation

(d) Birth control

2. Medicine

3. Materials (a) Special application designs
(b) Photosynthesis

(c) Supercold technology
(d) Industrial and scientific

instruments and robots
(e) Automated batch production

(a) Solar

(b) Fusion
(c) Coal mining technology
(d) Power stations

4. Energy

S. Defense technologies

6. Agricultural technologies

7. Other

(a) Electronic warfare

(a) Genetic selection
(b) Electrostatic spraying
(c) Waste management
(d) Nuclear radiation

(a) Airwaves and communication
(b) Construction

Source George Kozmetsky.
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for investment in general is a setting of sustained growth and the expectation that it
will continue. But the nurturing of a new technology across the bridge from laboratory
or pilot project to rapidly expanding commercial production is a delicate and rather
specialized task. U.S. government regulations have not always been sensitive to the
requirements of this kind of midwifery, notably the rather inhibiting Investment Act of
1940 which made it extremely difficult to set up a corporation whose sole business was
to start companies and develop them. Important innovations often begin with small
firms having a bright idea but lacking managerial talent and working capital sufficient
to transit delays and frustrations inherent in the process. A number of devices have
long been familiar aside from the sale of stock in a small innovative company the
provision of management assistance and some liquid capital as well as the purchase of
stock; joint venturing between small and large companies; venture spin-off enterprises
to handle secondary developments; venture merging, which combines a number of
possible technical approaches to the solution of a given problem.

An important possibility has been strengthened by the passage of the Business
Devrelopment Act of 1980. This act is designed to encourage the creation of firms in
the newer technological areas as well as their growth through public holding
companies. Special development corporations may become a significant feature of the
business landscape in the 1980's. There are other measures of public policy which
could encourage venture capital in the time ahead.

Here, for example, is a list of illustrative measures to encourage venture capital
drawn up by Edward H. Erath from the work of a group of businessmen, educators, and
former government officials now associated with Pacific Academy for Advanced Study
at the University of California at Los Angeles:

- Raise the number of allowable Subchapter S [very small businesses with
limited liability] investors.

- Raise the ceiling on Regulation A [not requiring SEC filing] offerings.
- Simplify regulations for small private placements.
- Allow SBIC's [Small Business Investment Corporations] to coinvest with

private venture capital firms.
- Modify the "prudent-man" rule.
- Provide favorable stock option incentives for small business start-ups.
- Allow start-up losses to flow through to investors.
The fundamental analytic point to be made for our purposes is that the viability

of the American economy on the world scene may well depend in the 1980's and beyond
not merely on raising the aggregate average rate of increase in productivity and on

73-057 0 - 81 - 29



410

increasing the chances of survival of certain basic older industries (e.g., motor
vehicles and steel) but also on the pace at which new technologies are commercialized
and emerge as vital, rapidly expanding leading sectors capable of holding their own or.
better in highly competitive international markets. Just as other nations caught up
with Britain after its initial lead in cotton textiles and iron, others caught up with the
United States after our initial lead in motor vehicles and durable consumers goods.
But we are in a good position to move into leadership in a good many of the
technologies listed in table 8 if we nurture the links between science, technology, and
creative entrepreneurship on which such leadership has always depended. On a
regional basis we have seen that capacity for regeneration, by the development of new
industries of high technology, demonstrated in New England over the past generation.
We believe these potentialities still exist in American society as a whole and that
J. M. ClarWs dictum, mounted on the wall of the Regents Room at The University of
Texas at Austin, still remains valid for our time: "Knowledge is the only instrument of
production not subject to diminishing returns." But we need a public policy focused on
this objective and the revival of a national sense of adventure to translate these
potentialities into reality over the next generation.
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IV. INFLATION

The analysis of inflation in the pathological period in which we have lived over
the past decade has become an extremely complex field. Whereas our reigning
macroeconomic theories and textbooks focus on aggregate effective demand, demand-
pull inflation, and the believed trade-off between the rate of unemployment and the
rate of inflation, we have been confronted, in fact,. with the interaction between two
quite different types of inflation raw materials-push inflation, in which a commodity
(or commodities) with heavy weight in price indexes rises substantially in price -

notably, energy and agricultural products; and wage-push (or unit-cost) inflation,
measured by the gap between the average rate of money wage increases and the
average rate of productivity increase. The links between the latter two types of
inflation are many, but two of the most important are these:

- An inflationary surge induced by a sharp increase in energy prices, as in 1973-
1974 and 1979-1980, leads to efforts to protect real wages by the negotiation of higher
money wage increases. These have been granted even in times of rising employment.
When raw material-push inflation eased, the process was reversed to a degree. For
example, as the, real price of international oil fell from its peak level, in the period
1975-1978, wage-push inflation subsided modestly, as it may have done in the third
quarter of 1980 under similar circumstances; but it did not subside to the previous
level. Thus (see table 9) compensation per hour rose to 6.5 percent in 1972; at its peak
in 1975 it increased to 9.9 percent; it subsided in 1977 to 8.0 percent; but it was up to
10.9 percent in the second quarter of 1980. The figure for the third quarter of 1980
was down to 8.4 percent - a preliminary and somewhat uncertain calculation. The
even more erratic movements in unit costs were primarily the result of volatile
movements in the rate of productivity increase rather than the rate of money wage
increase, which has oscillated more narrowly since 1973 in the range of 8 to 11
percent.

- Productivity has proved extremely sensitive to cyclical fluctuations, as noted
in section III - a factor macroeconomists rarely take into account. Thus, when
recession came as the result of balance of payments pressures induced by a sharp
acceleration of energy prices, as well as the direct effects on real incomes of that
acceleration, a sharp drop in the rate of productivity increase occurred. Table 9 shows
how unit labor costs and the inflation rate rose sharply from these two distinct causes
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Table 9. Productivity, wages, unit labor costs, and inflation:

nonfarm business sector, selected years

(percentage change from preceding period).

1972

1973

1974

1975
a,
N

1976

1977

1978

1979

1980 I

III

Output
per hour

3.7%

1.7

-3.1

1.9

3.5

1.6

0.5

-1.2

-1.0
-3.8
2.8. (p)

Compensation
per hour

6.5%

7.8

9.1

9.9

8.3

8.0

8.6

8.9

10.7
10.8
8.3 (p)

Average gross
weekly real

earnings
(1967 prices)

4.1%

-0.0

-4.1

-3.2

1.4

1.2

0.2

-3.1

-2.4
-2.3
+0. 1 (p)

Unit
labor
cost

2.8%

6.0

12.7

7.9

4.7

6.3

8.0

10.2

12.1
15.0
5.7 (p)

Consumer
price
index

3.3%

6.2

11.0

9.1

5.8

6.5

7.7

11.3

16.9
13.7
7.2 (p)

GDP
deflator

3.1%

4.1

10.5

10.6

5.4

5.9

6.6

8.7

9.5
10.7
9.8 (p)

Source: Economic Report of the President, January 1980, Washington, D.C.: G.P.O., pp. 245, 247, and 263. 1980 figures
supplied by the Council of Economic Advisers.

Note: The third quarter ligures for 1980 are provisional (p). The extraordinary subsidence of compensation per hour in that
quarter may prove a transient anomaly flowing from the method of calculation. The similar extraordinary decline in the consumer
price index results from a transient subsidence in mortgage rates. It will be noted that the consumer price index, with the exception
of 1975, increases at a higher rate than the GDP deflator.
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in the recession years 1974 and 1979-1980, peaking in the second quarter of the latter
year.

Once under way, inflation is a self-reinforcing phenomenon. Business and labor
assume it will continue and, therefore, act in ways which validate their common
assumption. Indeed, the setting of money wage and profit guideposts under the Carter
administration's recent method (for example, 7-percent wage increases for 1978-1979)
gave a kind of official sanction to inflationary expectations and left the nation in the
position of a dog endlessly chasing his tail. That weak and gradualist effort to bring
down the basic inflation rate resulted in money wage increases systematically higher
than the guidepost target. This is particularly serious as 1980 draws to a close
because, under the impact of the war between Iran and Iraq, an additional 3 to 4 mbod
has been knocked out of OPEC's capacity, spot oil prices are rising again, and a third
increase in OPEC oil prices may occur even before current excess oil stocks are run
down.

Given its context in the 1970's and 1980's, the battle against inflation must,
evidently, be fought simultaneously on many fronts. Above all, as this report argues,
it. requires that the United States substantially insulate itself from dependence on
imported oil and from the vagaries of the international oil price, and that we raise the
rate of increase in productivity which can only be done in an environment of steady
growth. We need to do these things for reasons which transcend the question of
inflation; but they are also fundamental to any serious anti-inflation policy, as are
other efforts to fight inflation from the supply side.

At the moment, however, the hard core of the inflation problem lies in the
second column of table 9. It poses this question How, in a way equitable for labor
and business, can we bring down the rate of increase in compensation per hour and thus
unit labor costs and thus the predominant component of the inflation rate?

It should be said immediately that the pattern of national economic performance
reflected in table 9 is, in no meaningful sense, "labor's fault." It arises from the way
we as a nation have come, out of a long history, to negotiate wage contracts: at
different times, industry by industry. Those bearing responsibility for such negotia-
tions must try to look after their constituencies in an inflationary environment which
appears beyond their control. Nevertheless, the settlements they negotiate play back
on that environment. As the third column in table 9 shows (average real weekly
earnings), labor's position was severely set back by the events of 1972-1974, 1977-
1980, despite rising money wage increases. Indeed, real weekly earnings in the United
States were 8 percent lower in 1979 than they were in 1972.
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Therefore, the question before the nation, as a new administration takes office,

is whether or not, by agreement between business, labor, and government, we seek

promptly to bring average money wage increases down, say, to the average increase in

productivity and assure that an agreement of this kind is reflected in prices and is

otherwise equitable for labor, business, and the citizenry at large. In short, shall we

attempt a serious incomes policy? The alternative is to try to alter gradually the

pattern of wage settlements and unit costs by a combination of constrained fiscal and

monetary policy plus tax incentives designed to increase investment and raise

productivity.

The problem of controlling inflation is the single most continuous strand in

American domestic policy since World War H. It has seriously engaged, without

exception, seven successive administrations. Starting in the late 1950's, it has become

a progressively more serious problem. Indeed, it has been a central preoccupation of

all the advanced industrial democracies. No task has proved more frustrating or

difficult, whether control of inflation is attempted by incomes policies, by fiscal,

monetary, and tax policies, or by both. The political history of the past 35 years is

littered with experiments, occasional periods. of transient success, and many failures -

a good many of which led to the retirement from high office of major political figures.

All who dare suggest - as we do - that the American people and the American

political process gather up their collective courage and try again to install an

effective incomes policy (along with the energy and productivity policies we recom-

mend) should start by reading carefully the story of American efforts to deal with

inflation since 1945. It is well set out, for example, in Craufurd Goodwin (editor),

Exhortation and Controls, including the candid and thoughtful reflections on their

experiences and the wound stripes earned by those who participated in the successive

efforts. It is not difficult to conclude that the task of making an incomes policy work

is virtually impossible in an economy and society as complex as ours. It is equally

possible to conclude, on the basis of the historical record, that a gradualist approach,

via fiscal and monetary policy, is incapable of coping with the current inflation

problem.
Nevertheless, the issue is fundamental for the nation's future as well as for the

future of the Reagan administration. Indeed, it is quite possible that President-Elect

Reagan's decision on this matter before January 20, 1981, will prove to be the most

important and far-reaching decision he makes in the next four years. All hands,

including, especially, academics like ourselves, should approach the matter as dispas-

sionately as possible and with an acute awareness of its complexity and of the
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difficulties faced by either an approach including an incomes policy or one depending
primarily on fiscal and monetary policy. (There appears to be virtually unanimous
agreement that increased incentives for investment in both plant and equipment and
R&D are now called for.) In examining now the pros and cord of each method, it is
important to keep in mind that the nation faces two related but distinct questions:
how to break inflationary expectations and bring current 8- to 10-percent unit-cost
inflation back to zero; how to maintain zero unit-cost inflation for the long pull.

First, the approach through fiscal and monetary policy. There would be, we
suspect, virtually universal support for this method if it could work. The reasons are
that the tools employed are familiar; they do not require business and labor to alter
the ways they negotiate wages and set prices; they do not require an additional role
for government vis-a-vis the private sector.

A fiscal and monetary approach calls, at the present time, for two theoretically
converging courses of action (I) attempting firmly to set a rate of growth for the
money supply which would bring down the rate of inflation, at some designated and
desirable rate of increase in real GNP, implying a predicted rate of increase in
productivity; (2) bringing down the size of the federal deficit by cutting expenditures.
These methods would be designed to break inflationary expectations, to force business
and labor within the rigid monetary ceiling to negotiate contracts which would lower
money wages, and thus gradually bring down the inflation rate, and then contain it at a
low and acceptable level.

It will be noted that this method, operating on aggregate effective demand, is
basically designed to contain demand-pull inflation, not the sort .of unit-cost inflation
which has progressively risen from 2.8 percent in 1972 to 10.2 percent in 1979. Its
efficacy should not be ruled out on those grounds; but that fact justifies a sharp
probing of this question: Do the conditions exist in which fiscal and monetary policy
are likely to break back unit-cost inflation? Can such a gradualist policy, operating on
the aggregate level of demand, tame a combination of raw materials-push and wage-
push inflation?

Here are the circumstances which, in our judgment, make it unlikely that a
combination of fiscal and monetary policy can do the job in the time ahead.

- The new policy would be introduced early in 1981 when unemployment and idle
capacity will be high. The monetary targets would, presumably, have to be quite high
to provide for expansion, not contraction, of the economy. If they are set high, they
are not likely to persuade business and labor to abandon their present inflationary
expectations in the series of industry wage negotiations scheduled for 1981. If they
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are set low enough to impress business and labor leaders that the government and

Federal Reserve Board are prepared to be tough, they would perforce plunge the

economy into a secondary recession via a further elevation of interest rates, already

extraordinarily high. This would happen because contractual wage rates can, under

normal circumstances, be only slowly changed. What is required for monetary policy

to affect inflationary expectations and wage negotiations is a protracted test of will in

which the threat of bankruptcy hangs over business firms, and the threat of higher

unemployment hangs over labor if they settle too high, given the rigid monetary

ceiling. Moreover, whatever mystique is attached to the rate of increase in the money

supply, actual experience indicates that counter-inflation monetary policies operate

via interest rates to induce recessions, e.g., 1966-1967, 1969-1971, 1974-1975, 1979-

1980. But recessions which aim to reduce inflation encounter a Catch 22 productiv-
ity declines raise unit costs and the underlying inflation rate.

- As for fiscal policy, the Reagan administration faces an equally serious

dilemma insofar as inflationary expectations are concerned: whatever it may trim

from the federal budget is likely to be outweighed by the necessary enlargement in

military expenditures and the new administration's commitment to cut taxes; this

would throw a still greater burden on monetary policy to alter inflationary expecta-

tions; this would, in turn, tip policy towards a further recession which would lower

productivity, cut federal revenues, and increase automatically outlays for unemploy-

ment insurance and related welfare programs - thus raising the federal deficit. Like

productivity, the federal deficit has proved extremely sensitive to cyclical fluctua-

tions, rising sharply in recessions.
- Some kind of third increase in the oil price appears on its way. Although this

is not likely to be as severe as those of 1973-1974 and 1979-1980, it may well be

enough to set in motion on a less dramatic scale the kind of secondary inflationary

process, via increased money wages, experienced on the two other occasions unless

business, labor, and government concert to dampen its impact. A rise in agricultural

prices, in the wake of poor harvests here and abroad, is also predicted for 1981. Raw

materials-push inflation does not appear about to relent as it did in 1974-1976.

The record clearly shows that credibly to break inflationary expectations by

fiscal and monetary policy is no easy task. Business and labor leaders have seen both

President Nixon (1969-1971) and President Carter (1977-1979) try and fail. Both

efforts gave way to crises and extreme measures: a phase of price control in the one

case, a sharp recession in the other. For different reasons, neither crisis policy

succeeded in breaking inflationary expectations. President Nixon announced his phase
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of wage-price controls as temporary. Therefore, business and labor jockeyed for
position when the barrier went up. (Just as it did, the world economy was hit by a
double dose of raw materials-push inflation for which it was ill prepared. the surge of
grain prices beginning at the close of 1972; the later quadrupling of oil prices.)
President Carter's monetary recession of 1979-1980 failed to break inflationary
expectations because neither business nor labor believed that the political process
would permit the recession to last long or to proceed to great depths, and because no
credible incomes policy was installed equitably to break the vicious circle reflected in
high rates of increase in unit costs.

The brief amelioration of the inflation rate in the period 1974-1976 also deserves
examination. Here were the factors at workc

- The real price of oil slightly declined, and good harvests dropped the rate of
increase in food prices from a 14.4-percent increase in 1974 to a 3.1-percent in 1976.
There was, in fact, an absolute decline in the price of foods and feeds in the wholesale
price index. In short, for two years raw materials-push inflation relented.

- There was a sharp 6.6-percent reversal of the rate of increase in productivity
(from -3.1 percent in 1974 to 3.5 percent in 1976) as the economy recovered, with
unemployment falling from 9.0 percent at its peak in May 1975 to an average of 7.7
percent in 1976; capacity utilization rising from its trough of 70.3 percent in the first
quarter of 1975 to 80.0 percent in the last two quarters of 1976. As chart 4 indicates,
the highest rates of productivity increase come in the early stages of cyclical
recovery.

- Compensation per hour made only a modest contribution to the quick halving
of the inflation rate, falling from its peak of 9.9 percent in 1975 to merely 8.3 percent
in 1976.

What we have here is a recovery from the deep recession induced by the
quadrupling of the oil price in 1973-1974 plus an interval of reduced pressure on the
cost of living from the side of raw materials-push inflation. Fiscal and monetary
policy played little role in all this, excepting the natural decline of interest rates
during an interval of recession when declining imports in 1975 plus the easing of the
real oil price temporarily reduced pressures on the balance of payments. Unfortunate-
ly, the prospects for oil and agricultural prices in 1981 are less hopeful than in the
earlier period. But the main point, for our purposes, is that the decline in the inflation
rate in the brief interval 1974-1976 in no sense demonstrates the efficacy of fiscal and
monetary policy as tools to control raw materials-push and wage-push inflation.
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The fact is that there is every evidence that the political and social life of the

United States will simply not accept a radical monetarist-fiscal policy effort decisive-

ly to break inflationary expectations. One year of recession induced in 1979 through a

sharp deceleration in the money supply and consequently extremely high interest rates
yielded a tax cut competition between the major presidential candidates plus promises

of promptly resumed business expansion. And this happened well before the dominat-

ing unit-cost element of inflation had been significantly reduced.

There is a further reason for getting unit-cost inflation under control promptly
and decisively, early in the new administration. The argument in this paper is that an

environment of steady growth is required for a sustained recovery in the productivity

rate and that such a recovery would be brought about by the investment outlays

required to meet the energy target we commend. Thus, we raise the possibility of

moving in the 1980's toward a situation where the control of demand-pull inflation
might again become a real problem. Under conditions of low unemployment and a high

rate of capacity utilization, of course, all analysts agree fiscal and monetary policy
must play a central dampening role. But it is our judgment that a strong energy-

related expansion could proceed longer - with much more vigor and confidence - if a

firm incomes policy were put in place from its beginning. Put another way, we fear
that the launching of a strong business expansion in 1981, without a prior or concurrent

bringing under control of unit-cost inflation, could lead to an acceleration of the
inflation rate, a weakened dollar, rising gold prices., and the other now familiar factors

of the kind that forced the Carter administration to induce the recession of 1979-1980.
It is something like the analysis of the prospects presented here which led

Lindley H. Clark, Jr., a thoughtful commentator on the economy, to predict the

Reagan administration may be led to price and wage controls and to urge it to develop
contingency plans to that end (Wall Street Journal, November 18, 1980, p. 28). The
question the monetary-fiscal gradualists must answer for the country comes to this:

Why should the prospects for 1981-1983, with their additional threat of another round
of raw materials-push inflation, be better than those for 1969-1971? The latter

experience is tersely swummarized by a knowledgeable member of the Nixon adminstra-
tion, Arnold Weber:19 "In addition to difficulties with the balance of payments, the

major political problem from the administration's point of view was the failure of

'gradualism' to achieve an acceptable trade-off between unemployment and price

stability. Indeed, during 1970-1971 the administration appeared to have the worst of

19Craufurd D. Goodwin (ed.), op. cit., p. 360.
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both worlds, with unemployment high and prices rising rapidly. The defeats suffered
by the Republicans during the election of 1970 precipitated a chorus of demands for
action and the carefully orchestrated policy of gradualism was abandoned in favor of
growth and employment." From the point of view of the nation, we would judge it to
be a great and perhaps tragic loss if, say, another two years were wasted in
demonstrating for the third time in a decade that gradualism won't work. It would
waste the precious initial interval when, after an exhausting and divisive election, the
people rally round the new leader, accord him good will and latitude for a while until
conventional politics takes over again. It would be one thing for the Reagan adminis-
tration to lead the nation from the beginning in a united effort to bring unit-cost in-
flation under control along the lines we commend; quite another matter to do so, say,
two years later in the face of an initial failure of a gradualist policy and acute crisis.

These are the considerations which have brought us to the conclusion that the
Reagan administration should lead the Congress and the country in a serious effort to
bring about an equitable agreement for both promptly breaking the back of current
high unit-cost inflation and providing a method for subsequently preventing its
reappearance. Unlike Mr. Clark, we commend this course of action at, the very
beginning of the new administration.

Before proposing a broad formula for achieving this outcome, we would set down
three major lessons which can be drawn from the nation's experience with this problem
since 1945.

First, business and labor should be involved intimately in negotiating the terms
for a long-run incomes policy as well as procedures for maintaining it. The lesson that
Gardner Ackley drew from the experiences of the 1950's and 1960's seems, both in
retrospect and looking forward, fundamentaL*20

It seems to me undeniable that any successful stabillation system -
whether described as "compulsory" or "voluntary" - demands the consent
or at least the tolerance of those whose wages and prices are to be
stabilized. For this consent to be forthcoming, those regulated - and the
general public as well - must see the system as one that is basically fair
and equitable, or, at least, that it embodies sacrifices by "our side" roughly
equivalent to those imposed on the "other side." Moreover, members of
each group must believe that the restrictions its members accept on their
freedom to do as they please will achieve something important - that
slowing the rise in prices is a highly desirable objective, and that this
system will be effective in achieving it.

In my view, this consent can only be secured through an active
participation by the major groups in society - and particularly by the

2 0Gardner Ackley, "An Incomes Policy for the 1970's," Review of Economics and
Statistics, Vol. 54 (August 1972), pp. 220-21, quoted in Craufurd D. Goodwin (ed.), op.

,p.290.
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organizations of labor and business - in the process of recognizing the
problem to which the policy is addressed, in planning the strategy to be
used, and in formulating the basic standards.

Ackley's reflection is simply one. application of Jean Monnet's 21 good rule for

planning in a democracy, which he applied to France in these terms: "I am sure of one

thing. One cannot transform the French economy without the French people

participating in the transformation. When I say the people, it is not an abstract entity.

I am referring to the unions, business firms, government departments, all those who

will be associated with the plan...." This rule surely applies even more strongly to

our less centralized continental society of diffused powers.

Second, business and labor will not experience real economic sacrifices from an
effective method for controlling inflation. Both will benefit. But they will have to do

things in new ways and, as Ackley said, they will have to accept restrictions "on their

freedom to do as they please." The acceptance of that kind of restriction requires not
merely a sense of equity but also a conviction that the inconvenience or inhibition

serves some larger purpose. Inflation is now such a strong and forbidding and costly
phenomenon that its taming may, in itself, be judged to constitute such a larger

purpose. But there is wisdom in an observation on this problem made in the 1950's by
Mark Leiserson. Commenting on early post-1945 efforts at wage-price agreements in

Europe, he wrote that to succeed they must be "part of a coordinated effort to achieve
a clearly defined national objective...." 2 2 The national objective within which we

present the control of inflation in this paper is, indeed, larger than the problem of
inflation itself. It is, in effect, the regeneration of the American economy as a whole,

the provision of a base for continued social progress, and the freeing of the nation

from the constraints imposed by substantial dependence on oil imports. We believe
that the inconveniences of a serious incomes policy may well be more easily accepted

in that large context, and that the American people are more likely to throw their
weight behind an ambitious program, to break out of the trap in which we are caught,

than modest, piecemeal, ameliorative efforts.
Third, unlike the fairly successful Kennedy-Johnson wage-price guideposts in the

period 1961-1966, a fresh effort at a national incomes policy should, in the end, be

based on law.

2 13ean Monnet, Mdmoires, Paris: Fayard, 1976, p. 178.

22Mark W. Leiserson, A Brief Interpretative Survey of Wage-Price Problems in
Europe. Study Paper No. II for Consideration of the Joint Economic Committee, 86th
Congress, Ist Session (Washington, D.C.: G.P.O., 1959), p. 55.
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Against this background, we propose a wage-price-dividends freeze decisively to
break the unit-cost inflationary expectations now built into our economy and its
institutions, to be followed as soon as possible by a long-term incomes policy, not
permanent wage-price controls, geared to zero unit-cost inflation. It would be
understood that the freeze would hold until business, labor, and government repre-
sentatives achieve agreement on criteria and a method for negotiating wage-price
stability and Congress acts in support of that agreement.

In effect, we are suggesting that, starting in 1981, the nation build on a
combination of the two relatively successful intervals of inflation control during
peacetime years, while correcting their respective weaknesses: the Nixon wage-price
freeze and Phase I of 1971-1972 to break inflationary momentum and expectations;
the Kennedy wage-price guideposts subsequently to contain unit cost inflation. The
combination would avoid the error of 1971-1972 when wage-price discipline was
regarded as temporary; a backing in law would avoid the error built into the pragmatic
but fragile arrangements of 1961-1966. With such a policy in place, the administration
could confidently move to expand the economy, creating an environment in which tax
and other measures to increase investment and productivity could be effective.

It is of the essence of this proposal that the terms for a long-run incomes policy
be negotiated among those who would have to carry it out. Nevertheless, we know,
from hard-won experience, what some of the critical issues will be. And they may be
worth brief comment in the light of the argument of this report as a whole.

First, there will be the problem of how to provide equity as between unions
which have negotiated new contracts shortly before the freeze and those who made
earlier settlements. Since collective bargaining settlements have been running for
some years in a fairly stable, high range, this may not be as difficult as on other
occasions. But the provision of equity among the major components of the working
force is an inevitable task.

Second, there will be the more difficult question of what to freeze and what
subsequently to bring under the guidelines formulae. For example, writing on this
matter, Sol Chick Chaikin notes that the AFL-CIO "has long urged a wide-ranging
controls program, not only for the usual 'wages and prices,' but to cover all prices and
all forms of income profits, dividends, rents, interest rates, executive bonuses,
professional fees."23 The striving for equity which lies behind this all-embracing
formula is wholly understandable, and, to a degree, will have to be met, for example,

23Sol Chick Chaikin, A Labor Viewpoint: Another Opinion, Monroe, New Yorkl
Library Research Associates, 1980, p. 199.
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with respect to executive bonuses, professional fees, and dividends. If past experience

is valid, effective control of unit-cost inflation should yield a radical decline in

interest rates from present levels. For example, the prime rate, which averaged 12.7

percent in 1979, averaged 4.5 percent in the period 1961-1965 (JFK guideposts) and

dropped from 7.9 percent in 1970 to 5.25 percent in 1972 (Nixon controls). On the

other hand, the requirements for greatly enlarged investment in energy-related tasks,

the need to expand capital per worker employed, in the interest of productivity and

real wages, as well as the need to re-equip certain specific industries whose

international competitive position has weakened, argue for measures that would

encourage the plowback of profits rather than their direct limitation. Distributed
dividends, however, might be held to some average past performance. With respect to

energy, prices reflecting authentically the marginal cost of additional energy supplies
are palpably needed as a continuing incentive to conserve as well as to produce. Given

the international forces which determine agricultural prices, they too should remain

outside the control system. The only comfort here for the consumer at large is that

they go down as well as up and that efforts to compensate for their rise, through

increased money wages, have failed to shield real wages from raw materials-push

inflation and have generated forces which forced the economy as a whole into

recession with all its consequences for unemployment, the rate of productivity

increase, and real wages.
The arguments against wage-price freeze and wage-price guideposts are often

lumped together, but they pose quite different kinds of problems.

The key argument is that freezing prices and wages distorts the price mechanism

as an indicator of where capital and labor should most productively flow. This is a
thoroughly legitimate argument for a protracted freeze or for permanent, detailed

wage-price controls. What we have in mind here is a freeze which would last only for
the duration of the period required to negotiate wage-price guideposts.

There is also the argument that wage-price controls force industry to absorb cost
increases without raising prices, and thus reduce the plowback of profits into new

investment. This could, but need not, happen. If, as in 1971-1972, the economy

expands rapidly in 1981-1982, the increase in the size of profits and tax changes to
encourage investment could overcome any tendency for the freeze to limit the
plowback of profits. The possibility of such a limitation does, however, argue for

supplanting the freeze with an agreed long-run incomes policy as soon as possible.

It is occasionally argued, with respect to the 1971-1972 wage-price control

interval, that inflation had been merely suppressed for a time but then exploded. As
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noted earlier, there was no provision for a long-term incomes policy in the 1971-1972
exercise and raw materials prices adventitiously accelerated in the wake of the lifting
of controls for reasons quite independent of the control system.

We conclude that an initial wage-price freeze is capable of breaking back unit-
cost inflation, providing a framework in which the economy could be safely expanded,
thus lifting productivity. If it is firmly known from the beginning that the freeze
would not be lifted until a long-term incomes policy is in place, inflationary
expectations would be broken. Once that happens, interest rates would decrease
sharply. Success requires that the nation be prepared to accept the possible rise in
1981 of energy and agricultural prices without launching a second-stage inflationary
booster in the form of another round of money wage increases which would not, in
fact, protect real wages.

The compensation for this self-discipline would be the ability to move into a
rapid and sustained recovery and the sense - if something like the whole package we
commend is launched - that the country is on the way to recapturing control over its
destiny.

The costs of less-than-optimum allocation of labor and capital during the freeze
might be real, depending on its length, but they in no way match the costs of not
breaking back unit-cost inflation and ending a corrosive eight years of high inflation-
ary expectations.

As for wage-price guideposts, they can provide for a great deal of flexibility. In
the 1961-1966 period, when they operated quite well (down to the airlines machinists
strike of the summer of 1966, which broke the wage guidelines with a 4.9-percent
settlement), there was no evidence of significant distortion of capital and labor flows.
One virtue of guideposts is that, by concentrating on a limited number of large
oligopolistic industries (including government itself), they can set a pattern which
pervades the highly competitive sectors of the economy.

Nevertheless, as we noted at the beginning of this section, any serious analysis of
the American wage-price control experience since 1945 underlines that there are
significant problems of equity and administration to be resolved if a long-term
incomes policy is to operate effectively. In the end, these complex matters will be
settled not only by finding terms of equity, as Gardner Ackley correctly advises, but

by arriving at a mature, wider consensus. The Federal Republic of Germany, Japan,
and Switzerland have weathered the past decade better than most because a wide
consensus existed throughout the population - an implicit social contract - that
money wage increases substantially in excess of productivity increases are unwise for
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labor as well as business, since they lead to intractable high rates of inflation,
financial crises, and unemployment and that they are unwise for the nation because
they endanger the capacity to compete in international markets. An "export or die'
mentality has suffused national life in those countries, a perspective the United States
will have to acquire. Those countries operate, in effect, with a deeply embedded but
informal incomes policy. And they have been rewarded with strong currencies which
further dampened inflation, relatively high rates of growth and productivity increase,
and relatively low levels of unemployment.

One fundamental advantage of an incomes policy is that it draws the national
community together around common objectives. An attempt to break wage-push
inflation by an unrelenting monetary policy requires, of its nature, a protracted
divisive test of will between government on the one hand, and business and labor on
the other, and it sets business and labor against one another as each struggles for
marginal advantage within the constraints of the monetary ceiling.

Thus, in our view, the heart of the problem of bringing inflation under control in
the United States lies in business and labor, led by government, coming to frame their
real and sometimes conflicting immediate interests with a firm understanding of the
larger interests they share in a regenerated American economy and all it implies for
jobs, real earnings and profits, future social progress, and the nation's capacity to
control its destiny on the world scene. With such an understanding, we believe the
terms of equity in the design of a long-run incomes policy can be found. Without such
a policy, we fear that the rich human, physical, and technological resources of the
nation cannot be put effectively to work and the large shared goals of our society will
continue to lie beyond our grasp.

The decision on this matter will, of course, be made by the new administration
and the Congress. At the moment, the President lacks a legal basis for opting for a
wage-price-dividend freeze. Therefore, we commend to the present session of
Congress that it promptly widen the options open to the new administration much as
the Congress did with the passage of the Economic Stabilization Act of 1970 as an
amendment to the Defense Production Act of 1950.
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V. A NOTE ON THE MILITARY CONNECTION

Aside from the three major interconnected domestic economic issues considered
in this paper - energy, productivity, and inflation - it is evident that there is a fourth
issue much on the minds of a majority of the American people, the new administration,
and the Congress, that is, the present and, especially, the future military balance
between the United States and the Soviet Union. This is not the occasion to assess
that balance, its projection, and its relation to American security; nor is it appropriate
to prescribe here for the complex military manpower, hardware, and budgetary
problems involved. On the other hand, it would be unrealistic not to take into account
the likelihood that the U.S. military budget will be substantially increased over the
next several years. The question is, therefore, how does such an increase relate to the
argument of this paper as a whole?

As of the fourth quarter of 1979, government purchases of goods and services for
national defense constituted 4.7 percent of GNP. Proposed annual increases in the
military budget over, say, the next five years run in the range of $20 to $50 billion in
constant dollars: an increment of from about 0.8 percent to about 2 percent of 1979
GNP.

As always, increases in military outlays constitute a diversion of real resources
from other potential uses. The question is: How much of a diversion?

Two observations are relevant.

First, if the process of military budget expansion starts in 1981, the burden will,
to a degree, be mitigated by the fact that the economy will be operating with
considerable unemployed capacity and idle manpower. In a presentation to the Senate
Finance Committee on July 24, 1980, Walter Heller observed: "If the economy had
been growing at 2 percent in 1979-1981 instead of going through three years of
slowdown, recession, and sluggish recovery, it would have produced a total of $300
billion more (in today's prices) than it actually will produce over these years." The

'economy may bottom out a bit sooner and recover with a bit more vigor than Heller
suggested in July 1980; but his calculation underlines both the resource wastage
involved in a recession like that of 1979-1980 and the sensitivity of an additional
defense burden to the rate of growth of the economy actually achieved in the 1980's.

More specifically, to return to table 6 with its Basic and High Growth projec-
tions, the difference between the 3.4-percent real growth rate assumed in the former
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and the 4.8-percent in the latter comes to about $550 billion in 1979 dollars for the
year 1990 - about enough to provide a $50 billion defense increase for each year of
the decade. Cumulatively, over the decade as a whole, the difference between the
resources generated by the two growth rates comes to more than $2 trillion.

The point is simple enough: the acceptance of a national requirement for an
enlarged military budget in the 1980's heightens the already strong case for running
the economy at a steady high growth rate over the decade. This the required increase
in energy-related investment and military expenditures could guarantee, if the rate of
productivity is adequately raised and inflation brought under control. On the other
hand, a continued sluggish and erratic performance by the economy will create a
setting in which it may well be difficult for the Congress and the people to accept the

outlays for military purposes our circumstances required.
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VI. INTERNATIONAL ENERGY POLICY

The portrait drawn of the international energy situation in section I-A of our
report has a number of policy implications. Some do not have substantial budgetary or
resource implications and can be dealt with in the narrow context of this paper rather
briskly. One - the energy problem of the developing regions - requires more
extended discussion.

Cooperation Within the OECD

A rather sophisticated structure for energy cooperation has been developed
within the International Energy Agency (OEA), a special instrument of the OECD. Its
potentialities have been heightened by the setting of the communal energy targets at
the Venice Summit meeting of June 1980. These require, as noted earlier, a radical
expansion in production and use of coal and nuclear energy as well as heightened
programs of energy conservation. The U.S. accepted somewhat more than half the
burden of achieving the goals set out in Venice. If the Reagan administration accepts
or - as we commend - elevates those targets as they apply to the United States,-it
would be appropriate for it to seek heightened cooperation from Western Europe and
Japan in two respects.

Once the United States is launched on a policy path that would credibly lead to
radically reduced oil imports by 1990, we should insist on equally redoubtable efforts
from our IEA partners. The United States' energy performance in the 1970's was so
palpably inadequate that, to a certain extent, the other IEA countries substituted
complaints about us for all-out efforts of their own. They hoped that if the United
States would reduce its claim on the international oil pool, then their oil requirements
might be met more easily and with less internal readjustment of energy sources. After
all, the switch of utilities from oil to coal and the enlarged exploitation of nuclear
power are not easy paths for politicians to pursue, whether here or abroad. But if the
world economy is not to wallow along in a swamp of stagflation in the 1980's, risking
increasingly serious social, political, and strategic consequences, an all-out effort to
achieve or better the Venice targets will be required, together with equally heroic
efforts within the developing world to substitute for a waning supply of oil imports by
expanding domestic energy production of all kinds.
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A second point relates to U.S. coal exports. If rapid growth is to proceed
throughout the industrial world in the 1980's, coal (or synthetics) must be rapidly
substituted for imported oil in Japan and Western Europe. Given the skewed
distribution of coal resources, large additional coal imports will be required from the
United States as well as from Australia, South Africa, and Canada.

The Venice Summit target for a doubling of coal production and use by 1990
requires that U.S. export capacity be developed with great rapidity. It would be
wholly appropriate for importers of American coal to enter into long-term contracts
and invest in U.S. coal production and infrastructure. A similar argument would hold
for foreign investment in U.S. synthetics plants, some of whose output might be
exported.

Energy and the Soviet Union

As noted earlier, experts may debate its exact timing and dimensions, but it is
clear that the Soviet Union faces a major energy problem: its old, well-established
fields, notably Samotlor, have peaked out or will peak out in the early 1980's and, with
this event, Soviet oil production will tend to decline.. At the moment, a belated
recognition of this likelihood has led to greatly intensified drilling, in well-established
areas, which may, for a time, hold off or slow down the decline. Like the United
States, the Soviet Union commands large additional potential energy resources: the
exploitation of existing reserves with enhanced recovery techniques; potential oil and
gas reserves not yet extensively explored, heavy oils; coal; nuclear.

Although the reality of the energy problem has been acknowledged by Soviet
leaders since 1977, a plan to deal with it effectively has not yet been set in motion.
The reasons for this delay differ somewhat from those which have postponed affairs in
the United States. First, very large capital outlays are required to establish and
exploit alternative Soviet energy resources, and the lead times are long. This sets up
an acute problem of allocation since the Soviet ICOR has been rising for some time
(the productivity of investment fallingk although the proportion of GNP invested rose
from 21 percent to 32 percent between 1960 and 1978, the rate of growth of GNP
dropped from 4.9 percent (1961-1965) to 3.3 percent (1974-1978). This implies a rise in
the Soviet ICOR from about 4 to 9. Something like 12 percent of GNP is tied up in
military expenditures, expanding at a rate (4 to 5 percent) higher than the recent rates
of increase in real GNP. Second, the Soviet Union does not yet command fully all the
technologies required for enhanced recovery techniques and other technologies neces-
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sary for the full exploitation of its potential reserves. Third, the Soviet Union has a
much narrower margin for energy economy than the advanced industrial economies of
the West; since the use of automobiles and electric-powered durable consumers' goods
is less intense, freight traffic is already heavily concentrated on the railroads, and
cogeneration of energy for space heating is already widely applied.

The probable decline in Soviet oil production in the 1980's could have wide
ramifications on the energy-poor economies of Eastern Europe which have depended on
Soviet oil exports and could increase the total claim on the declining pool of non-
Soviet oil exports. So far as U.S. foreign policy is concerned, a major potential
implication is the following: should other forces move the Soviet Union toward a
judgment that less contentious relations with the West are desirable (e.g., protracted
indecisive operations in Afghanistan and a U.S. correction in the U.S.-Soviet military
balance), Soviet leaders might judge a serious reduction in arms spending to be to its
advantage to free investment resources for energy-related investment. A SALT III
negotiation actually cutting military establishments could conceivably then be nego-
tiated. In that setting, enlarged technical assistance - and, perhaps, loans - to the
Soviet Union from the advanced industrial countries might be of mutual advantlae, to
assist in building the new energy base the Soviet Union - like almost all- other
countries - requires. It cannot be too strongly emphasized, however, that the Soviet
Union is most unlikely to move towards a serious detente simply because of its
economic problems. If the potentialities for further expansion of its power appear
promising, it is likely to press on while muddling through with its economic problems
at home.

Cooperation With OPEC

OPEC is, of course, in profound disarray at the moment due to the political as
well as economic impact of the war between Iraq and Iran. One must, nevertheless,
assume that the interest of its members in cohesion is so great that the cartel will
continue to operate.

If the United States adopts and acts on something like the energy targets we
propose and the other OECD members move forward seriously to achieve or surpass
the Venice Summit targets, the basis might be laid for a negotiation with OPEC on two
matters.

First, OPEC prices and production. Formal OPEC prices will continue to be
determined by compromises between those oil exporter using their foreign exchange
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earnings to the hilt and those with a surplus. In the short run, however, the oil price
will be approximately determined by the supply and demand position in the interna-
tional market, that is, by the spot price. That market involves a relatively small
volume of transactions, but it is taken by OPEC to represent an approximation of the
price the traffic will bear. Over the longer run the oil price will be determined by the
cost of producing an alternative to a barrel of imported oil. An all-out U.S. and OECD
production and conservation effort should foreshadow and, in time, bring about a
ceiling on the OPEC oil price. The strengthening in the dollar, through the complex of
measures suggested in this report bearing on productivity and inflation as well as
energy, should in itself yield a lowered' and stable or declining dollar-denominated
OPEC oil price. Against this background it should be possible to stabilize a common
interest leading to: (a) predictable OPEC prices; (b) predictable OPEC availabilities.

A second negotiation with OPEC members could take place bilaterally or
regionally but would inevitably play back on the behavior of OPEC with respect to
prices and production. It would arise from these facts:

- Production in a number of OPEC members is declining or is likely to peak out
in the 1980's (e.g., Venezuela, Nigeria, Algeria, Indonesia).

- As noted-earlier, domestic oil consumption is rising rapidly in the oil-exporting
countries (about 8 percent per annum), and their exports will come under constraint.
This would reduce their foreign exchange availabilities unless the real price of oil rises
more rapidly than the decline in the volume of their exports.

- Given the long lead times involved, such countries have a strong vested
interest in the expansion of their energy base to sustain continued economic and social
progress: to discover and develop new conventional oil and gas reserves, heavy oils,
coal, shale, and other alternatives.

- In most cases, this requires technical and managerial assistance, if not capital,
from the advanced industrial countries.

A dialogue on these matters and even bilateral agreements have been set in
motion with at least one OPEC member (Venezuela). If and when the OECD
establishes a credible program to cope with the prospect of progressively declining oil
imports, this strand of common interest should be systematically explored and built
upon, entering into the broader North-South program of energy cooperation we
commend.

SO
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North-South Energy Cooperation

Aside from energy cooperation within the OECD, the most important - and
greatly neglected - area for constructive international enterprise lies in building a
partnership between the OECD and the oil-importing developing countries. They
confront a truly ominous future unless, by their own efforts, supplemented by external
capital and technical assistance, they rapidly build energy bases in substitution for
imported oil.

The prospects for the developing regions are shadowed not merely by the energy
problem but by other problems, e.g., stagflation in the advanced industrial countries,
which has reduced their export possibilities: inadequate rates of growth in agricultural
production requiring increased grain imports, gross environmental degradation, includ-
ing soil erosion and deforestation, the latter reducing the supply of firewood. All offer
the basis for a pragmatic North-South partnership founded in common interests. The
immediate and mid-term problem of energy is, however, central.

Immediately, high oil import prices burden the balance of payments of the
developing countries, leading to a slow-down in growth, the contraction of additional
debts whose repayment requirements further burden the balance of payments, or both.
Energy imports as a percentage of merchandise exports rose from 9 percent to 16
percent between 1960 and 1977 for low-income developing countries; from 11 percent
to 20 percent for middle-income developing countries. The 1979-1980 further rise in
oil prices has intensified this pressure, bringing, for example, the figure for Brazil and
India to over 50 percent. Between 1977 and 1980, interest and debt amortization
payments for the low-income countries rose from $2.0 to $3.5 billion (currents for the
middle-income countries, with better access to the private capital markets, from
$25.0 to $43.5 billion (current). The debt service burden of the low-income developing
countries rose from 11.9 percent in 1977 to 16.3 percent in 1979; for the middle-
income countries the rise was from 12.2 to 14.8 percent. Perhaps the most vivid
reflection of the strain imposed by the increase in oil prices is the following: in 1970
the oil-importing developing countries purchased 1.8 mbd at a cost of $5.4 billion
(1980, in 1975, 4.4 mbd at $31.5 billion (1980, in 1980, 4.5 mbd at $49.3 billion (1980).

Looking ahead over the next decade, the energy problem of the oil-importing
developing countries will be shaped by the following underlying elements:

- If they maintain growth rates consonant with the requirements for economic
progress and minimum social and political stability, energy consumption will expand at
an annual rate of about 6.3 percent, by World Bank estimate. This is three times the
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expected rate for the advanced industrial countries. That rate could be reduced by
major energy conservation programs; but it will, even then, be more than twice the
OECD rate of increase in energy consumption.

- The high rate of growth for energy consumption in the oil-importing
developing countries results from a number of different factors: high rates of
population increase; higher growth rates than among OECD countries as they absorb
the backlog of available technologies hitherto unapplied; rising proportions of GNP
derived from manufactures relative to less energy-intensive services. These factors,
plus a continued population flow from rural to urban areas, determine that marginal
energy-GNP ratios will be substantially higher in the developing regions than in the
OECD; say, 0.8 versus 0.6, although as noted earlier, the former is an optimistic
estimate reflecting highly effective conservation measures in the developing regions.

These factors also decree that the proportion of international oil flowing to the
oil-importing developing countries must rise from, say, about II percent in 1978 to 17
percent by the year 2000 (Exxon estimate). They also decree that it is a common
interest of the advanced and developing countries that their domestic energy produc-
tion in substitution for imports be expanded rapidly.

Table 10 sets out the investment requirements for such a major effort, with the
physical production targets given in the notes to the table. Table 10 does not, of
course, include investments required for increased energy economy.

For energy production, table 10 suggests an investment requirement of $680
billion (1980) for all developing countries, $450 billion (1980) for oil-importing
developing countries. These totals imply a rise in the proportion of GNP allocated to
energy production from 2.3 percent in 1980 to 3.2 percent in 1990. The average figure
for 1966-1975 was only 1.3 percent.

If anything like the targets which underlie the figures in table 10 are to be met,
a serious North-South partnership will have to be developed in the field of energy; for
"a massive infuizon of external capital" (to use the World Bank's phrase) will be
required, as well as much enlarged flows of technology. Governments, international
lending institutions, and the private sector will all have to contribute to a successful
outcome.

The optimum method for organizing a North-South energy effort is likely to be
regional rather than global or, merely, bilateral. First, a global institution involves
too many nations for something as serious as the generation of new projects, their
financing, and the transfer of relevant technologies. Second, the countries of each
developing region know their own resources and possibilities for mutual assistance
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Table 10: Oll-importing developing countries: principal Investment
requirements In commercial energy, 1980-90g

(billion 1980 U.S. do lars).

Average Annual
Annual Annual Percentage

Estimate Average Average Growth Rate
1980 1981-85 1986-90 1980-90

Electric Power
2

Thermal
Hydro
Nuclear
Other
Subtotal

Coal
3

0114.

ExploratIon
Development
Subtotal

8.0
9.2
1.2
0. I

18.5

0.5

0.5
2.1
2.6

1.0

11.8
13.5
2.1
0. 1

27.5

0.7

1.0
2.5
3.5

1.7

0.9

0.6

1.8

36.7

15.4
15.1
8.8
0.4

39.7

1.5

1.5
3.2
4.7

2.7

1.2

1.3

2.3

53.4

9. 1

6.8
30.4
20.3
10.7

15.8

11.6
4.3
8.2

14.2

12.4

13.6

11.8

10.9

Alcohol 0.5

Fuelwood

Refinerles
6

0.5

1.0

Tote I 24.6

Note:

All Developing
Countries 34.4 54.4 82.2 12.3

1
lased on Case I projections, which are described In Chapter It of source.
21ncludes cost of transmission and distribution. Estimates assume that

capacity requirements will grow. at the same rate as In 1973-78.3
Bssed on the Investments required to develop coal production from 160
million tons of coal equivalent In 1980 to 230 million tce In 1990.

4
8ased on the Investments required to develop oil production from 1.7
million barrels of oll a day In 1980 to 3.3 million bdo In 1990.5

8ased on the Investments required to raise gas production from 0.9 million
bdoe In 1980 to 1.2 million bdoe In 1990.6

Estimates assume capital requirements will grow at the same rate as In the
recent past.

Source: The World Bank, Energy In the Developing Countries," Report No. 3076.
July 1980, p. 7.
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more intimately than is possible on a world basis, and there are substantive

possibilities for mutual assistance as among the developing countries of a given region.

Third, three regional development banks exist and could play important roles (the

Inter-American, Asian, and African). The Organization of American States (OAS) and

the Organization of African Unity (OAU) exist and could develop special instruments

for dealing with the energy problem. An organization for the Pacific Basin, long

overdue, could perform a similar function along with others. It should be noted that a

report to the Secretary General of the OAS of August 6, 1980 (Hemispheric Coopera-
tion and Integral Development), from an expert group headed by Felipe Herrera,

identified energy as a priority area for cooperation within the Western Hemisphere in
the 1980's and recommended the setting up of a high-level energy committee to work

closely with the existing intra-Latin American energy organization OLADE. Evident-
ly, the World Bank, which has led the way in analyzing and dramatizing the energy

problem of the developing regions, would actively participate in all the regional

enterprises. The major countries of the OECD would also participate in all the
regional energy groupings; but Western Europe might take the lead with Africa, the

United States with Latin America, and Japan and the United States with the Pacific

Basin. For the time being, the energy problems of the Middle East (aside from the
possible emergence of a negotiation with OPEC) and South Asia could be dealt with

bilaterally, or on a consortium basis, backed by the World Bank where appropriate.

With respect to the build-up of their energy resources as conventional oil reserves

peak and run down, OPEC members would participate in their respective regional

groups.

In the end, the outcome would be an enlargement of investment in energy

production and conservation from domestic. sources, international private capital
flows, and official aid - both bilateral and through the multilateral lending agencies.

A framework of intergovernmental organization on a regional basis is essential,

however, to assure that the governments look ahead to 1990 and 2000, calculate on a
uniform basis their energy requirements and the potentialities for conservation, and
set in motion the policies which would generate the specific projects which would

permit. their energy accounts to balance in ways consistent with rapid economic and

social progress.
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1

THE NATURE
OF THE
ENERGY PROBLEM

Most of our energy, other than sunlight, comes from
burning the fossil fuels-oil, gas, and coal. These fuels are
burned in homes to keep warm, in engines to drive machinery,
in electricity plants to make steam, and in mills and factories
to make paper, glass, steel and fertilizer. Some of our electric
energy comes from nuclear reactors and from rainwater flow-
ing downhill. Small amounts of energy are in the food we eat,
and huge amounts radiate from the sun to keep the planet
warm, make the vegetation grow, and produce the rain and
wind and the light we see by in the daytime.

The quantities are impressive. If the heat value of coal
and gas is converted to oil equivalents, every man, woman and
child in America consumes on the average, directly and indi-
rectly, more than his body weight in petroleum every two days.
A fifth of this fuel is imported oil, costing about $40 billion
a year. The value of all the fuel is about one-twentieth the
value of the gross national product (GNP).

As technology changes, so does the use of energy. As fuel
prices go up or down, fuel is used sparingly or liberally. The
trend is for energy use, measured in heat content, to rise with
both population and per capita income. With the GNP doub-
ling about every twenty years, the use of energy might double
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in about twenty-five years and quadruple in half a century, if
energy prices stay even with other prices.

There are two inescapable facts about the supplies of
fossil fuels. One is that the quantities were determined millions
of years ago in the geological history of the planet; there will
never be any more than there already was by the time some
primitive person discovered that a lump of coal would burn.
The other is that they are strikingly unequal in their geograph-
ical distribution: half the known petroleum reserves but only
one-hundredth of the world's population are in the countries-
until recently exceedingly poor, now strangely rich-that bor-
der the Persian Gulf.

With the demand for fuels forever growing, potentially
quadrupling in half a century, and with supplies that were fixed
before history began, it is tempting to ask how long they will
last. More straightforwardly, how much oil, gas and coal is
known to exist, how much can be economically extracted, and
how do those quantities compare with projected consumption?
Even the answers to these questions are speculative. The re-
sources are underground in complex formations; and, especially
with oil, during most periods, more was discovered than ex-
tracted, so that the known amount remaining continually in-
creased. But so did consumption. Consequently, there was
always a decade or two of proven reserves awaiting extraction.
The urgency of exploration is inversely related to reserves; with
a lead time of ten years necessary to find and exploit new sup-
plies, search and discovery are more highly motivated if known
reserves will last only ten years than if they will last forty.

As the earth is more explored it becomes less likely that
new large deposits will be found. With the accumulation of
experience, estimates of likely deposits, even where no drilling
has taken place, should become more exact. But actually there
remain huge uncertainties about undiscovered oil and gas, even
coal. Parts of the earth's surface, especially under the oceans,
have not been explored. Exploration of some areas is beyond
present technology. There are depths to which drilling has not
gone even in familiar areas. Estimates of the oil and gas that
may be found at depths and in locations yet unexplored are
only guesses. Some of the guesses are highly encouraging and
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cannot be refuted with confidence; some are discouraging.
We have not closed the frontier on the discovery of new

fossil fuel reserves. Indeed, significant new discoveries are con-
tinually being announced. But recent trends and general reason-
ing strongly suggest-not prove, just strongly suggest-an end
to the era when the exponential growth of demand would be
continually matched by commensurate growth in the discovery
of new easily accessible reserves, and a decline in the ratio of
known supply to effective demand at today's prices.

THE PRICE DIMENSION

There is a fundamental reason why the question of how
much petroleum, gas, and coal exists does not admit a definite
answer. It is that the amounts of fuel that can be economically
exploited depend on the prices people will pay for them. Even
from abandoned deposits there is oil to be had at higher extrac-
tion costs. Deeper wells can be drilled; oil can be obtained from
the ocean bed; it can be brought expensively by pipeline across
the entire state of Alaska. Natural gas in huge quantities may be
available several miles under the surface. Eventually shale and
tar sands can yield large quantities of fuel but at costs that have
not been, and still are not, competitive with the common fuels.

Technologies of extraction that are still undeveloped or
unproven will become available to bring additional supplies of
gas and liquid fuel onto the market in years or decades to come.
These technologies will be more urgently developed, the higher
the prospective prices of oil and gas.

Coal illustrates the same principle. In the United States
alone the amount of potentially combustible coal is estimated at
more than a trillion tons, enough to last a thousand years at
today's rate of extraction. But successive billions or tens of
billions of tons will be progressively more expensive because of
quality, depth and thickness, location, and, especially, the envi-
ronmental effects of mining, transporting, and burning it.

The likely consequence is that fuel costs will not decline
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during the coming decades but will rise as the growth of demand
confronts the depletion of the most accessible, and least envi-
ronmentally damaging, supplies of oil, gas and coal. This pros-
pect is often described as the overtaking of supply by demand
and the development of a "gap". But that image of the "energy
problem" neglects what is central to the relation between supply
and demand: the costs at which fuels can be produced, and the
values of the fuels in their myriad uses. More and more expen-
sive sources of supply will have to be used; rising demand will
provide the market for them, at higher prices to cover their
higher costs. The "energy problem" is not best described as a
comparison of demand with supply and the emergence of a gap
between them, but as a prospective rise in the cost of fuel. Only
if prices are continually regulated below the cost of producing
the fuel will an actual "gap" be observed.

That is the medium-term energy problem, during our and
our children's lifetimes. It is not that the world will run out of
fuel on some uncertain date, or that demand will outstrip supply
and create a finite shortage. It is that fuel has become more ex-
pensive and is likely to become increasingly so. The energy
problem is not to keep the price of fuel from rising. It is to meet
the rising economic cost of fuel with policies that minimize the
burdens, allocate them equitably, avoid disruptions in the econ-
omy, and keep the costs from rising more than necessary.

CHARACTERISTICS
OF THE ENERGY PROBLEM

There are five characteristics of this problem to be high-
lighted. One has been mentioned-the enormous uncertainty
about the quantities of fuel that will become available at differ-
ent costs, and with new technologies, in years to come. There is
some probability that new discoveries, or new technologies for
extraction, will dramatically enhance supply within the next
decade or two, postponing or attenuating the rise in the cost
of fuels. It is extraordinarily difficult to devise policies in the
face of the good news that there is one chance in ten that we
shall discover unexpected great wealth within the decade.
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A second characteristic is the long lead time necessary for
almost any development or adaptation to price changes. New
supplies of oil, gas, and coal take a decade or more to develop.
Conservation of energy often requires replacing plant and
equipment, whether for generation of electricity or for trucks.
aircraft and automobiles. New technologies, like liquefaction
or gasification of coal, involve not a decade but two in their
development and commercialization. For purposes of policy we
are already in the 1 990s. Today's energy decisions will mainly
affect supply, conservation, or new technology ten or fifteen
years hence.

A third characteristic is that extracting fuel, transporting
it, and burning it affect health, safety, and land use, the esthetics
and productivity of the terrain, the sociology and demography
of remote areas. It is unlikely that concern with the environ-
ment, greatly enhanced over the past ten years, will diminish in
the future. The effects on health and productivity, if not the
esthetics, once discovered are not likely to be suppressed.
Another million coal cars continuously moving through towns
and countryside will be more than an esthetic nuisance.

A fourth characteristic of energy is its impact on the bal-
ance of payments. About a fifth of the fuel we consume in the
United States is imported, and our balance of payments and
the value of the dollar are affected by whether we import forty
billion dollars of foreign oil each year or a hundred billion.

A fifth characteristic is that an even larger part of the
energy consumed by Japan and Western Europe is imported
from a small number of oil producing countries, mostly in the
Middle East. The supply is susceptible to sudden disruption.
motivated politically or economically, in peacetime or warlike
circumstances. For the United States a sudden disruption would
be serious but not devastating. For some countries, like Japan.
cessation of overseas oil supply could be a disaster.

The United States is blessed with large quantities of oil.
gas, and coal, producing 80 percent of the fuel it consumes and
undoubtedly is capable, though not on short notice, of meeting
its most urgent needs out of domestic supplies. Most countries.
developed and underdeveloped, are more vulnerable than the
United States to an interruption in oil imports.

73-057 0 - 81 - 31
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WORLD PROBLEMS
RELATED TO ENERGY

There is a complex of world problems related to energy
that transcend the geology and the economics. Many but not
all of them relate to the concentration of petroleum reserves in
the Middle East. The roles of Cuba, Russia, China and the
United States in the Somali-Ethiopian conflict on the "Horn
of Africa" reflect the strategic significance of oil. The sale of
advanced military aircraft to Saudi Arabia is part of the world
energy situation. Overflight and landing rights for military
supply of Israel were affected during the war of 1973 by the
European politics of Middle East oil. Arab-Israeli peace nego-
tiations and Chinese-Japanese trade relations are involved in
world energy. The prospects for world trade in plutonium fuel
for nuclear reactors were affected by the price of oil in the
early 1970s. And the stability of capital markets, even the sol-
vency of banking systems, have appeared to be threatened in
some degree by the concentrated financial flows attendant on
the Middle East oil trade.

Worldwide problems related to energy are somewhat dif-
fuse, hypothetical, and intertwined with non-energy-related
trends and conflicts. But some can be identified as potential
crises. Today oil is practically the only economic resource that
one can imagine leading to war. Oil has strained America's
relations with allied countries. A protracted interruption in
delivery of oil to the rest of the world is one of the few genuine
economic calamities that come to mind. Control of Middle
Eastern oil by the Soviet Union might be construed as such a
threat to the viability of Japan and Europe as to be intolerable.

* * *

For the far future it may be wise to anticipate sources of
energy quite different from the traditional fossil fuels. Sunlight,
which can begin to meet some of our energy needs immediately
in space and water heating, can eventually produce electricity.
Nuclear fusion is a possible source of electricity by the middle
of the next century. And electricity itself can produce clean
fuel in the form of liquid hydrogen. Some time in the next
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century it may be necessary, despite the continued availability
of high-cost fossil fuels, to abandon primary reliance on them
for reasons related to climate, health and environmental
damage.

THE POLITICS OF PRICES

A final "energy problem" needs to be anticipated, one not
based on geology or economics. It is the politics of energy.
There is a widespread tendency to view fuel price increases not
as reflections of genuine costs, not as an adaptive response of
the market to the need for conservation and enhanced supply.
but as the problem itself. Price regulation can disguise the ways
the costs of fuel are paid and who pays them. It can redistribute
costs but it does not reduce them. Keeping fuel prices artificially
below the replacement cost of the fuels being used subsidizes
excessive consumption, inhibits exploration and development
of supply, and misrepresents the worth of technological changes
that economize energy. If prices are considered the problem,
rather than part of the solution, we shall onl' aggravate prob-
lems that are going to be difficult enough.
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2

THE SIZE
OF THE
ENERGY PROBLEM

U.S. energy problems can be divided into two groups, one
worldwide and the other domestic. The worldwide problems
are multifarious, complex, and rarely limited to energy. But to
clarify their relation to domestic U.S. energy a common connec-
tion deserves emphasis.

To see this connection, consider first some issues and pro-
posals for domestic energy policy, then the worldwide issues
that revolve around or interact with energy, and finally the
connections between these two domains-the energy channels
through which domestic and worldwide issues impinge on or
interact with each other.

8
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A Sampling of Domestic Energy Issues

* Price controls on gas and crude oil
* Taxes to induce conversion to coal
* Subsidies to energy-conserving technologies
* Water rights
* Tax benefits for home insulation
* Peakload electricity pricing
* Auto engine design
* Offshore leasing
* Gasoline mileage standards
* Auto emission standards
* Siting of power plants
* Cogeneration of electricity
* Mass transit
* Strip mine regulation
* Coal transport rights-of-way
* Coal mine health and safety standards
* Energy labelling of electric appliances
* Allocation of wellhead tax proceeds
* Right turn on red light
* Disposal of nuclear wastes
* Liquefaction and gasification of coal
* Development of solar-electric technology
* Alternatives to energy-intensive fertilizers

The domestic energy issues listed in the accompanying box
range from important to trivial, from technical to social, from
supply to demand, from industrial to household, and from
federal to state and local, judicial, and voluntary. One way or
another they all involve increasing the availability of energy or
its substitutes, reducing the need for energy or the waste of it,
mitigating side effects of energy production or use, redistrib-
uting the public and private costs of using energy or doing
without it, rearranging incentives, or discovering or dissemi-
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nating pertinent knowledge. They reflect the pervasiveness of
enefgy in a modern economy and a network of substitution pos-
sibilities that keep all the listed items at least indirectly con-
nected with each other.

A sampling of foreign-policy issues that involve energy
directly, or that derive their importance or their difficulty from
their connection with energy are described in the box below.

A Sampling of Foreign Policy Issues Related To Energy

* The Soviet role in the Middle East
* Proliferation of nuclear-explosive materials
* Overflight and landing rights for military

supply in the Middle East
* Advanced armaments for Persian Gulf countries
* Japanese-Arab relations
* Economic development of Third World countries
* Chinese-Japanese trade relations
* Stability of international capital markets
* Brazilian-American nuclear energy relations
* French cooperation with NATO
* Cuban intervention in the Horn of Africa
* Arab-Israeli peace negotiations
* The danger of a disrupted oil supply as a political

move, as an economic strategy, or from sabotage, war,
or overthrow of regimes in the Middle East.

With only a little simplification it can be said that these
two domains, the domestic energy and the worldwide energy-
related, have a single major intersection: U.S. oil imports.
Except for that connection, the domestic energy issues and the
world energy-related issues impinge on each other little and
only indirectly.

The rest of the world feels our energy policies through the
oil we import. It makes little difference to energy prices abroad,
to Japanese policy toward the Middle East, to the economic
development of India or the nuclear development of Brazil, to
the relations between Iran and Saudi Arabia, or to almost any
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important world energy-related issue, what we do specifically
about allocating natural gas, taxing gasoline, insulating new
buildings, leasing offshore oil, siting of nuclear reactors, peak-
load pricing of electricity, or metering heat in individual apart-
ments-except for what these do to the oil we import. All the
consequences get translated into the common currency of
British thermal units (BTUs), and their impact is transmitted
abroad mainly through the BTUs we import in the form of oil.

The issues in those two domains, the world and the domes-
tic, contrast in their potential gravity. Some of the worldwide
problems can be identified as potentially of crisis proportion,
carrying at least the possibility of catastrophe. They are un-
doubtedly what the President of the United States had in mind
when in April 1977 he referred to the energy crisis as the great-
est challenge, short of prevention of war itself, that we may face
in our lifetime. Whether we agree or disagree on the likelihood
that world energy problems will lead to some kind of catas-
trophe, most of us can at least imagine what some of the poten-
tial catastrophes might be. It is difficult to reach a common
perspective on grave events whose likelihood may be only one
chance in five, or one in fifty.

In contrast, the domestic problem of accommodating to
the rising cost of energy is not a mortal crisis. It is a serious
problem, large but finite; its boundaries can be estimated. It is
made more serious by the possibility of sudden disruption in
the availability of imported oil, or drastic increases in the
purchase price of imported oil; but limits can be estimated on
the harm that unexpected disturbances in supply could cause
and on the costs of programs to minimize vulnerability.

The prospective continuing rise in the cost of fuel is not
so much a problem as a condition. The problem is how to devise
short-range policies and long-range strategies for absorbing
those price increases into an economy that can grow, in size
and in productivity, without inflation and with a reasonable
distribution of the benefits of growth among the population.

The rising cost of fuel is one of several serious economic
conditions to which we must accommodate during the coming
decades. In magnitude it is not altogether unlike the prospect
of the medical care industry's consuming not 7 or 8 but 12 or 15
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percent of our GNP in another twenty years if we fail to mod-
erate demand and improve supply. Like the aging of the U.S.
population and the rising costs of Social Security that will
result, the increasing cost of fuels is bad news. The question is:
how bad? It is important to get an assessment of its severity.

If it is truly less grave than the global problems-or less
grave at its worst than the global problems would be at their
worst-it is important to keep the two sets of problems distinct
in our minds. We shall exaggerate the domestic difficulties if we
approach them with a sense of crisis in the image of Soviet-
American confrontation in the Persian Gulf, or the spread of
nuclear-weapons material to adventurous governments. And we
shall misconstrue the nature of the multifarious worldwide
problems if we think of them as primarily endangering our oil
supply, or. conversely, think they are to be managed or solved
primarily by our energy policies.

The rest of this chapter is an assessment of the likely
scope of the domestic energy problem. The role of imported
oil-quantity, price, and dependability-is part of that assess-
ment. The special role of oil imports as the main energy supply
not under U.S. control, and as the largest and most direct
channel of influence U.S. domestic energy has on the rest of
the world, will be examined in the chapter that follows.

THE COST IN PRODUCTIVITY

To approximate the likely scope of the domestic problem,
the following rough calculation can be made. At twice the
present cost of imported liquid fuel we can probably have ade-
quate supplies of coal-based liquid fuels, fuels from shale, from
old wells by means of enhanced production, and from the oil
and gas that may be discovered at depths and distances that will
become worthwhile at a market price equivalent to, say, $30
per barrel at 1978 prices. Having these supplies at such prices
could take fifteen or twenty years, but existing supplies and
new discoveries of conventional gas and oil will be more than
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adequate, at prices between today's OPEC price and twice that
price, to meet our needs during the interim. Nuclear power and
coal will provide electricity at prices that will likely rise but
will not double, even if the costs of coal and uranium double.
Aside from short-run disturbances to the overseas supply of
imported oil, then, a reasonable upper boundary on what may
be in store for the cost of fuel is another doubling between now
and the end of the century.

If prices do not change, the growth in energy use is less
than proportionate to the growth of the GNP. The GNP is
likely to reach twice its present level just after the year 2000.
Without any change in energy prices, the use of energy might
then be expected to be 80 or 85 percent greater than it is today.

The effect on demand of a doubling of fuel prices is highly
conjectural. Except very recently, fuel prices have not risen
substantially in peacetime. The recent experience is limited as
evidence because most responses to higher fuel prices take time.
Many of the responses depend on expectations of future prices;
they involve durable equipment and other long-lived invest-
ments, even changes of location. Consumption patterns and
production technologies in countries that have had much higher
fuel prices than the United States are suggestive but rarely
comparable. The effect by the year 2000 would depend on the
profile of price increases during the interim years. With a doub-
ling of prices, a conservative guess might be a reduction in
energy use by 15 or 20 percent below the level associated with
unchanged prices. (A conservative estimate is justified because
much of the response may be long delayed.)

So if fuel prices were to double again, in relation to the
general price level, by the time the GNP had doubled around
or just after the year 2000, the use of energy in all its forms
could be projected at about 15 or 20 percent below 1.8 times
today's use of energy, or roughly one-half more than today's
consumption.

An increase of that magnitude over the next twenty-five
years, with an adequate mix of solid, liquid, gas and electricity,
should be forthcoming at prices up to twice as high as today.
Thus when the required quantities are taken into account, re-
flecting both the negative response of demand to higher prices
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and the positive response to higher GNP, a possible doubling
of the average cost of fuel over the next couple of decades
appears to be a fair upper limit for our calculation of how
severe the domestic energy cost increase needs to be.

Raw energy, fuel at mine or wellhead or tanker dock,
currently constitutes close to 5 percent of our gross national
product. Because oil and gas from older producing wells have
regulated prices substantially below their replacement costs, a
more realistic estimate of the current cost of fuel in our GNP
might be around 6 to 7 percent. With no change in the relative
costs of fuels, the corresponding fuel figure for the doubled
GNP of 2000-2005 would be about 5 to 6 percent. A doubling
of prices with no reduction in demand would thus add 5 to 6
percent of GNP to the cost of fuel. With the 15 to 20 percent
reduction in demand, the added cost due to a doubling of
prices would be equal to something less than 5 percent of GNP.

That is about the size of the medium-term "energy prob-
lem". It may be equivalent to permanently subtracting up to
5 percent from real GNP by about the year 2000. The cost
would show up as reduced productivity in the industries pro-
ducing fuel (and in the terms of trade with oil exporting na-
tions). This much of our GNP would simply disappear into the
costs of producing energy and, to some extent, the costs of
getting along with less. Most of it would be the higher cost of
extracting, delivering, or transforming energy, or abating the
environmental damage; some of it would be the extra costs
of accommodating, through fuel-saving technologies and con-
sumption patterns; to the higher relative price of fuel.

This, of course, is merely a crude upper-bound estimate
that pays no attention to the mix of coal, oil, gas, liquids or
gases derived from coal, or nuclear or hydroelectric power. It
is a rough estimate of gross magnitude.

Such a 5 percent GNP loss would be a permanent reduc-
tion. That is, at a growth rate of 2 or 3 percent per year, it
would be equivalent to something like a two-year setback in the
development of GNP after the year 2000. In any year after
2000 the GNP might be 5 percent below what it could have
been had the real costs of fuel not doubled. Alternatively stated,
from about the year 2000, any given level of GNP would be
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reached about two years later than that level would have been
reached had the average cost of fuel stayed at the level of the
late 1970s.

This estimate, based on purely arithmetical operations
with a conservative price elasticity, a historically observed GNP
elasticity of demand for fuels, and an estimate that the costs
of all fuels could on average double again within two decades,
is probably pessimistic in purely economic terms. A major un-
certainty in the cost of domestic fuel will be the costs we choose
to incur to avoid environmental damage, especially the hazards
to health in burning increasing quantities of fuel. But the pur-
pose here is only to arrive at a rough estimate of what may be
in store, especially if some of the more optimistic estimates of
what nature has hidden for us under the earth's surface should
be disappointed. What we get is an estimated burden equivalent
to a deadweight tax of up to 5 percent on our GNP in perpetuity,
or equivalently, a leftward displacement of the GNP growth
curve by a couple of years, from and after about the year 2000.

Absolutely, the loss is huge. Five percent of GNP today is
about a hundred billion dollars. When GNP has doubled it will
be two hundred billion. But in the first few years of the next
century it would be two hundred billion dollars subtracted
from a GNP of four trillion.

This figure is both immense and modest. If we were cal-
culating the worth of averting a loss of that magnitude, it is an
enormous amount of money, equivalent in percent of today's
GNP to most of the defense budget or two-thirds of the total
outlay for personal health services. But its historical significance
can be appreciated by drawing that curve projecting the GNP
from now until 2025 on an ordinary printed page; the difference
between real GNP with doubled fuel costs and real GNP with
today's fuel costs-that is, with the added cost of energy treated
as a net subtraction from GNP-is not much more than the
thickness of a line drawn with a soft pencil.

This does not belittle the problem. A lot of money is
covered by the thickness of the pencil by the time we reach
a GNP of four trillion dollars. The problem is a major one. It
ranks with, not necessarily above or below, several major fore-
seeable economic difficulties.
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GROWTH, STABILITY,
AND INFLATION

The foregoing assessment considers only the aggregate
cost to the nation as a whole of diverting resources into higher-
cost energy production or into less energy-intensive consump-
tion. It is an assessment of the total lost real income. There are
at least two other questions about the way the economy works
that have to be examined. One is: What would be the impact of
another doubling of fuel prices on overall economic perfor-
mance? Would the induced conservation of energy use resulting

'from the doubled price so impair economic performance that
some further loss must be accounted for, some multiplier effect
on production and employment? Our assumed GNP growth,
without fuel price increases, would raise energy use by some
80 percent over the rest of this century. In considering a possi-
ble doubling of fuel costs we have allowed for a price response
that, over the same period, inhibits some of that increase in
the use of energy, so that energy use at the end of the century
would be 50 percent rather than 80 percent greater than now
(i.e., 15/18 or 5/6 of what it would be at unchanged prices).
Should we expect that price-induced reductions of energy use,
accumulating over a twenty-year period to as much as 15 or
20 percent, will do disproportionate harm to employment, prod-
uctivity, and economic growth? That is, in avoiding the full cost
increase on the quantities of energy that would have been used
in the absence of any price-induced reduction, will consumers
and businesses do the economy more harm than if they paid the
price increase without economizing in the use of energy?

Another question is: how will the impact of a doubling of
fuel costs be distributed through the various sectors of the
economy? Will the impact of these costs, or of this lost prod-
uctivity, be spread over the economy in such a way that costs
are shared throughout the population, or instead be concen-
trated by region, by economic sector, or by income class?

Energy permeates the economy. Pure energy in heat,
light, and motor fuels is used by everyone. Some production
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processes and some consumer goods are much more energy
intensive than others, but not many sizeable industries are so
concentrated and so energy intensive as to generate isolated
serious pockets of depression if the prices of fuels double again.
General economic reasoning (as well as some elaborate econo-
metric modelling) finds no reason to believe that in the long
run, with steadily rising fuel prices that double in the course of
a decade or two, the economy cannot take it in stride. The ex-
perience of World War II was that even far more severe short-
run dislocations are not a threat to the viability of an economy
or to its capacity to remain fully employed.

This conclusion has to be qualified with respect to the
balance of payments. During the next decade or two, American
oil imports might be anywhere from a low figure of six or eight
million barrels per day to a high figure from twelve to fifteen
million. Using an intermediate figure of ten million for illustra-
tion, and the current price around $14 a barrel, the annual
value of oil imports would be $50 billion. If the price of OPEC
oil continues to be politically determined, by concerted action
among suppliers, there is no assurance that prices will not
occasionally change abruptly. The motives could be political
or commercial. A sudden increase by, say, 50 percent would
have three kinds of effect, and they need to be carefully dis-
tinguished.

One effect would be on the users of fuel, the price of whose
fuel would increase abruptly depending on how much federal
regulation held down the price of domestic fuels. The abrupt-
ness and unexpectedness of such a substantial price increase
would make accommodation to the higher prices more costly
than had they been gradual and anticipated. But the extra costs
of adaptation due to the. abruptness itself would be short-lived
and not cumulatively large compared to the cost increase
itself.

The second effect would be an inflationary impulse. A
sudden cost increase equivalent to one percent of GNP, together
with the associated increases in the prices of domestic fuels,
would show up promptly in production costs and in the con-
sumer price index. An economy that faces the chronic danger
of general price inflation is vulnerable to any imported com-

17



454

modity whose price can suddenly and disruptively increase to
the extent of a whole percentage point in the consumer price
index. The impact is greater than the once-for-all change in fuel
prices because of the many wage agreements and other cost
elements that have a contractual or statutory relation to the
price index and induce further price escalation. Offsetting de-
flationary policies could be triggered that would have a depress-
ing effect on production and employment. How serious those
would be depends on how effectively inflation is combatted;
but for at least a brief period, there could be a temporary loss
of national income beyond the $25 billion annual added cost
of foreign oil.

A third effect is the deflationary impact of the immediate
shift in the balance of payments. Twenty-five billion dollars of
current expenditure would be largely diverted from other con-
sumption into the higher cost of imported fuel, not instantly
matched by a corresponding increase in demand for U.S. ex-
ports. The fiscal impact is like that of a tax imposed suddenly
on fuel without an immediate corresponding increase in gov-
ernment expenditure. Well-designed fiscal programs need have
no difficulty in substantially offsetting this deflationary impact,
but well-designed fiscal programs of that magnitude are not
always readily available and politically acceptable on short
notice. (This fiscal impact is separate from the effect on the
value of the dollar in world currency markets, which can be
additionally mischievous.)

The magnitude of such a deflationary impact, if offsetting
fiscal policies were not to become promptly effective, could be
on the order of a percentage point in unemployment for a year
or more. And again, this is lost earnings additional to the lost
real income due to the higher cost of imported fuel.

The experience of 1974 was an extreme example of these
effects on price inflation and demand deflation. Except briefly
during the period of informal motor fuel rationing, higher fuel
prices per se had little or no effect on production and employ-
ment. But there was a balance of payments effect, which did
aggravate unemployment, and a stimulus to price inflation that
severely inhibited the government's fiscal action to offset the
impact on employment.
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WHO GAINS?
WHO LOSES?

The distributive question-who is hardest hit by increased
fuel prices and who least hard, who gains and who loses-
has a short-run and a longer-run perspective. The short run
relates to the current regulations on petroleum and natural gas,
regulations that have kept the prices of petroleum products and
gas below the market level. The prices on "old oil"-oil from
wells that were fully operating before 1973-have been held
to less than one-half the recent OPEC price. Wells brought
into production more recently are allowed to sell at a price
closer to, but still below, imported oil. Because refineries buy
old, new, and imported oil in different proportions, they pay
different average prices; under a system known as "entitle-
ments," refineries that obtain a cheaper mix make reimburse-
ment payments, and refineries that use a more expensive mix
receive reimbursement payments, with the effect that both pay
the same average price. That average price has been about 15
percent below the world oil price. Natural gas shipped across
state lines has been regulated at a price that may average about
one-half of what it would sell for if gas and petroleum were not
regulated.

"Old" oil and gas are a depleting resource. Unless the
wells more recently developed, or wells yet to be developed,
are legally declared "old" in relation to future increases in
world oil prices, the old oil and gas will cease to be a significant
part of the total in about six years. Meanwhile, the quantitative
effect of price regulation averages about $4 per barrel on some
nine million barrels per day of domestic production, or about
$35 million per day, $13 or $14 billion per year. For natural
gas the figure would be similar. A total in the neighborhood of
$25 billion per year is probably the difference between what all
consumers, individuals and businesses, pay for their fuel today
and what they would pay in the absence of price regulation.

That is a very gross estimate of the "income transfer" from
consumers to oil and gas producers, before corporate and per-
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sonal income taxes and before capture of any of those proceeds
in higher wages or absorption in higher production costs. (Some
part of the increase in wellhead prices of oil may reduce the
refinery profits.) Some fraction of the dividends and capital
gains arising from price deregulation would accrue to pension
funds, insurance companies, and the like. As a very crude esti-
mate we take $15 to 20 billion per year as the likely current
net redistributive effect of recourse to free market prices; this
figure diminishes each year as "old wells" are exhausted.

This $15 to 20 billion per year in net redistributive shift
from the rest of us to the owners. of petroleum and natural gas
resources is primarily what the present policy debate is about.
There are two sides to the debate. Should consumers pay prices
for oil and gas that reflect their market values and the estimated
costs of replacing gas and oil with future production? And, if so,
should producers receive, on oil and gas from wells, many of
which were brought into production at much lower market
prices, the full proceeds that would accrue from consumers'
paying market prices?

The central current issue in the policy debate is whether
consumers should pay up to $20 billion a year more for gas and
oil and, if so, how much, if any, of the proceeds should go to
producers of oil and gas, and what should be done with the
difference. The issue is divisive, and there are regional and
other differences in impact to heighten controversy. The amount
is as big as most controversial economic figures that arise in a
single year; it is equivalent to major tax reform or aid to the
cities.

It is not an amount that staggers an economy, reverses his-
torical trends, or changes the quality of life or the character
of society. The impact on the poor is somewhat, but only some-
what, more than in proportion to their share of income; the ef-
fect on consumers would be about like a transient 2 percent
sales tax in its magnitude and incidence.

In the longer run, the issue of what to do about the pricing
of "old oil" and "old gas" will persist only if regulation is in-
definitely continued. Price regulation is a distributive issue for
the simple reason that it cannot keep down the costs of fuel, it
only determines who pays them.
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FACING UP TO THE TRUE COSTS

Our estimate was that the costs of fuels are likely to in-
crease over the next twenty to twenty-five years and that the
increases, though substantial, are unlikely to exceed the equiv-
alent of 5 percent of the GNP in added cost or lost income.
That estimate we said was probably pessimistic in purely eco-
nomic terms. In political terms it could prove optimistic. The
estimate relates to the costs that may be unavoidable, the costs
that are determined by technology, geology, demography and
economics. Decently managed, the energy component of our
economy need not be expected to interfere seriously with em-
ployment and continual economic growth and it need not entail
costs of a magnitude to deserve much attention from economic
historians in the future. But that estimate did not include an
allowance for mismanagement.

The danger is that we shall attempt to insulate ourselves
from the rising costs of energy, deceiving ourselves that because
we do not pay the costs directly they do not have to be paid.

Energy policy itself can aggravate the problem by dealing
superficially with its manifestation, by attempting to hold down
prices while genuine costs are rising. If the true costs are not
faced we shall waste our energy resources in consumption, deny
ourselves the enlarged resources that would be available at
higher prices, and delay the technological changes that higher
costs would encourage.
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3
THE CRITICAL ROLE
OF OIL IMPORTS

Oil imports, it was noted above, are the critical connec-
tion between energy in this country and in the rest of the world.
They are the main and virtually the only channel through
which world energy supply and demand currently impinge on
domestic U.S. energy. They are the main way, although not the
only way, U.S. energy supply and demand impinge on world
energy. They are the principal energy connection between the
United States and a multitude of energy-related strategic and
foreign-policy issues.

U.S. imports of oil therefore deserve particular attention
in the design of energy policy. The President's National Energy
Plan of 1977 made the level of imports a central target. They
should be a central concern. But the fact of their importance
does not determine what our policy should be. The issues are as
complex as they are important.

In the first place, the many international issues that are
wrapped up in the world energy problem-NATO and Japa-
nese security, east-west relations, the danger of war in the
Middle East, development of the Third World, cooperation on
nuclear-materials security-will not be managed mainly by oil
imports. In coping with those issues it will be alliance policy,
trade policy, nonproliferation policy, arms-sales policy, Soviet-
American relations, and a multitude of other foreign-policy
dimensions that will principally determine success or failure.
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Even relations with Iran and Saudi Arabia depend on more
than oil policy.

The world's fuel problems, not to mention the surround-
ing political and strategic problems, cannot be decisively mod-
erated by U.S. policy on imports. The world's fuel problem is
large, permanent, politically and technologically complex, and
mostly beyond American control. Turning down the faucet on
U.S. imports will not take care of it.

Nevertheless, a difference of five or six million barrels of
oil per day, between nine or ten million and fifteen million
barrels in the 1980s, would be a large difference. At the current
price of oil it would mean a difference in our international pay-
ments of $80 billion instead of $50 billion per year. If the five
or six million barrels of additional imports induced a difference
in the price of oil by, say, $3 per barrel, it would mean $100
billion instead of $50 billion in our annual payments. Such a
price difference would also add a like amount to the costs of
other countries' oil imports. Policy on imports is therefore a
big part of any effective approach to world energy.

A policy that significantly moderates our need for oil is a
signal to other countries that we can keep our balance of pay-
ments under control. It is a signal that we will moderate not
only our demand on world supply but our upward pressure on
oil prices, helping other countries with their payments' prob-
lems as well. Furthermore, an energy program det# rmined to
keep oil imports within reasonable limits may provide some
leverage on the oil-import policies of other countries. The level
of other countries' imports will be determined, in part at least,
by the prices we pay for ours. Using the bargaining power that
would accrue to us from our willingness and ability to hold
imports within agreed limits will add a crucial and difficult
dimension to our oil policy.

OTHER CONNECTIONS
Before pursuing the implications of the central role of oil

imports, it will be useful to avoid over-simplification by noting
other energy connections.
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A major one is international trade in nuclear fuels, reac-

tors, technology, and waste products. Nuclear power will be-

come a major world energy source during the next two or

three decades, and its foreign-policy and national-security sig-

nificance is beyond exaggeration. As CED's policy statement

Nuclear Energy and National Security' made clear, U.S. domes-

tic nuclear-power decisions will not have a decisive impact on

the programs of foreign countries. U.S. concerns relate mainly

to the proliferation of weapons material and technology; and

the U.S. means of influencing those developments are not

tightly connected to the way nuclear electricity is developed or

regulated in the United States. Nevertheless this is an important

connection between U.S. and world energy. An assured ade-

quate supply of low-enriched uranium reactor fuel can be far

more important in helping to meet non-proliferation objectives

than its export value would indicate.
Nuclear power is, of course, an area in which formal in-

ternational cooperation plays an important role. The United

States is taking a leading role in the examination by some 40

governments of various ways to assure security of fuel supply

and reactor waste disposal for the countries that now have or

presently will have nuclear electric power programs. Assuring

an adequate supply of reactor-fuel for other countries, and an

adequate U.S. capacity to provide low-enriched uranium fuel

are simultaneously substantial contributions to world energy

and potentially major contributions to security against the pro-

liferation of weapons-grade nuclear materials. They are also

modest contributions to our energy balance of payments.
A second connection is research and development. The

United States shares technical leadership in energy research and

development with a number of countries and is by no means a

unique source of the world's future technologies. But many of

the technologies under development in this country could be

important to energy supply or conservation in other countries.

There is scope for making U.S. research and development more

1Nuclear Energy and National Security, a Statement on National Policy
by the Research and Policy Committee of the Committee for Economic
Development, New York, New York, September 1976.
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responsive to the needs, resources, and opportunities of other
parts of the world, especially the developing countries.

Coal (except metallurgical coal) is not presently a major
U.S. export. If the price of oil should resume a steep uptrend,
U.S. coal transport to Japan or to Western Europe might be-
come commercially attractive. Export of a hundred million tons
or more per year, at a value of five to ten billion dollars, is not
out of the question. But unprocessed coal is used in electric
power production, and nuclear power is likely to appear a
cheaper and environmentally cleaner substitute, even a more
secure supply, in the larger countries that might consider im-
porting coal. Converted to liquid, coal will not be competitive
on a large scale until, at the earliest, two decades from now;
coal thus used would help to reduce oil imports. Coal produc-
tion will be environmentally limited, and a large exportable
surplus may depend on more rapid expansion of mining and
transport than can occur. Nevertheless, in the longer run of two
or three decades, U.S. coal exports could become significant.

There is one potentially significant environmental area in
which U.S. and worldwide uses of energy join to produce a
common problem. It is the accumulation of carbon dioxide in
the atmosphere, a problem only beginning to be systematically
explored. It is potentially awesome in the effects on climate that
are considered possible, but uncertain, poorly understood, and
probably some decades away from requiring action.

Finally there is the entire systemic relation between U.S.
economic stability and growth on the one hand, and the eco-
nomic health of the rest of the world on the other. The volume
of U.S. imports and exports, the volume and direction of capital
flows, the institutional rules governing trade relations, and a
number of areas of international cooperation and foreign aid,
are economically and politically affected by the health of the
U.S. economy-our growth rate, our inflation, our foreign-
currency rates of exchange, our investment markets, and our
ability to avoid protectionist depressed areas. There is a linkage
between our energy policies and the health and growth of the
U.S. economy, a linkage that will be the more noticeable the
less well we manage our energy problems. There is linkage be-
tween the U.S. economy and the economies of the rest of the
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world. And there is linkage between those economies and the
"energy problems" embedded in them. But the specific charac-
ter of any U.S. domestic energy event, in its ultimate impact on
energy events in the rest of the world, will be hidden in the
complex transmission of overall economic performance, except
as it relates directly to the volume of oil imports.

Oil supplies from OPEC countries may be partly depen-
dent on the willingness of those countries to invest in the United
States. That in turn will be affected by their perception of the
health and growth of the U.S. economy and the stability of
our financial institutions. If mismanagement of our energy
problems appears to jeopardize the U.S. economy or the U.S.
balance of payments, the availability of world oil could be
diminished.

THE WORLD OIL MARKET
AND THE WORLD OIL PRICE

The President's National Energy Plan included a prospec-
tive reduction of oil imports by 1985 to barely half of what
they might have been by then in the absence of import-reducing
policies. Accomplishing that would require large reductions in
energy use, substitution of other fuels, or increases in domestic
oil supply. Three issues are involved in devising a policy for
oil imports. One is the quantities, and whether the quantities
should be flexible targets or firm programs. A second is the
program techniques by which imports would be made to con-
form to some targets; these could range all the way from fees
or direct controls on imports themselves to subsidies for home
insulation. A third is the diplomacy-the negotiations, commit-
ments, and the cooperative arrangements-with which our
goals and programs are worked out or discussed with the pro-
ducing countries and the other consuming countries.

In addressing these questions it is worthwhile to review
some of the roles played by oil imports and the nature of the
world oil market.

The market for oil is substantially a "world market." Ship-
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ping and marketing of crude oil and refinery products are
highly decentralized. End-use controls on refinery products are
nearly impossible. Oil exports can be shifted in destination;
transshipment of oil and refinery products is easy. The oil pro-
ducing countries lack any policing mechanism to preserve dis-
cipline on selective import controls. Denying a large fraction
of world oil to particular countries may not make much differ-
ence if the remaining fraction is adequate to their needs and is
available at no great change in price.

The implication of this is not only that an embargo of oil
is a diffuse and inaccurate weapon, but that consuming coun-
tries share a common problem whenever oil exports are inter-
fered with. The severity and timing of the problem would differ
among countries in the event of embargo or obstruction. But
what one country can do with strategic stockpiles or with
emergency conservation will be of interest to the other coun-
tries. And what a large consumer like the United States does in
an emergency will be perceived either as a major contribution
to international cooperation or as a major subtraction from it.

As long as we take seriously that our European allies,
Japan, and other countries are part of our mutual security sys-
tem; as long as we care about French or Japanese policy toward
the Middle East; as long as we care about successful develop-
ment in the poorer countries of the world, the most serious
"vulnerability" of the United States to a contrived energy emer-
gency is likely to be the effect it will have on other countries
that matter to us, even more than its effect on us.

Among the important characteristics of imported oil in
the U.S. economy, the first to note is that it is a major source of
energy. It is one-fifth of all the fuel we consume and currently
it is not getting smaller. Furthermore it is a flexible source, in-
creasing or decreasing easily on short notice, cushioning the
excesses and shortfalls of different supplies and different de-
mands-a cold winter, a coal strike, delays in nuclear power
plant construction, or shortfalls in conservation policy. In the
absence of disrupting influences, the world supply is a great
reservoir for cushioning the vagaries of supply and demand and
government policy.

Consuming imports saves domestic reserves. At the same
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time, in the absence of measures to develop unused capacity,
consuming foreign oil instead of producing domestic oil dimin-
ishes short-run domestic productive capacity because of the
time lag rn bringing in new wells or enhancing output from old
wells and 6nlarging distribution facilities. There is some trade-
off between domestic reserves and domestic productive capac-
ity: the more we import the more we save; the more we import
the less we currently produce; the less we currently produce the
more vulnerable we may be in the short run and the less vul-
nerable in the longer run.

Oil can be stockpiled as a strategic reserve against in-
terruption in supply. Member countries of the International
Energy Agency [IEA] have agreed to establish, by 1980, an
emergency reserve equal to ninety days of the previous year's
imports. The current U.S. program is to reach a government
reserve of at least a billion barrels by 1985, equivalent to at
least four months' imports at the 1978 level. How long such
a reserve would last would depend on the severity of reduction in
availability and the effectiveness of measures to conserve oil.
Even if import supplies were reduced by 25 percent, a 10 per-
cent reduction in import consumption (corresponding to re-
duced consumption of oil by no more than 5 percent, less if
production at home can expand promptly) would draw down
reserves by only 15 percent of the normal rate of imports, and
a reserve equivalent to four months of normal imports would
last more than twenty-four months. Of course, stockpiling does
increase the current demand for oil in the short run; whether
the supply situation will ease enough to permit some accumula-
tion of reserves during the next few years without undue upward
pressure on prices will depend crucially on events in Iran.

We are ourselves vulnerable to the needs of other consum-
ing countries in that our foreign policy objectives can oblige us
to restrict oil imports somewhat painfully to help make oil
available to other countries whose claims to a reasonable share
we must recognize. It is important not only that we help ease
the oil import and price problems of other countries, but that
we appear cooperative and exercise leadership in the interest of
alliance relations, nuclear non-proliferation, and the other key
objectives that are intertwined with energy. The United States
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has agreed to share available oil resources with the other TEA
governments and to draw down emergency stocks in the event
another OPEC embargo causes shortfalls that exceed specified
percentages of normal supply. Performance in such an emer-
gency is not guaranteed, but the leadership and leverage that
the United States could exercise would depend not only on the
willingness but on the ability of the United States to limit im-
ports in accordance with the sharing formula in such an
emergency.

Finally, the relation of oil prices to the quantities we im-
port, or to the quantities that other countries import, can be
crucial in determining the "cost" of additional imports or the
"savings" due to reduced imports. There is no reliable way to
calculate the effect of changes in world import demand on the
prices that will be set or obtained by OPEC countries. It is
almost certain, however, that reduced demand for imports will
soften prices or slow their climb, while increased demand would
hold prices up or accelerate their climb, especially when, as it
is expected, total demand for OPEC oil approaches the pro-
jected limits on OPEC supply capabilities in another decade.
A consequence of this price-quantity relation is that the true
economic cost of importing more (or the costs saved by import-
ing fewer barrels of oil) is not accurately measured by the price
per barrel at which the oil is imported.

Purely as illustration, consider the difference between the
estimate in the National Energy Plan that its proposed program
could result in oil imports in 1985 of about seven million bar-
rels per day compared with twelve to sixteen million in the ab-
sence of the program. Scale that import difference down to a
more modest four million barrels per day, eight million vs.
-twelve million barrels. Assume the price corresponding to eight
million barrels would be $15 per barrel, and that with the
higher level of imports (perhaps with some imitation by other
1EA countries that observe the U.S. not greatly conserving im-
ports) prices in the late 1980s would be higher by 20 percent,
or $18 per barrel. The "cost" to American consumers of the
additional four million barrels is not just the higher price of
$18. Eight million barrels at $15 would cost $120 million;
twelve million at $18 would cost $216 million. The difference

29



466

is $96 million, which comes to $24 per barrel for the extra four
million. (The four million additional barrels cost $18 apiece
and add $3 per barrel to the eight million barrels already being
imported).

(Moreover, other countries also are paying an increase of
$3 per barrel as a cost of our extra four million barrels.)

In the same way, if we hold imports to the lower level but
other consuming countries let their imports increase so much
that the price is $3 higher after 1985, we pay the extra $3 on
our eight million barrels, or $24 million per day as our "cost"
of their additional imports.

A final point needs to be made about the market for oil.
We noted above that it is indeed a "world market" because of
the large quantities that can shift from particular buyers to par-
ticular sellers, the ease with which oil can be redirected or
resold, and the impossibility of identifying individual refineries'
products and policing any program of selective denial. That is
quite separate from whether competition determines the market
price or prices are set arbitrarily by a cartel, or at least substan-
tially influenced by a single large supplier or a few suppliers

-that together can manipulate the price by the quantities they
are willing to sell. It has been argued that OPEC is by itself
responsible for the energy crisis and that a primary policy ob-
jective should be to find a way to dissolve OPEC or to coerce
it, through economic measures or otherwise, to lower its price.
The price of petroleum advanced so decisively when OPEC
acquired political cohesion in the aftermath of the October War
of 1973, leading to the popular discovery of the "energy crisis,"
that there is a temptation to believe that if their political co-
hesion-initially an Arab-nation phenomenon arising in war
-could be dissolved or moderated, petroleum prices would
recede and the energy crisis would return to its benign non-
existence of a decade ago.

Looking backwards five years, one may find that interpre-
tation of the "crisis" plausible. Looking forward any distance,
the coming increase in the cost of fuel appears to be much less
dependent on OPEC behavior. Although the oil-production
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policy of Saudi Arabia could indeed make a difference of se-v-
eral million barrels per day in the late 1980s and the 1990s, it
would only moderate the upward pressure on oil prices by de-
pleting reserves more rapidly.

The diagnosis that the energy crisis is purely a cartel phe-
nomenon is contradicted by two considerations. First, even
with substantially expanding OPEC production over the next
two decades, it is unlikely that petroleum prices can decline
except occasionally for brief periods, and likely that the net
change will be substantially upward. Second, oil in the ground
at today's prices is not an unreasonable investment, especially
for Saudi Arabia that has large liquid financial reserves earning
a nominal rate of return not much better than the rate of infla-
tion, considering the rate at which petroleum prices may rise
during the next decade or two. As long as oil revenues to Per-
sian Gulf nations exceed their current import requirements,
expanded production converts oil in the ground into alternative
financial or physical assets. The oil-producing states used to be
desperate for foreign exchange and liquid assets, but now they
can afford to hold oil rather than pump larger quantities at
lower prices. It is likely, therefore, that the discipline of an
OPEC cartel has been superseded by national self-interest as a
motive for not maximizing production in the short run, at least
for Saudi Arabia and some other Persian Gulf countries.

Clearly, the world energy problem described in Chapter 1
is not merely the artificial construct of a cartel. Nor is it certain
that the situation over the long run would be greatly improved
if OPEC countries dumped substantially larger quantities of oil
onto the market, greatly depressing current prices while deplet-
ing their reserves more rapidly.

In sum, espousing a policy of "breaking the OPEC cartel"
could be self-defeating on three grounds. First, if it succeeded
it would not make the energy problem go away. Second, it
would be economically mischievous if it encouraged the fantasy
that the energy problem is going to disappear and prices are
going down. Finally, its diplomatic effect would give credence
to the most immoderate participants in OPEC.
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REDUCING DEPENDENCE ON
IMPORTS: THE POLICY CHOICES

It is characteristic of the list of domestic measures that
appears on page 9, and of those proposed in the 1977
National Energy Plan, that none would have a prompt and
substantial effect of predictable magnitude on the level of im-
ports. While we can usually be sure of the direction of impact,
nobody can estimate the speed and magnitude of the effect.

Studies by the Congressional Budget Office and by the
General Accounting Office disagreed with the estimates in the
National Energy Plan, and the methodologies of those two
critiques show how easy it is to be off by a couple of million
barrels a day in estimating petroleum imports, even in compar-
atively straightforward proposals, to say nothing of the exact
size and timing of effects that changes in strip-mine legislation
or offshore leasing policies would have.

A major reason for this imprecision is that, under present
policies, imports are a cushion. If the programs adopted fail to
reduce the excess of U.S. demand over U.S. supply on schedule,
imports fill the gap. They moderate the domestic shortages or
price increases that would result if imports were unobtainable.

Therefore, if a multiude of measures proves inadequate to
the reduction of imports in conformity with some program goal,
new methods have to be instituted and we have to wait and see
how they work in reducing the demand for imports. The only
measure in the National Energy Plan that was directly geared
to the amount of petroleum consumption, and hence related
directly to the volume of oil imports, was the threatened gaso-
line tax that would have been introduced at the rate of 5¢ per
year starting in 1980 if the gasoline-consumption goals were
not being met. Even that tax-which Congress did not seri-
ously consider-would have had an impact delayed in years,
not months, and an impact of unpredictable size.

If a reduction in our dependence on oil imports-whether
an actual reduction in imports, a levelling off, a slower rate of
growth, or response to emergency-is considered important for
foreign policy, balance of payments, vulnerability to disruption,
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or orderly progress toward lower oil imports in the future, there
will have to be policies that work more effectively on imports
than those in place today. "More effectively" can mean more
sizeably, more predictably, more promptly, more sustainably
(i.e., with less troublesome side effects), or any combination
of these.

If our main purpose is reducing vulnerability to disrupted
supply, the emphasis should be on promptness and predictability
of the measures put in place. If the main purpose is moderating
world prices in the 1980s, size and predictability, or a combina-
tion of prompt effect and flexibility of administration (to permit
successful trial and adjustment) will be important. If the pri-
mary goals of import moderation are longer term, then size and
sustainability of policy effects need to be emphasized along
with the incentives that any such measures provide for bringing
in new supplies and new technology.

This choice of the focus of emphasis should, in turn,
condition the choice of measures used to reduce import de-
pendence. The relative importance attached to the different
objectives should broadly determine the choice between those
measures that reduce import demand indirectly-inhibiting
demand, encouraging conservation, stimulating supply, and
inducing technological change-and more direct actions to in-
hibit or restrict imports. Among the former would be imposing
taxes or offering subsidies or tax relief, or regulations, that
discourage the consumption of fuels, especially liquid fuels. It
would include efforts to reduce environmental obstacles and
delays to enlarged production. It would particularly apply to
policies that would allow domestic energy prices to rise fairly
promptly to world levels. The more direct actions would be
fees or import charges, licensing of imports, auctioning import
quotas, or cooperative arrangements among oil importers.

In general, direct means of intervention can be more
prompt and predictable in their effects, if there is authorization
for them. Obtaining new authorization can be a source of delay
(as the congressional response to the original National Energy
Plan dramatically illustrates). The former, indirect means, can
eventually have sizeable if slower effects and fewer undesired
side effects.
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The "side effects" are no mere academic detail. There is
no way that direct action against oil imports can be separated
or insulated from domestic energy prices. Any program that
directly inhibits or regulates imports will pose hard choices in
domestic fuel price and regulatory policy. This can most readily
be appreciated by considering what ought to be the first and
most obvious action to reduce imports: to let the price paid by
consumers of fuel rise to equal the amount actually paid by
consumers collectively for the oil that is imported. Consumers
presently pay about $2 per barrel less for imported oil (and for
all oil) than the import price. The importing refinery or dis-
tributor pays about $2 less per barrel, subsidized by the aver-
aging process that withholds from domestic producers part of
the price consumers pay and uses that difference to hold down
the price of imports. Every barrel of imported oil costs con-
sumers collectively the full OPEC price, but the consumer
shifts $2 of that price to other consumers by raising the average
price.

Making consumers pay the full price of imported oil is an
obvious first step in rationalizing our fuel policy. The 1977
National Energy Plan provided this, in a succession of annual
steps. The effect of an increase by 15 percent or so in the price
of imported oil might not be substantial, but it would be at
least in the right direction and in the longer run would induce
better decisions on supply, conservation, and technological
change.

More controversial is the unavoidable domestic counter-
part to that decision. Imported oil looks like, burns like, and is
like, domestic oil. There is no sensible way to charge people
more for gasoline refined from Arabian or Venezuelan oil than
for gasoline from Alaskan or Gulf States oil. Letting the con-
sumer pay $2 more per barrel on eight or nine million barrels
of imported oil entails letting the consumer pay $2 more per
barrel for domestic oil as well. This is where the choice gets
hard and the controversy bitter.

We are back at the distributive issue discussed earlier.
The extra $2 paid by the consumer for imported oil does not
go to the foreign supplier; the foreign supplier has always been
receiving the world price. The issue is whether domestic pro-
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ducers should receive the world price for their oil, or should
some kind of wellhead or other tax be imposed to keep the full
price increment from being a "windfall" for domestic pro-
ducers. This is the issue that was discussed at the close of the
preceding chapter.

Now consider a proposal to go even further, reducing oil
imports below the level that would correspond to the equaliza-
tion of domestic consumer prices with world prices. Broadly
speaking, there are two ways to do this: with price regulation,
and without it. If prices are regulated while imports are re-
duced, domestic shortages will appear that require some kind
of allocation or rationing, or direct measures that reduce
demand (equivalent to rationing) that work outside the price
system. Permanent rationing and price control are "side ef-
fects" of sufficient potential cost to weigh heavily against the
benefits from reduced imports.

If price controls are eschewed, the price of oil will have to
rise sufficiently to bring about the programmed reduction in
demand for imports. The domestic price must rise above the
world price of oil, and a duty or import fee of some kind must
be added on top of the world price of oil. Domestic prices will
rise not merely to the world price but to the world price plus
that duty.

There are two sizeable consequences of this approach.
First, the "distributive problem" emerges again. An import
duty of $2 or $3 per barrel transfers income from oil con-
sumers to the federal treasury where, however bitter the parti-
san dispute about the distribution of those proceeds, it is avail-
able for some kind of redistribution. Domestic petroleum,
selling at the same price and not taxed, yields proceeds not for
the federal treasury but to the producers of oil. That aggravates
the distributive issue. If the domestic output is taxed like im-
ports, the desired effect of the price increase on domestic supply
will be depressed.

Furthermore, the effect on the consumer price index, and
on all the wage and price decisions and agreements that are
institutionally related to that index, are likely to be the same as
if the price of oil increased on its own, and not as a result of
incentive taxes on oil. An extra $2 per barrel on imported and

35



472

domestic oil-a fairly moderate inhibitory tax incentive from
the point of view of energy policy-would add a percentage
point or two to the consumer price index; and while its impact
need not be altogether intimidating, it is far from negligible.

That the choices involving direct action on oil imports
are hard ones does not mean that the more indirect measures,
those that might act more slowly over time, are easy ones.
Whether school buildings or homes or government offices are
insulated because of the high price of heating oil, or because
of regulations that make it mandatory, the insulation has to be
paid for. The point is not that direct action on imports will have
side effects and the indirect actions will not, but that the dif-
ferences among side effects of different kinds of import-
conserving policies are so important that they cannot be dis-
regarded in the evaluation of costs and benefits.
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4

THE PRICE SYSTEM
AND ITS LIMITS

This section recapitulates the themes and observations of
the preceding sections and formulates principles that should
govern policy. It will not propose specific policies. Many alter-
native combinations of programs could be responsive to the
same needs and principles. They would differ in detail-in the
way that benefits and burdens are distributed by region, by
industry, or by income level; in their reliance on prices and
other economic incentives; in the level of government or the
agency of government that formulates or implements the pro-
grams; in the year-to-year or region-to-region flexibility with
which they may be administered; in the visibility of their appli-
cation and their effects, and in the awareness of consumers,
workers, or property owners of their incidence.

Furthermore, policies should be consistent; the whole
program should have a certain balance. Principles can con-
flict, and the conflict among them should not be disguised.
It is in the formulation of specific policies that the compro-
mising, the balancing, and the marginal adjusting should be
done to minimize the conflict in the interest of fairness and
acceptability.
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The preceding chapter emphasized the uniqueness of the
connection between the domestic energy economy and the
world energy economy, the oil-import connection. A contrast-
ing observation is fundamental to domestic policy. It is that
the interconnections within the United States among the dif-
ferent fuels, the different uses of fuels, and the different users of
fuels, are multifarious.

While it is not true that coal can substitute for gas in all
its uses or that refineries can shift their output mix to 100
percent gasoline or home heating oil, or that we can bake
waffles on coal stoves or light our dining rooms with natural
gas again, it is true that there are wide margins for making
inter-fuel substitutions and for substituting materials, activities,
and consumer goods that differ in their demands for energy.
Natural gas is simultaneously used for industrial heat, electric
power and home heating, and it is easily transported hundreds
of miles. Coal, oil and gas can all be used for electric power
and are all used for industrial heat. Reduced gasoline consump-
tion allows more home heating oil to be produced from the
crude, alleviating the pressure on natural gas or nuclear electric
power.

That is why there are so many different ways to devise an
energy-policy package. It is also why energy policy is bound to
be controversial. If there were but one thing to do, as there
occasionally is when an electric grid is over-burdened on a
summer afternoon and power cutbacks are unavoidable, there
would be little to argue about except the level of risk we were
willing to incur, or the investment we would inake today to
ease the problems tomorrow. It is because there are so many
ways that energy can be saved, rerouted and allocated, its
production subsidized or its use penalized; so many ways of
financing the subsidies or utilizing the tax proceeds; so many
ways of discriminating between homeowners and apartment
dwellers, the elderly who need warm houses and the motorists
who need gasoline, industries in New England or industries
in the North Central states, producers of oil from old wells
and explorers for new wells-that any major policies affecting
this hundred billion dollar component of the GNP generate
conflicts.
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PERSPECTIVES IN TIME

As we scan the coming century we see a succession of
loosely defined and overlapping periods that correspond to
changing energy objectives.

There is an immediate period, less than a decade, in which
limits on domestic fuel production have to be taken almost as
fixed. Fuel consumption has only begun to respond to the
price increases of the 1970s; and the dominant policy issue is
whether consumers should continue to buy petroleum products
and natural gas at prices below the world price for oil and the
equivalent market value of gas. As "old wells" are depleted,
the dollar value of this issue will decrease but not disappear.

Isolated from the future and from the rest of the world,
this issue appears to be purely distributive. But the future is not
isolated. Future production depends on decisions made in this
immediate period on the basis of prices expected during the
second decade from now. Similarly during this period we are
not insulated from the rest of the world. The demand for im-
ported oil reflects the below-market price that refiners and
consumers pay. Our balance of payments reflects this subsidy.
Thus what appears to be a purely distributive issue in the
short run is a long-term supply issue, a long-term conservation
issue, and an immediate as well as long-term balance of pay-
ments issue, because it cannot be detached from the longer
future and the wider world.

A second time perspective is from now to the end of the
century. During that time most of our energy will continue to
come from oil, gas and coal. Increasingly nuclear power, now
not quite 10 percent of our electricity, will replace the fossil
fuels. But by the year 2000, nuclear power actually on line
will be confined to the plants initiated during the coming dozen
years, and even if all electricity growth were in nuclear plants
from now on, the fraction so fueled by 2000 will not exceed
one-quarter. Solar heating, especially space and home water
heating, can be increasingly installed and even some start on
solar-powered electricity may appear.
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Liquid fuel from shale and other unconventional sources
will entail not only further development but eventually large
investments in new kinds of extracting and refining equipment,
and environmental and land use problems that have hardly
been investigated, much less resolved. The expected availability
and prices of such fuels will have an impact on fossil fuel de--
velopment in the preceding decade, but actual consumption of
such fuels during the remainder of this century will be small.
Coal-based gas or liquid fuel could become commercially
available before the end of the century, but actual growth of a
coal-based synthetic fuels' industry will begin only in the
1990s. The quantities, though noticeable, would not be a
significant percentage during any appreciable part of this
century. Since nuclear power produces only electricity, the
demand for liquid fuels will still have to be met from petroleum.

A third period, less confidently foreseeable, might be
from about the beginning of the next century and lasting some
decades. That will be the period when world production of gas
and petroleum may be absolutely declining, despite continually
rising demand for energy, and costs are primarily determined
by how rapidly and how economically alternative sources of
energy, not in use today, can be relied on. The use of sunlight
directly for electricity; liquid fuels from coal, shale, tar sands;
and perhaps nuclear reactors not dependent on large quantities
of uranium, will be competing. Production of liquid hydrogen
and even of alcohol could be part of the mix.

Still a fourth perspective, overlapping the third, may
*have to be located some time in the next century. This would
be a period in which energy decisions might have to be sub-
stantially dominated not by the costs of different kinds of fuel
but by the consequences of burning them. If it turns out that
the increasing use of fossil fuel jeopardizes climate and produc-
tivity, by what the carbon dioxide and other combustion
products may do to the thermal properties of the earth's atmos-
phere or as concentrations of certain elements in air or soil are
determined to be too dangerous to health, it could become
globally obligatory to reduce our collective burning of fuels
around the world. If that time should arrive, or should be
foreseen, there will be the economic and technological prob-
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lem of drastically limiting the worldwide use of fossil fuels and
moving toward reliance on solar and nuclear energy. More
than that, there will be a planetary political problem in getting
acceptance of some scheme of self-imposed global (but not
necessarily universal) rationing. That problem could make
some of today's issues, like gasoline taxes or deregulation of
natural gas, look easy.

THE ROLE OF THE PRICE SYSTEM

In devising energy policies what is by far the single most
important principle is also the most controversial and the most
misunderstood. It is that producers of fuels and consumers of
fuels are guided by prices, current and prospective. If the prices
consumers pay reflect the genuine economic costs of the fuels,
the fuels will be used only up to the point where their costs
are matched by their value to consumers. If the prices antici-
pated by producers reflect the value to consumers of additional
energy supplies, producers can afford to expand production as
long as the fuels they produce are worth more than the resources
that go into their production.

For all its imperfections the market-when it is allowed to
work-is the only comprehensive source of reliable signals to
users, savers, and producers, of the value of the energy that,
directly or indirectly, they are producing, consuming, or con-
serving. Market prices provide the information by which people
can economically adjust their behavior and the incentive to do
so. If the costs are paid by those who consume the energy, and
they know it; if the savings accrue to those who respond to costs
in conserving it; if earnings accrue to those who can shift
energy to the consumers who will pay more because it is worth
more to themselves or to their customers; and if investment in
new production or new technology will be profitable when,
and only when, the new oil or gas or coal or nuclear or solar
energy is worth enough to somebody to cover the full cost of
production; business firms, consumers, and government agen-
cies will have their energy activities coordinated by market
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prices in what is undoubtedly, though far from perfect, the most
cost-effective way that can be devised.

The danger, of course, is that we will attempt to insulate
ourselves from the rising costs of energy by holding prices
down. In that way, we will be deceiving ourselves into believing
that the costs do not have to be paid, because we do not pay
them directly and openly. But if they are not paid, the energy
will not be there when we need it. If the costs do not have to be
paid by users, consumers need not care and cannot know what
it is worth to save energy.

If an attempt is made to hold prices down while genuine
costs are rising, there is the danger that "energy policy" will
aggravate the problem it attempts to solve by dealing super-
ficially with its manifestation. If the true costs are not faced we
shall simply waste energy resources in consumption, deny our-
selves the enlarged supplies that could be available at higher
prices, and delay the technological development needed to cope
with rising costs.

Opinion polls and congressional behavior indicate that
nobody likes prices to go up, certainly not by means of a delib-
erate policy. Those who believe that there is indeed an energy
problem often appear to believe that the problem is to be
solved by forcibly bringing demand and supply into alignment,
not by letting prices bring them into alignment. Price increases
then look like the problem itself, rather than as reflections of
the problem and part of the mechanism of solution.

Furthermore there is the dilemma, mentioned earlier, of
the desire to redistribute the burden of increasing costs in the
short run and the need to let expected future prices reflect esti-
mated future costs. Not only do the public and Congress dislike
price increases, but many of them can do the arithmetic and
understand that a few tens of billions of dollars per year, for at
least a few years, would be a net transfer to those who own or
have contracted for "old oil" and "old gas". Amounts of money
of that magnitude, so easily identified by who gets it, are often
considered fair targets for redistribution. That was the basis
for the proposed wellhead tax on old oil and the origin of the
dispute about what to do with the proceeds of such a tax.

It is easy to make the case that perhaps $15 billion per
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year of crude oil revenues are available for the taking by federal
tax, with little deleterious effect on the immediate supply of
oil (and little net loss to oil producers if the alternative is to
retain the current regulated prices). Many congressmen and the
administration apparently feel that oil profits have been ren-
dered adequate if not excessive by the political events in the
Middle East in 1973, so that in fairness, the higher prices de-
signed for their effect on demand need not benefit the owners
of those operating wells. Discriminating in favor of "new oil"
and against "old oil" appears to take care of the supply in-
centive.

But old oil was once new oil. Today's new oil may be
declared old tomorrow, and tomorrow's new oil declared old
the day after. The same logic by which this year's "windfall
gains" can be taxed away while letting consumer prices go to a
market level may be just as appealing when oil and gas prices
have increased another 20 percent or 50 percent.

The market cannot be divided convincingly between
"present" and "future". Its time dimension is continuous. The
prices to which today's behavior is a response-the prices that
provide the incentives for current decisions on future supply
and new investment-are the expected prices for five, ten, or
even twenty years from now. Even consumer decisions on
heating systems, insulation, or gasoline mileage of the automo-
biles they buy, depend on the prices anticipated for five years
from now. Development now of new fuel sources that may begin
to come on the market ten years from now will be a response to
the prices expected in the second decade hence. It is predicted
prices, even more than current prices, that determine invest-
ment decisions.

In the best of circumstances there is uncertainty, and no
guarantee, that market predictions will be close to the mark.
But political predictions by producers and investors are almost
certain to depress anticipated prices below what a market an-
alysis would indicate. There is now an impressive record of
regulating energy prices to keep them from rising. The National
Energy Plan of 1977 proposed a wellhead tax on oil that would
allow consumer prices to be based on "the real value of oil"
(identified as the "world price of oil"). It proposed a perma-
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nent wellhead tax on domestic oil that would keep the net price
to producers equal to the 1977 world price, adjusted upward
only to keep pace with inflation. That is, in that plan, pros-
spective future oil supplies appeared destined to be worth-to
those who found the supplies, developed them, and brought
them into production-only what oil was worth on the world
market in 1977.

The odds are therefore biased against those who would
invest in new sources of energy. If market prices turn out to be
unexpectedly low, the investment will be unrewarded; if prices
turn out to be unexpectedly high, there is danger of price regu-
lation or taxation. Like the income-tax treatment of gambling,
you keep your losses but share your winnings with the Internal
Revenue Service. If one accepts the energy projections con-
tained in the National Energy Plan, it is not only in the event of
"unexpectedly" high prices that a wellhead or other tax would
drive a wedge between the "real value of oil" and the "real
worth to the producer" of bringing in new supplies; it is even
"expectedly" high prices whose incentive on supply is damp-
ened by the promise of permanent price controls on oil or,
equivalently, permanent taxes on it.

The same principle applies to natural gas. Even invest-
ments in coal and other energy sources will be influenced by an
apparent philosophy of permanent energy price regulation that,
originally applied to oil and gas, might be widened in its appli-
cation.

There is no constitutional way that the government can
commit itself to a hands-off policy, or even an evenhanded
policy, ten or fifteen years from now. But a rapid and uncon-
ditional phasing out of price regulation could make a convinc-
ing demonstration that at least one administration and one
Congress could agree on a more nearly free-market strategy.
Phasing out the regulation slowly, "painlessly," and with reser-
vations, can be unconvincing.

There is no effective way to keep today's policy on the
treatment of old oil and old gas from casting. a shadow on the
future. The immediate value of holding down oil and gas prices
for the consumer, or of letting them go up but recapturing the
difference in a tax that can be used to provide relief in other
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forms, is substantial; but it is at the cost-of permanent aggrava-
tion of an energy problem that will be serious enough even
with price policies that stimulate appropriate responses.

If indeed, as the President said in April 1977, the energy
crisis is a great challenge, facing that challenge will mean re-
sisting the temptation to evade the very price responses on
which our future supplies will depend.

THE MISLEADING IMAGE
OF THE "GAP"

This view of the future contrasts with most official anal-
yses. We do not focus on an event expected some time in the
late 1 980s or early 1 990s-the overtaking of world productive
capacity by world demand and the emergence of a gap or
shortfall.

A real gap, an observable one that actually occurs, would
have to result from price control. A gap can occur if prices are
controlled below market levels; but unless it is associated with
an effective rationing system, there will usually be some kind-
of cost-time spent waiting, risks of non-delivery, barter ar-
rangements, even bribes-that supplements the price as a
moderator of demand.

Usually the "gap" is an analytical construct. It is an esti-
mate of what production would be, and what demand would
be, at some specified world price, with either prices unchanged
from current levels or prices higher by some hypothetical in-
crement. This construct is intended to illustrate the supply-
demand relation of the future on the simplified assumption of
unchanging prices or of prices moving in some specified and
easily comprehensible path. It simplifies the picture by elimi-
nating price. It eases estimation because much more is known,
or can be guessed, about trends in economic growth and energy
growth than is known or can be guessed about the response of
supply or demand, and the speed of that response, to large price
changes. Furthermore, because the response of demand or
supply depends not only on current prices but expected future
prices, the simultaneous forecasting of prices and demand
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depends-on methodology that is at best hard to comprehend
and usually not available.

But concentrating on gaps and cross-over points is mis-
leading, even prejudicial. It is misleading if it suggests that
a gap will actually occur. It furthermore neglects to tell the
decision maker the answer to the most important question,
which is not the size of some hypothetical gap but how much
prices will rise and when. Investors in fuel-economizing equip-
ment, investors in oil and gas pipelines, investors in exploration
for new oil and gas, investors in coal gasification or liquefaction
technology, household investors in furnace equipment, insula-
tion and solar heating panels, do not know the one thing they
need to know when they are given the hypothetical constant-
price gap rather than the price. Not only is the price going to
be real while the gap is hypothetical; but it is the price, not the
gap, that tells an investor whether it is economical to stockpile
fuel in advance, to invest in equipment to conserve fuel, or to
develop new fuel supplies.

There is a worse effect. By focusing on the gap rather than
on the price-by not estimating the corresponding price-
there is a strong implication, even if unintended, that price
increases are unmentionable. If a variable as obvious and im-
portant as price is left out, the reason may be inferred to be
that prices would not be allowed to rise, or should not be, and
that policy should be based on eliminating the gap rather than
anticipating higher costs. A presumption is communicated
that a gap should be rationed away, not that a price should
be adapted to.

The analysis also inhibits anticipatory action. It suggests
that demand will "overtake" supply at some moment in time;
and if the conclusion is drawn that prices would then rise
sharply unless supplies were allocated or demand rationed,
there is no scope for taking the anticipatory action that might
advance the date of price increases but would moderate their
extent.

Finally, the consequences for production and employ-
ment are misrepresented if prices are left out of the picture and
the metaphor of the "gap" is relied on. A 10 percent gap sug-
gests that 10 percent of the taps will run dry, 10 percent of the

46



483

THE PRICE SYSTEM AND ITS LIMITS

engines will stop, and a crucial input to industry, farming
and transport will simply not be available when it is needed.
If instead it is proposed that fuel is going to cost more in ten
years, adaptation can begin early. Nothing special then happens
on that hypothetical date when, had prices been held un-
changed, the crossover would have occurred and the "gap"
would have begun its appearance. Most of the resiliency in an
economy comes from market adjustment to changing prices.
If you eliminate the changing prices from the picture, you
eliminate the image of an economy in which substitution and
adaptation are characteristic.

THE ROLE OF GOVERNMENT
Even if the objections to a freer market in energy are satis-

factorily overcome, there is still need for energy policy, because
there are many objectives that market incentives cannot ac-
complish. Four deserve emphasis. They are imports, environ-
ment, research and development, and the distribution of in-
come.

IMPORTS
There are important costs of imported oil that are not

borne by the importer or by the ultimate consumer of imported
oil. These are: the balance of payments; the influence of the
volume of imports on the world price of oil; the vulnerability
to supply disruption; and the need to cooperate with other con-
suming countries, through the International Energy Agency
and otherwise.

Balance of payments. The United States is currently
spending almost a billion dollars a week on oil imports. If
equivalent funds were spent by oil exporting countries (or by
other countries in which the oil exporting countries spent the
funds) on currently produced goods and services from the
United States, the effect would not greatly differ from spending
*the same $40 billion a year on an equivalent quantity of domes-
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tic fuels: having counted the cost of imports as the cost of
energy, there would be nothing further to concern us in the fact
that $40 billion worth of miscellaneous goods and services,
produced by American labor and capital, was transformed into
petroleum by the operation of world markets. But the extraor-
dinary proceeds of oil sales by small countries recently poor
and underdeveloped, has not been matched by an ability to
spend such sums in an orderly and effective way on interna-
tionally traded goods and services. Huge balances of liquid and
semi-liquid assets have grown under the centralized control of
a few enormously wealthy governments. Those balances may
continue to grow, although not to the startling extent of the
1974-1976 period.

It is beyond this study to analyze the problem for banking
and capital markets that could arise from continued increase
in centrally held bank deposits and short-term government debt.
There is concern, but it is not a concern that particularly affects
the consumer of motor fuel, heating oil, or oil-fired electricity.
The concern is not reflected in the prices that new domestic
fuel supplies would bring on the market, even if those prices
were released from control. The market response to concern
about these accumulating liquid balances would be through the
exchange value of the dollar, interest rates in this country, and
the liquidity of the banking system.

Volume and price. Even a modest difference in the
amount of oil imported by the United States can make a differ-
ence to the price. As pointed out earlier, the difference between
eight and twelve million barrels per day-a difference equiva-
lent to about one-tenth of internationally traded oil-could
affect the price by an amount that, though not capable of reli-
able estimation, could be a few dollars a barrel in the 1980s. If
instead of eight million barrels at $15 we imported twelve mil-
lion at $18, the difference would be $24 per barrel on the four
million barrel difference.

The higher figure-and this $24 cost is only to illustrate
the nature of the calculation-is the cost to consumers col-
lectively of the incremental oil. The importer calculates the
cost at the market price (in our illustration, the $18 figure). In
recognizing what it is worth to American consumers to avoid

48



485

THE PRICE SYSTEM AND ITS LIMITS

importing the extra oil, the correct cost figure is not the higher
price per barrel but the still higher incremental cost that reflects
the uncertain price increase on the amounts already being
imported.

Vulnerability to interruption. If imported oil were a spe-
cialized commodity and consumers of it could not readily sub-
stitute domestic fuel, importers and consumers could at least
be aware that they would be the targets, intended or not, of
embargo, sabotage, or war in the Middle East. But if supply is
interrupted, the impact, though partly regional, will be essen-
tially national. Particular refineries may be hard-hit, but all
consumers of petroleum products will suffer the attendant dis-
ruptions. No user of imported products has any reason to believe
that his own vulnerability to disruption would be different if
he eschewed the imported commodity in favor of domestic fuel.
To the extent, therefore, that there is a risk attaclihd to imported
oil, because of its potential unreliability on short noticemZnd
especially to the extent that the vulnerability is greater the
larger the volume of oil imports, this is a special and additional
costliness of imported oil that will not be measured by its market
price.

There are, however, at least two ways to insure against
that vulnerability. One is to treat imports as more costly, with
an attendant reduction in imported quantities. The other is to
carry a strategic reserve of quickly available fuel at government
expense. As mentioned earlier, the announced plan is to build a
federal stockpile of at least a billion barrels by 1985.

Cooperation. There are powerful reasons for cooperating
with-other importing countries in discouraging the growth of
oil imports. One is the corollary of the price calculation given
above. If the four million barrel increase in the hypothetical
example were not American imports but a combined increase
of which the U.S. share was two million, the expected effect on
the price might be the same. To continue the illustration, we
would be importing ten million barrels at $18 rather than eight
million barrels at $15, the difference being $60 million a day.
If we could forgo the two million barrels on condition other
consuming countries likewise curtail the other two million, we
would save $60 million on two million barrels, $30 per barrel.
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It is strongly in our interest to utilize our willingness to restrain
imports as leverage on other countries, for reasons directly re-
lated to the dollar cost of our imports.

Another reason for cooperation centers on the role of the
United States in world energy matters. As the largest oil im-
porting country, the richest country, and of all the western
developed countries the one richest in energy sources, the
United States is considered responsible for leadership in man-
aging world energy problems, world payments problems, and
the economic and military security of the western world. The
governing board of the International Energy Agency formu-
lated a set of principles that included agreement to make im-
port reduction a central goal of national energy programs. The
spirit of any such agreement is likely to have more effect on
other countries, the more apparent is the U.S. willingness and
ability to demonstrate its own participation.

All these considerations argue for going beyond the
achievement of a freer market in fuels toward additional steps
to discourage consumption of oil in general and consumption
of imported oil in particular. There are, however, opposing
considerations that have to be weighed, and no easy conclusion
emerges.

* The "side effects" mentioned at the end of the last chap-
ter make it impossible to do as we please about oil imports in
isolation from the most vexing issues of domestic regulation
and price policy, or even insulated from the macroeconomics
of inflation. There is no escaping the fact that any kind of policy
aimed directly at oil imports means either domestic price in-
creases, domestic price controls, domestic fuel taxes, or some
combination.

* Any action directed against oil imports that is more
than nominal in its impact would have to be publicly justified
and preferably used in negotiation with other consuming coun-
tries in a manner that could be construed as aggressively hostile
to the oil exporting countries. The diplomatic dimension might
be crucial. The supply response in some of the Persian Gulf
countries, and the associated price response, might not be of
the kind predicated in the foregoing analysis if the program of
import restriction is interpreted as a challenge to OPEC. Re-
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sistance in this country to any measures that deliberately raise
the price of fuels might have to be overcome by fairly vigorous
statements, even overstatements, of the importance of "soften-
ing" the world oil market to keep prices from rising even fur-
ther. The atmosphere would not be conducive to the most subtle
diplomacy.

Two other political considerations must be mentioned.
One is that the history of oil-import restrictions in the United
States is full of evidence that, like so many protectionist and
necessarily discriminatory controls, oil-import restrictions in-
variably carry a heavy load of politics and are at best divisive,
at worst severely distorted from any rational national purpose.
Even if it were evident that an ideally orchestrated oil-import
policy could substantially reduce imports to the great economic
benefit of the entire nation, prudence might suggest abstaining
from the attempt, or, at least, not assuming that the political
process would allow oil-import management to follow an opti-
mum course.

Parallel with that is the likelihood that a rational program
to inhibit imports would utilize import duties; sound economic
principles suggest duties rather than a mixture of quantitative
import licensing, price controls, "entitlements" and other direct
rationing techniques. But even a 20 percent ad valorem tax
would yield $10 billion per year of revenue if levied on imports
alone, twice that much if levied on domestic producers, and still
more if domestic gas were treated correspondingly. Ordinarily
the fact that a tax, justified on other grounds, also yields reve-
nue would be a welcome side effect; but the recent history of
proposed wellhead and gasoline taxes is a reminder that reve-
nues of this magnitude will not be ignored while people choose
tax rates guided solely by criteria of sound energy management.
What began as oil-import policy may end up as revenue policy.

Thus the considerations both for and against special mea-
sures to restrict or discourage imports are powerful. The issues
at stake are large. The fact that there are strong arguments both
ways does not mean that they cancel out. And the considera-
tions are so diverse in their politics, economics, and diplomacy,
that it is hard to reduce them to a common measure. Adding
them up and striking a balance would go beyond the purpose of
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this statement; framing the issues, not resolving them, is the
purpose here.

Nevertheless there may be a legitimate way out of what
otherwise looks like an impasse. It is to remind ourselves that
we are not yet in a position to debate how much further to go,
if domestic oil and gas prices have been allowed to meet world
market prices, because they have not been allowed to yet.

The first step is to discontinue subsidizing oil imports
through domestic price regulation. Most of the more difficult
issues arise only after we have eliminated policies that tilt in the
wrong direction. Whether we then wish to pursue policies that
tilt in the "right direction," taking into account the costs and
dangers that would accompany those steps, is a decision that
might legitimately be postponed until it is next on the agenda.

It makes sense to watch what happens to imports once the
present bias in the price system has been eliminated. We know
the direction of the effect; it is hard to estimate the magnitude.
Phasing out the present system of import subsidies will begin to
provide better evidence of what can be expected, how much
more may be needed, and when it is time to consider tilting our
price policy in the other direction.

In any event, the possible effect on price inflation would
suggest a time-phased program.

A point made earlier can be repeated here. An estimate
that the "true" incremental cost of imported oil is higher than
the world market price may be an insufficient reason for pro-
ceeding to raise the price of oil above that market price; but
because it is insufficient does not mean that it is incorrect. It
may still be the right standard to keep in mind in judging mea-
sures that work in other ways to reduce imports. (There is an
important asymmetry to keep in mind about inflation: taxing a
commodity to discourage its use raises the price index and can
trigger cost-of-living adjustments under wage contracts and
statutory provisions; subsidizing alternatives to achieve the
same purpose, does not.)

ENVIRONMENT
It is almost a matter of definition that the price system
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does not reflect "environmental" costs, and they cannot be left
to the market. If someone damages his own land without affect-
ing drainage, silting, or erosion on others' property, kills wild-
life only in his own pond, runs noisy equipment that no one
else can hear or contaminates only his own water supply, he is
not said to create an "environmental problem."

The problem is said to be "environmental" when the lead
and the sulphur drift downwind to make somebody else sick,
the oil spill washes anonymously onto a public beach, the acid
drainage from an abandoned mine destroys marine life, or the
burning of fuels or clearing of forests change regional or global
climate. Environmental effects are the consequences that are
outside the purview, the cost accounting, the concern or the
effective responsibility of identifiable producers and consumers.
They are outside the pricing system (except when damage suits
are a feasible way to make them costly).

The effects on health of different fuels, or of burning them
in different ways, are still little known and the market will not
discover them. As they become known, those effects will show
up in the market only if regulatory measures are deliberately
chosen that make them show up as costs. They may show up as
clean-up costs at the point of combustion, as costs of locating
where damage will be less, or as the costs of cleaner mixes of
fuels and combustion technologies. And they will get costed
only when government authority or the legal system obliges the
damages to be abated or otherwise taken into account, and only
then if a way can be found to assess the relevant costs as guides
to action.

There are two problems here, both relating to the way a
price system works. One is keeping environmental concerns
from being neglected in the marketplace. The second is to keep
environmental protection from itself being as divorced from
prices and costs as, in their absence, the environmental dam-
ages would be.

The environmental costs of energy are large. They will get
larger. Most of them have received serious attention only in the
last decade, some only in the last few years. There are chemical,
epidemiological, meteorological and ecological uncertainties.
The uncertainties are not going to be resolved quickly. And
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some of the problems, like nuclear wastes and endangered
species, not only are controversial but invite crusades.

The effect of coal combustion on human health, to take
an example, is little understood. Professional opinion about it
is undergoing rapid change. Whether the harm is caused by
sulphur dioxide in the vicinity of the plant or by photochemi-
cally produced sulphates a thousand miles downwind is a
question addressed only in the last few years. Sulphur is harm-
ful, but how harmful may not be known to within an order of
magnitude for years. Eliminating sulphur from smokestacks
adds to the cost of electricity, and with current technology it
produces a sludge that is an environmental problem itself. Low
sulphur coal is obtainable from the western plains of Montana,
Wyoming and Colorado; mining that coal entails land reclama-
tion, scarce water, long-distance rights-of-way, and sometimes
the social conflict associated with boom towns.

These are real problems. Most of the reasons why coal
production cannot be indefinitely expanded at today's costs re-
late to environmental and other public concerns, whether it be
land use, water drainage, overland transport, millions of tons
of sulphur in the atmosphere, or lead and other toxic substances
whose effect on health has not yet been studied. Changes in the
atmosphere, the temperatures of rivers, the chemical composi-
tion of rainfall, and ultimately climate itself are involved.

These genuine environmental concerns are large and im-
portant. They will account for a large fraction of the rise in the
cost of fuels as well as in the cost of burning fuels. Some of the
costs are peculiar to fuel itself-acid drainage from abandoned
coal mines or acid rain from sulphur emissions. And some, like
power-plant siting and rights-of-way for power transmission,
reflect the increasing difficulties of land use in an urban econ-
omy with a growing population.

Precisely because these effects are real and substantial, it
is important to manage them with attention to the costs of en-
vironmental protection itself. Environmental protection is often
treated, officially as well as popularly, as an absolute-not as
an economic choice, not as a correction applied to the price
system, not even as part of the cost of our energy, but as a mat-
ter of regulatory standards and prohibitions to be judged and
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administered without compromise, sometimes as a kind of mili-
tant opposition to economic improvement and growth. For
some purposes, especially some toxic substances, a purely regu-
latory approach makes sense. But for most activities relating to
extraction or combustion of fuel, environmental damages have
to be recognized as costs-costs of abatement to be borne if the
abatement is worth the cost, or costs of damage to be borne if
they are not worth abating. "Best available technology" is often
the standard applied, and it is inherently a standard that cannot
reflect costs and benefits and cannot reflect compromise.

People do need protection against lung and heart damage,
especially the elderly poor who are most susceptible to what-
ever the atmosphere brings them and least able to escape it. But
the elderly poor also need to be protected against winter cold,
summer heat, unlighted stairways, and higher costs of living. In
determining the sulphur-removal equipment that power plants
must install and maintain, the cost of which must eventually be
paid by consumers of electricity, we are determining how much
of their budget consumers want to pay for a cleaner outdoor
atmosphere compared with heat, light, and air conditioning.
Saying that does not settle the issue; it only formulates it.

It is extremely difficult to estimate what those genuine
environmenal costs-the costs that will have to be paid or that
are worth paying-of fuel and electricity will be during the
next few decades. It is even more difficult to estimat . how much
those costs may be aggravated by failure to treat environmental
protection as a legitimate economic problem and to treat it
instead as a technological absolute. It is difficult to estimate the
costs and delays that may accrue to obstructionist tactics,
whether they are legal tactics in the courts or acts of trespass
and intimidation. It seems fair to guess that misconceiving the
nature of environmental problems, mismanaging the regulatory
process, failing to recognize that objectives have to be com-
pared with costs and that environmental values compete with
other values, could double or more than double the environ-
mental costs associated with energy. Policy errors of that mag-
nitude should not be accepted as inevitable.

The environmental part of energy is divided among sev-
eral federal agencies, fifty state governments, and private action
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in the courts and elsewhere. The issue is not governmental in-
tervention on behalf of the environment so much as it is the
mode of intervention, the philosophy of costs and benefits, and
the locus of decision.

RESEARCH AND DEVELOPMENT

Research and development, especially in new technologies
that are not easily susceptible to patent protection and other
proprietary capture by those who invest in the development,
are generally recognized as a legitimate concern of federal pol-
icy. When discoveries can be adequately protected by patent,
copyright, secrecy, or quick exploitation ahead of the competi-
tion, market principles are likely to do a good job of inducing
the economically justifiable research and development to take
place. But when the discoveries and the experience cannot be
capitalized by the investors-when the investment generates
mainly a public demonstration of feasibility (or infeasibility!),
when the development is a "learning process" that people can
carry away with them, or when part of the learning is the
discovery of environmental concerns that, once identified, are
visible to all-the results of research and development will be
undervalued in the market.

This principle can apply to a broad range of initiating
activity, from basic research at one end of the spectrum to ex-
ploratory development, testing, prototypes and pilot opera-
tions, demonstration plants, even pioneer operations on a com-
mercial scale. But like the arguments for immediate restriction
of imports, this argument for federal subsidy of new technology
deserves a guarded response. It is easy to exaggerate the need
for governmental sharing in the cost of a new exploratory pro-
duction process. Compared with most technological develop-
ment done at government expense, e.g., military and space
technology where the government itself is the consumer, devel-
opment for consumer markets is an open-ended affair.

Nevertheless, in energy technology, especially new tech-
nology for liquid fuel and gas, there are special reasons why
exploration and development, even initial experiments with
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commercial-scale production, can have a national economic
significance beyond the criterion of profitability.

One is the importance of arriving at a reduced range of
uncertainty about the nature of the energy problem itself. Just
knowing whether or not some important synthetic fuels would
eventually be competitive, or knowing the world oil prices at
which they would become competitive, could help to avoid
serious mistakes in energy planning, both private and public.
Private investors only lose by investing in a plant that produces
mainly the valuable information that such plants are not yet
competitive and are not going to be for.many years.

The same principle applies to exploration. From the point
of view of a private firm exploring for new fossil fuel deposits,
success consists in finding the deposits that exist. For formulat-
ing national energy policy, exploration often has a value in
finding out, whether the findings are positive or not. The gov-
ernment's National Uranium Resource Evaluation Program
(NURE) is based on this principle: it is an attempt not so
much to find any uranium that exists but to get a better global
estimate of how much uranium there is to be found, at different
concentrations and extraction costs. In the same way there is a
national interest in knowing how much natural gas and petro-
leum is going to be found, not only in United States territory
but worldwide, because so many decisions, public and private,
depend crucially on overall estimates of the likely quantities
that may become available, at different extraction and distribu-
tion costs, over the coming decades. Knowing only that there is
an abundance of gas, or alternatively not much, to be found, is
of some help to the company that explores for gas but not
nearly as much help as knowing where it is to be found. But the
same information is especially helpful to investors in, say, coal
gasification, just as it is helpful in deciding on an oil import
policy. These decisions depend mainly on knowing what is go-
ing to be found, not where to go look for it.

In the same way, learning what the production and envi-
ronmental costs of coal-based gases and liquid fuels will be, or
oil from shale, can provide a crucial parameter that helps to
put boundaries on the nature and magnitude of the energy
problem which will face this country in the 1990s and the early
years of the next century.
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There are special reasons in energy why the development
of a better knowledge base is of national interest. It is often as
important to know that a particular technology will be environ-
mentally unacceptable as to know that it will be acceptable, or
as useful to know that a technology will not help in holding
down the price of liquid fuel as to know that it will help. Pri-
vate investors get no return from negative results; but bad news
can be a valuable warning to others.

A powerful argument for a strong government interest in
the development of new technologies for liquid fuel arises
from the markets' undercosting of imports, as described earlier.
It was argued above that the savings due to reduced imports
could substantially exceed the nominal price per barrel. It was
remarked that while that provides a strong argument in favor
of import controls, there may be powerful countervailing argu-
ments. But whatever policy one elects with respect to import
controls, the higher cost is the correct one to have in mind in
considering alternative energy decisions. Synthetic liquid fuels,
for example, at a premium above the world price for oil, could
be worth their cost if they reduce oil imports, even though con-
sumers would not pay that price because the consumer who
pays the full price gets only the nominal value, while the rest of
the value accrues to the entire economy in lower oil imports
and a possibly lower price of oil.

This could, of course, be a general argument for subsi-
dized domestic production of liquid fuel. While permanent
large-scale subsidization of commercial production could be
objected to on a number of grounds, at least the federal cost-
sharing or subsidization of the relevant research and develop-
ment could properly be considered justified by the excess of the
true collective cost of liquid fuels over the nominal world price
of oil.

INCOME PROTECTION

When prices change incomes change. They change be-
cause earnings are affected by prices; and more generally they
change because price changes have different effects on what
different people can buy with their incomes. An increase in the
price of coal can reflect greater earnings for coal miners or
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greater earnings for companies that own mining properties; it
also reduces the real income of people whose electricity costs
more. If all fuels become more expensive most of us-not all
of us-suffer reduced real incomes, but not all in the same pro-
portion; some of us are old and need warmer homes; some
drive longer distances to work or have more children's clothes
to wash. The same is true for all prices. But when particular
clusters of prices, like meat or medicine or fuel or house rents
go up or down, and especially when they go up, there are iden-
tifiable effects on people of different incomes, ages, and loca-
tions. When the changes are substantial, as with fuel, there is
an expected tendency for the people who are most disadvan-
taged to try to protect themselves through government inter-
vention to forestall the price increases. And because fuels are
comparatively standard commodities, already in most cases
subject to taxation or to regulation with respect to interstate
transport, and because fuel and electricity prices are directly
visible to consumers, income protection becomes a politically
powerful argument for price control. (Witness the periodic
popularity of gasoline rationing whenever "shortages" appear
or seem imminent, i.e.. whenever prices appear about to go up.)

. The price system, when it works well, is impersonal and
indiscriminate. What it does not do, and what should never be
claimed for it, is to bring about the distribution of income that
we might prefer on general grounds of equity and social wel-
fare. The price system that determines our individual wages,
salaries and profits, and our individual costs of living is attuned
mainly to the supply and demand for particular goods and ser-
vices, and it generates the distribution of income as a hugely
important byproduct. (People with greater needs can some-
times work overtime; people can raise their incomes by moving
to where their own particular talents would be in greater de-
mand; people can raise their future income by saving in re-
sponse to interest rates and investment opportunities; but in
determining the relative earning abilities of thirty-year olds,
fifty-year olds, and seventy-year olds, the market does it the
way it determines the relative prices of avocados and oranges
-through supply and demand, not considerations of social
welfare.)
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There are, broadly, two altogether different kinds of
mechanisms for changing the distribution of income or for
protecting the existing distribution against change. They can
be called the microeconomic and the macroeconomic. The
microeconomic mechanisms change income distribution by in-
tervening in particular markets, holding prices up (agricultural
price supports, minimum wage laws) and holding prices down
(natural gas, rent control) and protecting markets from com-
petition (tariffs and non-tariff trade barriers, airline regulation
and taxi medallions) and sometimes by regulating markets or
providing information services to make markets work more
competitively. The macroeconomic measures work on incomes
directly, and in the aggregate rather than with respect to par-
ticular markets; these are income taxes, social security, welfare,
and sometimes benefit programs for particular groups like vet-
erans, the blind, or college students.

As a general approach to income transfer or income
protection, there are two powerful reasons for favoring the
macroeconomic approach. One is that it does not so much dis-
tort the price signals and price incentives that coordinate de-
mand and supply. The second is that it is much more likely to
protect incomes or transfer incomes in accordance with princi-
ples that might command widespread political assent. Macro-
economic programs can target the poor, the elderly poor, the
very poor, the disadvantaged, the disadvantaged poor, and any
other groups within the population who can be defined by
reference to what makes them particularly needy or what gives
them special claim. Only occasionally does a microeconomic
intervention provide help to a substantial part of the target
population and only to the target population: some things
may be purchased only by, say, the rural elderly poor, and
subsidized provision or even price control will concentrate the
benefits on the target population if they are indeed the target
population. Holding down the price of gasoline or heating fuel,
especially if it means that some people cannot even get con-
nected to the cheap natural gas that would be a bargain at twice
the price, distributes its purported benefits over a large segment
of the population in a way that is hard to calculate and that is
unlikely to correspond to any acceptable criteria for income
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protection and income support. The fact that the poor buy gas-
oline too-not all of them, especially not the very poor and the
especially disadvantaged poor-does not make price controls
on petroleum a program to help the poor. The poor who don't
drive are likely to be as much in need of financial help as the
poor who drive, and gasoline price control neither confers most
of its benefits on the poor nor confers significant benefits on
most of the poor.

There are special cases in which sudden price changes
would have mischievous effects on particular groups that have
a special claim to protection. There are cases in which the
government, wisely or unwisely, made price commitments that
perhaps should not be abandoned abruptly. (The control of
inflation, as mentioned earlier, may occasionally demand direct
action on particular prices.) The microeconomic approach to
income protection therefore can often be justified as a special
case. But compared with the more explicit and more effective
macroeconomic route, managing and manipulating the price
system to preserve or to affect the distribution of income ought
to be justified in terms of special cases. Primary fuels, refinery
products, and electricity have a price incidence that is spread
so broadly over the population at all income levels and in all
regions and at all ages, that for purposes of income protection
the justified special cases should be rare.

THE ONE CERTAINTY:
UNCERTAINTY

A special principle underlies any approach to energy pol-
icy-the principle of uncertainty. No one really knows how
much undiscovered fuel there is, how quickly it will be dis-
covered, how much it will cost to produce and what the envi-
ronmental effects of consumption will be. It is not likely that
uncertainties about resources and the costs of using them will
be dispelled within a decade, or even two. We must design poli-
cies that admit the possibility of surprise and that weigh the
relative risks of being caught sometime in the future with un-
anticipated good news, or unanticipated bad news.
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We have similarly poor information about how the econ-
omy responds to changes in the prices of energy. Since the end
of World War II there have not been alternate periods of
markedly contrasting energy prices to give us "experimental
data" about conservation, substitution, and the stimulus to in-
vention and exploration. There are technological uncertainties
about the cost and safety of burning different fuels for different
purposes in years to come. There are grave uncertainties about
the security of oil from the Persian Gulf, the Mediterranean.
Southeast Asia and Latin America.

Given all the uncertainties, the wisest course is to pay
special attention not only to the policies but to the policy
process. Long-term targets may be needed for planning, but
they must be susceptible to short-term revision. Buffer stocks
of petroleum, for example, can allow not only a cushion against
sudden shortages but an even more important cushion against
decisions made in haste.

With full recognition that the market cannot respond to
all of the environmental or foreign policy considerations, it re-
mains true that for most business and consumer decisions the
market, as a process, has the important virtues of flexibility and
adaptability.
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C. Submitted Statements

STATEMENT OF RIc~nr T. AsRMAN, VICE PRESIDENT, HOLIDAY INNS,
INC.

Mr. Chairman, Holiday Inns, Inc., is grateful for the opportunity
to express its views on important issues which face our Nation. We
commend Senator Bentsen and the Joint Economic Committee for
sponsoring this conference and urge the continuation of the dialogue
which has begun here today.

Holiday Inns, Inc. is the world's leading hospitality company with
extensive interests in hotels, restaurants, casino gaming and trans-
portation. Specifically, there are more than 1,750 Holiday Inn hotels
operating in 54 countries. 72 hotels are currently under construction
and 94 are in the planning stage. Perkins 'Cake and Steak, Inc., the
Company's free standing restaurant subsidiary, owns, operates or
licenses 364 restaurants in 33 states. Gaming activities are headed by
Harrah's and include hotel casinos in Reno, Lake Tahoe, Las Vegas
and Atlantic City. Delta Steamship Lines, Inc., a major U.S. flagship
company, represents the Company s transportation interests.

With these extensive holdings, Holiday Inns, Inc. remains and inte-
gral part of the travel and tourism industry. Travel and tourism is, in
fact, the third largest industry in the United States in retail sales and
the largest employer in 23 states. In more than 40 states, tourism is
among the top three industries in retail sales. In 1979, for example,
foreign domestic travelers spent more than $140 billion in the United
States, generating more than 6.5 million jobs, $29 billion in wage and
salary income and nearly $17 billion in Federal, state and local tax
revenues.

Travel and tourism is indeed an important industry in the United
States, but it faces many serious problems, especially in the area of
energy. Among these energy-related issues, Holiday Inns is particu-
larly concerned with the Federal goverment's efforts to control and
to allocate the availability of gasoline.

The mobility of the American citizen is the very backbone of our
economy and the basis of our standard of living. The automobile has
been and will continue to be our primary mode of transportation, not
only in the pursuit of leisure-time activities but also in the conduct of
business. Research conducted by Holiday Inns shows that more than
two-thirds of our guests are traveling for business-related reasons.

We are concerned for this traveling business person who is essential
to every form of American business. While there is yet no substitute
for liquid fuels for motor vehicle transportation, we recognize the
importance of sharing equally the burden of coping with reduced and
unreliable supplies of petroleum. However, we do not feel the highway
motorist should bear a disproportionate share of that burden. At-
tempts by the Federal government to force conservation through regu-
latory programs have resulted in undue discrimination against the
highway motorist. Conservation efforts have been focused to an over-
whelming extent upon gasoline consumption and the administration
has refused to distinguish between two very distinct categories of
automobile users and their proportionate usage of gasoline. In fact,
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the intracity motorist consumes between three and four times more
gasoline than the highway-intercity motorist.

As an example of this discrimination, it is interesting to note that
the 55 mile per hour national speed limit affects only highway
travelers. For the business person, this limit imposes an increase in
driving time in excess of 20 percent. For this motorist especially, time
is money. The highway motorist must pay . . . together with the
intracity motorist . . . substantially higher costs for gasoline.

To date, the administration has placed into effect programs to re-
duce the consumption of gasoline by the highway motorist which are
clearly in excess of his or her ability to contribute to the conseravtion
effort, and far in excess of his or her proportionate share. The De-
partment of Energy has announced a proposed regulation that would
prohibit any member of a household from driving any of its auto-
mobiles for up to three days per week. There is no question that this
regulation would substantially impair the ability of a traveling busi-
ness person to earn a livelihood. And in businesses which are dependent
upon the mobility of their customers, this regulation would reduce
sales volumes by as much as 40 percent. In either case, there would
certainly be serious economic implications for the Nation as a whole.
Interestingly, this type of gasoline conservation program is being con-
sidered by the Department of Energy in spite of the fact that both
House of the Congress rejected such a proposal by substantial ma-
jorities. Such a program is more onerous than the closing of gasoline
stations on weekends ... a proposal which the Congress has prohibited
by law.

Holiday Inns is aware that in the event of a substantial shortfall
in the supply of petroleum, some method and degree of regulation
may be necessary. To cope with such a situation, the Administration
has "placed on the shelf" a coupon rationing plan. This rationing plan
causes us concern for the following reasons:

The triggering mechanism is imprecise and unpredictable.
Once triggered, the plan will require at least 12 months to de-

velop and at least 90 days to implement.
A 20 percent shortfall will immediately escalate into a 30 per-

cent reduction in availability of gasoline. -
A $464 million mobilization cost and a $475 million quarterly

operating cost is estimated . .. conservatively.
For the first rationing quarter, somewhere between 14 and 28

million individuals might fail to receive allotments to which they
are entitled.

Increased price has been proved and is acknowledged to be the
most effective means of reducing consumption, therefore, we believe
an unregulated free market system of balancing the supply and de-
mand of motor vehicle fuels would serve all segments of our society
best. If such a system proves to be inadequate ... as may occur in the
event of a substantial shortfall . . . we suggest the use of a rationing
plan based upon price with some taxation to return to the economy
any disproportionate escalation in prices. Such a plan could utilize
administrative systems currently in place and would therefore require
less time and money for implementation.



501

Although a single regulation may seem harmless or innocuous, the
cumulative effect of regulation on any one segment of American so-
ciety can have devastating effects. No single regulation should be con-
sidered in isolation from the whole body of Federal regulations.

In summary, Holiday Inns recommends:
A national energy policy which involves both production and

conservation.
That the Congress and the Administration differentiate between

the intercity and the intracity motorist in terms of gasoline avail-
ability, regulation, allocation and conservation.

That the Congress utilize a unregulated free market system
of supply and demand to insure the reliable availability of motor
vehicle fuels.

That any rationing plan (when necessary) be based upon price
with some mechanism for taxation to return to the economy any
disproportionate increase in prices.

That the cumulative affect of laws and regulations be care-
fully considered so that the one segment of our society is not un-
fairly burdened or injured.

On behalf of Holiday Inns, Inc. I thank you for the opportunity
to present our views. We welcome a continued interchange and an
opportunity to participate in the development of legislation which
may affect our industry, our nation and our future.

STATEMENT OF DURwooD CHALKER, CHAIRMAN, CENTRAL & SOUTH
WEST CORP.

Of all the problems facing our nation, none is more pervasive than
the problem of energy-both as to supply and price. It impacts the
lives of every American and is perhaps the major question mark of
our future security and prosperity.

The magnitude of that problem is dramatized by the current esti-
mate that we will consume more energy in this country during the next
20 years than we have used totally since the American Revolution.

Within the overall problem of energy, nothing is more compelling
than the question of whether this nation exercises fully the option of
nuclear power in its future energy mix.

In the judgment of my company and most of the other utility exec-
utives who share my kind of responsibility to consumers, it is impera-
tive that the new Administration and the Congress reaffirm a vigorous
commitment to nuclear power in America. The alternative is an ab-
solute certainty of ever-soaring energy prices and the probability of
serious energy shortages by the late 1980s or early 1990s.

Seven long years after the United States was first faced with the
stark reality of dependence on OPEC for too much of our energy
needs, we still import almost half our daily energy needs. Assuming
the maximum conservation efforts and increased use of coal, there
simply is no hope of ending that dependence without massive use of
nuclear power.

The electric utilities of the country saw the handwriting on the
wall more*than a decade ago, long before the first OPEC embargo.
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As an industry which consumes enormous quantities of energy, we
saw both rising demand and declining supply of traditional fuel
supplies of oil and gas. As a consequence, many utilities made long-
range plans to diversify their energy mix through increased use of
coal and nuclear power.

Anticipating what was to happen to conventional fuel supplies,
our Central and South West System by 1970 had committed to the
utilization of nuclear power. We are majority owners of the Black
Fox Project outside Tulsa, Okla., and a part owner of the South Texas
Nuclear Project near Bay City, Tex. Both of these projects represent
critical elements in our plans to meet future energy needs of our
consumers.

The urgency of having nuclear power as part of our own system's
future resources is typical of the industry throughout the country.
Indeed, other regions, not blessed with supplies of oil and gas re-
sources, are far more dependent on nuclear power. Four states al-
ready depend on nuclear power for half or more of their electric
power generation. (Vermont 78 percent, Maine 60 percent, Connecti-
cut 53 percent and Nebraska 50 percent.) The entire New England
region is today dependent on nuclear for 34 percent of its generation
fuel. Nationally, nuclear now provides about 13 percent of our en-
ergy needs. That total could rise to about 30 percent by the year 2000
if we get plants in planning stages and those now under construc-
tion completed and in operation.

Vital as nuclear power is to the American consumer, all of us in
the utility industry share a continuing frustration over the delays in
fully implementing this important energy option.

Let me make it clear that the utility industry fully supports every
reasonable action to assure the safety of nuclear power. Certainly
none has a greater stake in that safety than those of us who deliver
that energy to the consumer.

But the fact is that we who pioneered nuclear power have become
paralyzed by its critics that it now takes twice as long to build a nu-
clear power plant in the United States as it does in Europe.

The story is quite different elsewhere in the world. By 1982, nu-
clear power will supply 55 percent of France's energy needs. It has a
commitment of $8 billion annually to its breeder reactor program.
The British, after examining TMI, decided to accelerate their nu-
clear power program. Even the Soviet bloc hopes to derive 25 per-
cent of its energy needs from nuclear power by 1990. Closer by, our
neighboring Mexico has plans for 20 nuclear power plants.

How ironic it is that the technological giant of the world finds
itself falling behind in the energy production it invented. We watch
while month after month and year after year slide by, piling delay
on top of delay, based largely on bureaucratic vacillation and
uncertainty.

We submit that for too long the federal government has been an
instrument of uncertainty and obstruction in the development of
nuclear power, rather than an instrument of acceleration and en-
couragement. Obstructionists, whether in or out of government,
ignore the central fact that delay only costs the consumer and places
our total energy position in greater peril. Their rhetoric of doubt
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and fear obscure reality that of all sources of fuel available for elec-
trie power generation, nuclear offers the least expensive alternative
known to us, as well as the one with the least impact on the environ-
ment.

Clearly, if the United States is to avoid energy shortages and fur-
ther vulnerability to the supply and soaring cost of energy from the
OPEC nations, we cannot have further vacillation in this critical area.

We therefore urge the new Administration and the Congress to em-
bark on an enlightened new policy affirmation of the broader use of
nuclear power in America. We 'suggest that the policy be reflected in
five major actions:

(1) The immediate articulation by the new Administration of its
support for nuclear power and the manifestation of that support by
the Reagan transition tea-m in its interface with the Nuclear Regula-
tory Commission and the industry.

(2) The crash mobilization of all of the nuclear expertise in the
world as a continuing resource pool to the Reagan transition team and
to the Nuclear Regulatory Commission.

(3) Appointment of a blue ribbon panel of experts to evaluate all
existing rules and regulations of the NRC with a view of separating
safety-related regulations from nonsafety regulations, and advocate
sweeping revision, simplification and outright suspension of the latter
where feasible.

(4) Formulation of a request to Congress to appropriate whatever
funds are required to staff the NRC with qualified but unbiased exper-
tise to assure the safety of nuclear powerplants, but at the same time
dramatically accelerate the process of permitting, constructing and
licensing of nuclear powerplants.

(5) Acceleration of development of the breeder reactor, which not
only promises the ultimate in plentiful energy at relatively low cost,
but also would facilitate the disposal of nuclear waste. At the same
time, the breeder reactor would multiply many times over the effective-
ness of our total uranium resources.

I believe the actions outlined would produce significant results with-
in a short time. They not only would provide more reasonably priced
energy in a shorter time, but at the same time would signal the world
that America is determined to take back control of its own energy
destiny, and thus enhance its economic future and long-range security.

I want to express my appreciation to Chairman Bentsen and, the
Joint Economic Committee for its sponsorship in this meaningful
forum, along with our gratitude for inviting the Central and South
West System to be a participant.

STATEMENT OF MICHAEL D. DINGMAN, CHAIRMAN, WHEELABRATOR-
FRYE, INw.

Let the record show I am an advocate of free enterprise, but that
I am also a realist. A pure form of free enterprise may have existed
sometime in the distant past, but in my memory this country has
always had a mixed economy. The recipe for the mix is what we
seem to argue about.



6504

My company, which employs nearly 40,000 people, is a world leader
in the engineering of, and the development of process technology
for, energy plants, environmental systems and other industrial equip-
ment. Being in businesses like ours makes us pragmatists. We work
with all kind of customers, and all kinds of governments. We often
buck long odds.

A case in point is our M. W. Kellogg Co. In 1942, operating through
a subsidiary called Kellex and using American technology, Kellogg
took on the design of the Federal Government's massive K-25 plant
at Oak Ridge for the gaseous separation of Uranium-235. At the out-
set, Kellogg said the odds were 1,000 to 1 against the project's suc-
cess. What it achieved was a historic engineering feat.

Kellogg began its research in synthetic fuels in the midthirties.
In the early fifties, again using American technology, Kellogg de-
veloped, engineered and built SASOL I in South Africa, the world's
first major plant to produce oil, gasoline and other liquids from coal.
SASOL has been in continuous operation since 1955, and it has be-
come the symbol of that country's drive for energy independence.

In 1972, we began designing a 1,500-ton-per-day plant to convert
garbage into energy, creating a new source of energy. The plant,
which we built with our own money and other private capital, was
completed in 1975. It is the largest and most successful refuse-con-
version system in the United States, serving an estimated 800,000
people in Greater Boston. It also supplies a nearby General Electric
Company manufacturing plant with half its energy, thereby displac-
ing imported oil.

Also in 1972, for the Office of Coal Research, we began designing
a 50-ton-per-day pilot plant to porduce a coal-derived synthetic fuel
called solvent refined coal, or SRC. We worked in cooperation with a
Gulf Oil Corp. subsidiary. SRC is an environmentally superior method
of using coal. The Fort Lewis, Washington, pilot plant demonstrated
that it was possible to remove sulfur and ash from dirty, high-sulfur
coal at a significantly higher level of production than had been pre-
viously achieved. The pilot plant, in operation since 1975, is a major
building block of the nation's synthetic-fuels program.

In partnership with Air Products and Chemicals, Inc., we were
awarded the contract to design, build and operate the SRC-I demon-
stration project at Newman, Kentucky. Work on the project is under
way. It is being financed by the Federal Government, the Common
wealthy of Kentucky and the partners. The plant will convert 6,000
tons of raw coal per day into the energy equivalent of 20,000 barrels
of oil. We plan to make it a commercial-scale operation producing
100,000 barrels of oil equivalents per day by 1990.

Most of these activities will continue to flourish despite the level of
federal spending. But synfuels development is still an embryonic in-
dustry, too fragile to stand alone.

I ask you, therefore, to treat all responsibly managed synfuels proj-
ects as "endangered species" that need to be protected, not gunned
down. Furthermore, these projects should be accelerated for the good
of the country. Delays cost money and, more important, they jeopardize
our national security. Remember that in our society indecision means
that nothing happens. For too long, the synfuels program was gripped
by the inaction born of indecision.
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So I urge you not to eliminate the Department of Energy or the
Synthetic Fuels Corporation unless, or until, we can devise better al-
ternatives. These agencies may have their problems, but they are far
better than nothing at all.

We also need expedited and final interpretation of environmental
regulations and statutes so we can get on with the job. We are 100 per-
cent in favor of environmental impact statements. But we are not in
favor of giving the Indiana bat, the creature that is stalling our EIS
in Kentucky, as much time in the limelight as the snail darter received.
Such outrageous delays result in the loss of valuable time that can
never be recovered.

We must also foster the growth of domestic suppliers of synfuel
equipment so we don't have to buy such essentials as reactors and
slurry heaters from abroad. What's the use of achieving energy in-
dependence if we become dependent on foreign suppliers for our
equipment?

At last, a national consensus supporting synfuels has been achieved.
Most of the mechanisms to implement it are in place. Progress has been
made, but it's only the beginning. Making the wrong turn now will
take us down the dismal road of indecision and inaction, ignoring the
valuable lessons of nearly a half century of modest but promising
development.

STATEMENT OF JOSEPH P. DOWNER, VICE CHAIRMAN,

ATLANTIC RICHFIELD Co.

UNEMPLOYMENT

Major issu8e

Current high unemployment rate.
Regional mismatch of labor pools and employment opportunities.
Disparities between labor's skills and employers' needs.
Post-recovery high unemployment.

Dizcussion
The current high unemployment rates are due largely to the busi-

ness cycle. Although the economy seems to be recovering, recovery will
be gradual with the demand for jobs growing more slowly than the
supply of labor. Unemployment is expected to continue rising until
the middle of 1981 when the economy is forecast to be stimulated by
personal and corporate tax cuts. The recovery, however, will not bring
the unemployment rate down to the 4-percent "full employment" rate
of the mid-1960's; this noninflationary rate of unemployment has now
increased to the 5.0-5.5 percent range. Higher labor force participa-
tion rates for women and the greater numbers of younger workers
seeking jobs have raised the base unemployment rate because both
groups have below-average work skills and job tenure. In addition,
the economy has become more sensitive to tight labor markets with
demand-pull pressures on wage rates now being felt at earlier stages
in the recovery phase. The number of new labor force entrants will
drop over the next few years because of the changing age distribution
of the population and the female unemployment rate will decline with
an increase in women's work skills and greater career orientation,

73-057 0 - 81 - 35
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while the heightened sensitivity to demand-pull pressures will fall
only gradually. The post-recovery unemployment problem will be
compounded by the reindustrialization process which inevitably will
lead to a shift in the profile of job skills and shortages of others.
Regional differences in unemployment are also likely to increase due
to growing industries often locating in the sun belt while many of
the declining industries are located in the colder regions.
Recomne'wndation

High unemployment rates represent a real cost to our country in
terms of the human suffering they represent and the output of goods
and services foregone. Nevertheless, attempts to artificially limit un-
employment by requiring long lead-times on closure notices or sustain-
ing jobs by subsidizing declining industries will only spread the bur-
den through the society via higher taxes and reduced real income
growth, while preventing the marketplace adjustments integral to
solving the problem. The government's role in reducing unemploy-
ment should be to create a climate conducive to sustained economic
growth, easing the hardship of unemployment by continued unemploy-
ment insurance compensation programs, reducing barriers to-employ-
ment growth through lower minimum wages for teenagers, and spon-
soring job retraining programs.

INF"TION
Major isues

Supply shortages.
Cost-push factors.
Monetary and fiscal policies.
Synergism.
Pension policy.

Discus8ion
Agricultural products and energy supplies are the two main short-

ages contributing to the current high rate of price increases. Poor
climatic conditions caused a shortfall in the 1980 crops that compounds
the inflationary impacts of the hog and cattle cycles. Energy is adding
to inflation through the pass through of previous worlfd oil price
increases into the rest of the economy and the necessary decontrol of
domestic oil and natural gas prices. Cost-push factors include the
increased expense of doing business caused by government regulations
and environmental controls, rising employer social security taxes, and
declining labor productivity. The large federal budget deficits caused
by fiscal policies have not been ofset by appropriately tight monetary
measures thereby stimulating demand-pull inflation. The sustained
high rates of inflation caused by past and current shortages, cost-push
factors, and inappropriate monetary and fiscal policies have created a
perverse synergism that has made high inflation somewhat self-per-
petuating through buy-now consumer psychology, the indexation of
wages and contract prices, and disincentives to both savings and invest-
ment through the income tax which treats inflation's impact on asset
values as capital gains and provides corporations with inadequate cash
flow to replace depreciating plant and equipment.
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Recommendation
The most important initiatives the new Administration could take

would be the gradual reduction in the federal deficit and the encour-
agement of the Federal Reserve to dampen growth in money supply.
This would cause a slow yet acceptable decline in unemployment while
dampening inflation through lowered demand-pull pressures and
declining inflationary expectations. Less significant, but still impor-
tant, would be the alleviation of cost-push pressures by curbing gov-
ernment requirements on businesses without sacrificing the important
social and environmental programs. It took a decade and a half for
the trend rate of inflation to rise to its current 10 percent level and
will take several years to reduce inflation to an acceptable rate. There
are no quick solutions. Attempts to rapidly cut inflation through
monetary and fiscal policies would raise the unemployment rate to
unacceptably high levels. Direct government control of prices works
only for brief periods, masks rather than solves the problem, and
inevitably leads to a surge in inflation when the controls are removed.

Occasional supply side shocks are probably unavoidable. A good
1981 crop yield would offset some of the inflationary impact of this
summer's drought, while the stimulus to conservation and alternative
energy sources provided by energy price decontrol would help mini-
mize our dependence on unstable foreign energy supplies. Govern-
ment response to supply side shocks should be tempered by the long-
term impact on inflation.

INFLATION-PENSION POLICY
Di8cus8ion

A staff study on social security and pensions was released by the
Joint Economic Committee recently. It was prepared as part of the
Special Study on Economic Change. This study confirmed our view
that control of pension assets and problems associated with retirement
income may be major issues in the 1980's and relate directly to the
broader issues of inflation, capital formation and reindustrialization.

Assets of private pension plans in 1978 amounted to over $321
billion. These assets represented about 27 percent of GNP, or
more than double their percentage of GNP in 1950. By 1985-
if assets grow at a 4 percent compound rate-the total value of
these stocks, bonds, real estate and other investments will
amount to $422 billion.

Federal civilian retirement systems in 1978 had accumulated assets
of $57.7 billion which are invested in government securities.

State and local government pension systems in 1978 had about
$142.6 billion in assets, largely invested in private securities.
If assets grow at a 4 percent compound rate, the total will be
$187.7 billion in 1985.

Today, there are about three workers paying taxes into the Social
Security system for every person who is drawing benefits from
it; by 2025, the ratio of contributors to 'beneficiaries will be
two to one.

The Social Security system now is faced with both an immediate
funding problem and the possibility of a long-run funding problem.
Costs of indexed pension benefits-benefits that rise with inflation-
have increased rapidly due to inflation, and will continue to soar as
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the population ages. Policymakers and legislators must consider the
future cost implication. In addition, an examination of possible dis-
incentives to productivity such as mandatory retirement age or limit
on retirement earnings should be productive.

Private and some public pension plans play an important role in
capital formation, since the assets of their pension funds provide an
enormous pool for investment. Social Security, on the other hand,
builds up no capital stock, since it is funded on a pay-as-you-go basis,
and therefore provides no assets for investment. Moreover, there is
some evidence to suggest that the expectation of Social Security bene-
fits tends to reduce the incentive for private saving. Since this private
saving by millions of individuals would have been available to finance
investment, the result is a smaller capital stock which means lower
productive capacity, lower output, and lower living standards.

One criticism of the private pension system is that a significant num-
ber of individual's do not receive benefits either because they are not
covered by a plan or because they fail to meet the plan's vesting pro-
visions. Most private plans require 10 years of participation before
accrued benefits vest. With 10-year vesting, a major issue is "portabil-
ity"-the ability to transfer accumulated pension rights when chang-
ing jobs. The President's Commission on Pension Policy which is now
studying the problem seems likely to recommend immediate vesting in
private pension plans and establishing a mechanism to provide
portability.
Recommendation

The provisions of private pension plans are usually developed
through internal labor negotiations. The result is an agreed balance
between cost and benefits. Mandatory reduction of the vesting period
could result, however, in reduced benefits and/or fewer plans offered.
It is generally recognized that the Employee Retirement Income Secu-
rity Act (ERISA) was largely responsible for termination of over
24,000 retirement plans. Thus, even though apparently needed, ERISA
had a down side.

On a more positive note, perhaps consideration should be given to
expansion of Keogh plan concepts in a way that encourages individu-
als to save towards retirement individually. Elimination of taxes on
interest and deduction from taxable income contributions to retire-
ment accounts would be two steps which would add to capital fornaa-
tion as well as providing additional retirement capability.

ENIROY
Major iesuea

Domestic oil and natural gas pricing.
U.S. energy emergency policy.
Coal, nuclear and alternative energy sources.
Energy conservation.
Strategic petroleum reserves.
Environmental.

Dome8tic oil and natural gas prwing
Discussion

Oil price and allocation regulations.-Current oil price controls ex-
pire September 30, 1981, and take with them allocation controls, crude
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oil entitlements, and the buy/sell program. The return to world market
prices should allow our economy to adjust both production and con-
sumption. It should also allow alternative fuels to compete with oil. As
prices rise in the future, alternatives also become more attractive.
President-elect Reagan will have the power to decontrol oil prices be-
fore the statutory deadline if he considers it desirable.

Natural gas pricing.-Prices for certain defined categories of nat-
ural gas (instrastate, new interstate, high cost supplies, and others)
are allowed to increase each month in a phased decontrol program. The
Natural Gas Policy Act of 1978 provides for decontrol of these prices
in 1985 (about one half of total production). Phased decontrol allows
prices to increase from an April 1977 price of $1.77 per MCF at the
rate of inflation plus 4 percent per month. The current price for new
gas is $2.58 per MCF. This phased decontrol was predicated on allow-
ing gas prices to reach parity with oil in 1985. However, oil prices have
risen much more than expected with the result that a substantial price
gap now seems inevitable.

Current perceptions of natural gas producibility indicate an ade-
quate supply for the next several years even with prices below oil par-
ity. Fuel use act restrictions on use of natural gas in boilers or other
major fuel burning installations tend to depress demand.
Recommendation

The following positive actions should be seriously considered:
Accelerated decontrol of oil, ahead of the October 1 statutory date;
Revisions to the Natural Gas Policy Act to increase the rate at

which prices are allowed to rise so that parity with oil prices
can be achieved by 1985; and

Changes in the Fuel Use Act that would allow the use of natural
gas in boilers, assuming price controls are removed.

U.S. emergency energy policy
Di8cussion

At present, a mandatory coupon rationing system has been signed
into law which the President could trigger in the event of a 20 percent
U.S. oil shortfall. For smaller shortfalls we must rely on the same
basic allocation regulations that were in effect during the gasoline
lines of 1979. It is critical that the United States have in place an
effective, easily deployable, straightforward mechanism for managing
emergency oil shortfalls. Recent discussion of alternative possibilities
has included allowing market forces to work (either alone, or in com-
bination with an excise tax or additional windfall profits tax), man-
datory allocation controls and the extension of gasoline rationing to
cover smaller shortfalls. These issues are currently being explored
within Atlantic Richfield, the National Petroleum Council and DOE.
A recent Aspen Institute study suggested serious consideration be
given to relying on market forces. The new Administration should
quickly focus on this issue because of present Middle East uncertain-
ties and the high economic and human costs in not being prepared.
Recommendation

Development of effective U.S. emergency energy policies should be
given high priority, and full consideration should be given to relying
on market forces to handle crude and product allocation.
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Coal and alternative energy sources
Discum8ion and recommendation

The United States must effectively utilize the range of economic
energy sources available to it.

The United States has abundant coal resources and at the present
time coal, even with the costs of meeting current environmental stand-
ards, is competitive with oil as a boiler fuel in electric utility genera-
tion. We need to streamline environmental and regulatory processes
that hinder coal utilization. This includes carefully reviewing current
air quality standards to determine more appropriate guidelines and
allowing industry flexibility in meeting those standards in the least-
cost way, and providing a proper climate for the market developing of
necessary port facilities to support the growing potential for U.S.
coal exports.

Perhaps the greatest incentive that can be provided to alternative
energy sources is oil and natural gas price decontrol. By allowing
domestic oil and gas prices to rise, alternative energy sources become
relatively less costly to consume and produce.

A Synthetic Fuels Corporation has been established and funded
with $20 billion for the next four years with an option of an additional
$68 billion. It has been given targets of 500,000 barrels per day of oil
equivalent synthetic fuels production by 1987 and 2 million barrels
per day by 1992. The focus of the corporation should be on research,
development, and demonstration of cost-effective fuel technologies,
rather than on subsidizing their commercialization, as long as their
prices do not reflect market price levels for equivalent alternative
fuels or conservation. While the operations of the Synthetic Fuels
Corporation should be directed at providing the greatest near term
gains, longer range alternatives, such as solar, should not be neglected.

Energy conservation

Discussion and recommendation
The present system of energy price controls and regulations en-

courages excessive domestic energy consumption. Allowing domestic
prices to rise will increase energy conservation incentives, but it will
still take time for the economy to fully adjust to the current level of
world oil prices. Beyond decontrol, some government involvement in
energy conservation could be most appropriate.

Energy conservation opportunities now available are largely based
on increased efficiency of energy use and require capital investment.
Government could fund energy conservation R&D technologies as well
as provide increased energy cost information (and possibly subsidies)
to the energy consumer to assist in making his energy use as efficient
as possible. For example, the typical residential consumer demands
energy services in kilowatts of electricity or therms of natural gas.
However, he has inadequate information on the real cost (energy plus
capital cost) of various energy consumption minimization strategies,
including different fuels, different insulation and weatherization. The
justification for installing a more efficient furnace or other fuel sav-
ing equipment, such as thermal solar, is often inadequate for the sin-
gle consumer at market interest rates, but perhaps the greater national
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interest warrants tax and/or other assistance to make such energy
conversions. Although the industrial sector has responded to energy
price increases and achieved significant energy conservation gains,
further gains still seem attainable.

Strategic petroleum. reserve
Discusion

The Energy Policy and Conservation Act of 1975 (EPCA) created
a Strategic Petroleum Reserve (SPR) in order to lessen U.S. vulner-
ability to the effects of a severe petroleum supply interruption. Presi-
dent Carter called for the entire 1 billion barrel reserve to be com-
pleted by 1985, the plans -for which were accepted by the Congress on
June 13, 1978.

The SPR has encountered numerous technical and political setbacks,
including the 1979 Iranian crisis, and the 1985 target will not be
reached if present implementation continues. As a reaffirmation of Con-
gressional intent, the Energy Security Act of 1980 (ESA), signed into
law June 30, 1980, mandates resumption of SPR filling at an average
rate of 100,000 barrels per day as a condition for continued sale of oil
produced from the Naval Petroleum Reserve from October 1980 to
September 1981 and each fiscal year thereafter until the 1 billion bar-
rel target is achieved. ESA also requires use of the entitlements pro-
gram to subsidize the cost of acquiring oil for the SPR.

At the 100,000 barrel per day fill rate, nearly 30 years would be re-
quired to achieve the 1 billion barrel target. Current discussions in the
Senate consider increasing the fill rate to 300,000 barrels per day so that
the target could be achieved by the end of this decade.

Recommendation
Constructive efforts should be made to provide the nation with a

strategic petroleum reserve to be used only in a bona fide emergency.
The reserve should be filled with domestically produced crude oil at
the maximum rate possible with political impunity internationally.

Energy-En'vironment
Discuaswn

While it is widely acknowledged that environmental laws and reg-
ulations have adversely affected U.S. energy development, industry
has had great difficulty in documenting that effect in detail. Mandated
1981 reauthorization of the Clean Air Act, however, has focused efforts
for regulatory and statutory reform, notably in relation to prospec-
tive energy and mineral resource development.

Three issues illustrate the counterproductive nature of current stat-
utes and regulations:

(1) All stationary sources that burn coal are required to reduce
S02 emissions by a given percentage. This requirement effec-
tively forces installation of scrubbers on all coal-fired boilers,
regardless of the actual sulfur content of the coal used and en-
courages use of high-sulfur coal in preference to the higher
priced low-sulfur coal. In fact, the requirement was instituted
to protect high-sulfur coal producers in the East against com-
petition from low-sulfur coal from the West.
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(2) Visibility regulations have been issued that would create
"buffer zones" around so-called pristine areas and scenic vis-
tas, effectively prohibiting energy and mineral resource de-
velopment well beyond the actual land area designated as
pristine. These "buffer zones" contradict actual statutory lan-
guage of the Clean Air Act.

(3) T1he stringent prevention of significant deterioration air cual-
ity standards (PSD) applied to pristine areas effectively
prohibit energy and mineral resource development within, or
immediately adjacent to, those areas. As "wilderness" desig-
nations of public lands proliferate, it is not unlikely that cor-
responding land management under PSD regulations would
forestall energy and mineral resource development in the last
U.S. frontier: public lands, particularly in Alaska.

Recommendation
S02 percentage reduction standards should be replaced by a single

SO2 emission standard, allowing the user to determine if economics
and efficiency favor use of low-sulfur coal or installation of scrubbers
on coal-fired boilers. "Buffer zones" should be eliminated from visibil-
ity regulation and the conceptual basis for visibility regulation should
be re-examined. PSD designations for pristine areas should include
economic factors, and variances for such designations should be avail-
able to facilitate energy and mineral development.

It is hoped that such constructive, reasoned reform of the Clean Air
Act will serve as a model for overall reform of environmental statutes
and regulation, permitting economic growth to coexist with environ-
mental and public health protection.

Unfortunately, environmental protection has been cast in unduly
rigid specifications, which have produced burgeoning economic prob-
lems for industry. Projects, otherwise viable, have been "chilled" or
their costs inflated substantially by interminable delays in the permit-
ting process. If reforms were to be instituted that set environmental
performance standards for industry, and allowed industry innovation
and flexibility in meeting those standards on a least cost basis, the
economy and the environment of the U.S. would both be well served.

PRODUCTIVITY

Major isues
Structural changes.
Capital supply.
Government regulation.

Discussion
Some of the productivity slowdown has been due to structural

changes such as the large number of unskilled new entrants into the
labor force and the shift in the composition of the economy's output
away from the labor efficient manufacturing sector to lower produc-
tivity government and service sectors. Additional decline has been
caused by a fall in the capital investment growth in part due to the
heightened uncertainty created by an unstable economy and unpre-
dictable government policies as well as the wedge between the cash
flow from depreciation charges and the actual cost of replacing the
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depreciating assets. Productivity has been slowed further by the need
to increase the number of employees in order to meet government
reporting and other requirements as well as by the need to adopt less
efficient production processes in order to meet environment and safety
requirements.
Recommendation

The ongoing change in the age distribution of the population will
soon begin to work in favor of increased productivity because of the
maturation of the labor force. The shift in consumption towards serv-
ices will continue to dampen the rate of growth and productivity,
although the encouragement of investment would stimulate spending
on labor-saving techniques in service industries. Government should
assist productivity growth by stimulating plant and equipment invest-
ment, and by offsetting the impact of the inflation/depreciation wedge
via accelerated depreciation and investment tax credits. Minimizing
government involvement in business and changing government safety
and environmental regulations towards performance criteria, rather
than requiring specific processes, would remove some of the drag on
productivity growth.

INTERNATIONAL ECONOMIC PROBLEMS

Major issues
U.S.S.R.
U.S. export policy.
Non-oil LDC debt and North-South issues.

U.S.S.R.
Discus3sion

The U.S.S.R. is presently faced with serious internal economic diffi-
culties, not only in productivity and innovation but in key areas such
as food, crude oil production and raw materials supplies. During the
next 5-10 years it will also be going through a period of leadership
change at a time when the United States will be at a conventional
military disadvantage. These strains will provide both the opportunity
and motivation for the U.S.S.R. to be a greater negative factor on the
world economic, energy and political scene.

Recomrmendation
A comprehensive United States policy toward the U.S.S.R. needs

to be developed which must include military, economic and energy
aspects. For example, there are many who believe that if United States
oil producing technologies were made readily available to the U.S.S.R.,
its oil production would not rapidly. decline between now and the mid-
1980's as the CIA has predicted. Thus, politics aside, from an energy
standpoint, a U.S. strategy which provides such technical assistance
would increase world oil supplies and relieve otherwise increasing pres-
sures on the world oil market. Similarly, the context of an effective
detente additional agricultural exports and technical assistance to in-
crease productivity in the non-military sectors of the Soviet economy
could be considered.
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U.S. export policy
Di~u88ison

The U.S. government has not created a favorable climate for U.S.
exports, nor has it helped to directly encourage those exports-as many
of our trading partners already do.
Recommendation

To assist in obtaining a more favorable trade balance, thereby
strengthening the dollar and removing some domestic inflationary
pressures, the United States should carefully review the export pol-
icies of our trading partners and develop a comparably effective one to
support our own companies abroad. Private industry has an equally
important role to play in actively developing export markets. U.S.
export policy should consider pressures toward removing non-tariff
barriers of our trading partners, appropriate tax incentives (within
the context of GATT), improved information for U.S. companies on
foreign markets, and better utilization of the State and Commerce De-
partments to improve our market access.

Non-oil LDC debt and North-South isM8ue

Diecu88ion and recommendation
The debt burden of the non-oil LDC's is increasing significantly be-

cause of higher oil prices which increase their fuel import costs, and
the resulting world recession which reduces demand for their exports.
The gross commercial borrowing requirements of 23 major non-oil
LDC's is estimated by Morgan Guaranty Trust Co. to increase to $45
billion in 1981 from $37 billion in 1980 and $32 billion in 1979. The
debt problem is highly country-specific (Brazil alone will account for
about half of the projected $45 billion of 1981 borrowing requirements
of the 12 major non-oil LDC's). Others in this group of 12 include
Argentina, Bolivia, Chile, Columbia, India, Korea, Philippines, Tai-
wan, Thailand, Turkey, Trinidad and Tobago. Though there is concern
in some quarters of a possible major bank default, this need not hap-
pen if banks and governments are watchful of LDC debt servicing
abilities and individual bank's risk exposure.

The "North-South" dialogue has not made much progress since the
1976-77 Conference on Economic Cooperation. It has slowly proceeded
through United Nations and in areas of the World Bank and Interna-
tional Monetary Fund. With OPEC countries making increasing aid
contributions to non-oil LDC's there may be growing pressures on the
United States and other developed countries to increase their aid as
well. Presently, this is a low priority issue, though it is important to
assist in energy development in the non-oil LDC's to increase their own
energry self-sufficiency and reduced pressure on OPEC oil exports. The
ongoing programs in the World Bank to make lending available to
non-oil LDC's for energy development purposes should be maintained.
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APPENDIX

SPECIAL
REPORT

John G. Winger

Financing U.S. petroleum supply
Need vs. reality

IN this time of turbulence in world oil supply and threatened acute shortages in
the decade ahead, the Journal sees no topic more crucial to the energy future and
economic wellbeing of the U.S. than the title of this special API Report. We've
devoted the entire report to it. To write it, we chose the dean of American oil
economists, a man who has spent his entire professional career in study and
analysis of petroleum-industry capital expenditures and financial needs.
. He is John G. Winger (photo above), who retired in January of this year as

vice-president and senior energy economist of Chase Bank, New York City.
Winger, previously employed by a major oil company, joined Chase Bank in
1950. He has been studying, writing, and speaking on ene'rgy economics ever
since. Now living in Durham, N.C., he continues to speak, write, and consult in
this field.

Ra ed fhom the Novmber 10, 1980 etMon of OH & Gas Jurnal
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Financing U.S. petroleum supply
Need vs. reality

A REVIEW of the past quarter century reveals
an incredible and appalling record in respect to
energy matters in the U.S.

Advance signs of a developing shortage of
domestic oil and natural gas appeared as long
ago as 1954. And the root cause was obvious to
anyone interested enough to take note. Yet, in
all that time, despite a progressively worsening
shortfall, the federal government consistently
took actions that inhibited rather than facilitated
the development of additional supplies.

The record leaves no doubt that the govern.
ment's failure to act more constructively is the
consequence of both partisan politics and eco-
nomic ignorance. And, unless flaws in the
nation's political system can be corrected, there
is no truly meaningful basis for thinking petrole-
um self-sufficiency will improve.

There were no obvious reasons back in 1954
for believing the nation lacked additional petro-
leum resources remaining to be found and de-
veloped. But it was quite clear that, as a
consequence of recent political actions, the pe-
troleum industry would be unable to generate
investment funds sufficient to finance a continu-
ing fully adequate search for new reserves of oil
and natural gas.

It is an elementary economic fact that the
amount of petroleum eventually discovered is
determined by the size of the cumulative invest-
ment devoted to the search.

That economic principle applies, of course,
regardless of whether the financial resources are
utilized by the petroleum industry or by the
government itself. And it applies also to all
other forms of energy. Indeed, all commodities
are similarly affected. Underinvestment, if un-
corrected, will eventually lead to a shortage of
anything. It is that simple.

The period since World War 11 provides much
evidence of the relationship between the amount
of oil and gas found and the investment applied
to the search. And a step-by-step review of that
time frame may help achieve a better under-
standing of that relationship.

1. The impact of price controls
During World War 11 controls on prices in

general were imposed. As a consequence, the
funds required to sustain and expand the na-
tion's overall productive capacity were limited.
With much of that restricted output allocated to
the war effort, widespread shortages of goods
for civilian consumption gradually developed.
And by the end of the war there was great public
clamor for removal of the price controls.

Professing a fear that runaway inflation would
be precipitated by lifting the controls, the gov-
emment resisted the public demands for a time.
But the people would not be put off. They were
tired of empty stores and wanted to be able to
buy goods at whatever prices required to make
them available. Finally, by mid-1946 the gov-
emment gave in, and controls were removed.

Twin blows
For the petroleum industry the price controls

had a double impact. In addition to limiting the
generation of investment funds, they led to
severe shortages of materiel the industry needed
to conduct the search for petroleum.

Both problems were soon alleviated following
the end of price controls. The price of petroleum
began to rise in successive stages, and more
funds for investment thereby became available.
And with their own price freedom, the various
suppliers of materiel had the financial resources
needed to increase productivity and thereby
satisfy the petroleum industry's needs.

Spending increased
As investment funds and materiel became

increasingly available, the petroleum industry
quickly responded by raising the level of its
investment.

In 1946 capital investment devoted to the
search for oil and gas was S1.5 billion. A
decade later the outlay had risen to more than $5
billion/year. During that period the industry
steadily increased its investment year after year
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except in 1949 when a business recession de-
pressed earnings.

2. Investment patterns
The uptrend of investment following the lift-

ing of wartime price controls is traced in Fig. I.

Response certain
Fig. I demonstrates clearly that the petroleum

industry will of its own accord expand the
search for petroleum, provided the funds needed
for capital expenditures are available and the
climate for investment is favorable. Large and
small components of the industry responded
alike to the improved incentives following the
end of price controls.

Fig. 2 compares the investment of all the
major companies as one group and independent
producers as another.

Both groups invested about the same amount
of money and increased annual capital outlays at
about the same rate.

Uptrend ends
But the uptrend in capital investment came to

an abrupt end in 1957. Expenditures were re-
duced sharply the following year and were
severely restricted for an extended period there-
after (Fig. 3). Indeed, it was not until 15 years
later that the uptrend was finally resumed. In the

meantime, demand for petroleum contin-
ued to grow. While investment remained 11
nearly stationary, the combined market
needs for oil and gas doubled.

Obviously, under those circumstances the dis-
covery of new petroleum resources could not
keep pace with expanding market needs. Invest-
ing money in the search for petroleum doesn't
automatically assure success, of course. But the
failure to invest positively guarantees that no oil
or gas will be found.

Spending the key
Investment is a financial measure of the

overall effort the petroleum industry makes to
find and develop new reserves of oil and gas.
And for the long term, there is an established
relationship between the monetary input and the
amount of petroleum found.

In 1954 that relationship indicated that Were
was no likelihood of finding enough petroleum
unless investment continued to grow faster than
market needs, as it did in the first decade after
World War 11.

Controls reimposed
The petroleum industry's failure to invest

more was the consequence of a resumption of
federal price controls. Although the controls at
first applied only to natural gas moving in
interstate commerce, the actual effect was much
broader.
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P Since both oil and coal had to compete with
gas in the energy market, their prices too were
indirectly limited by the restraints on gas. The
regulation of gas by state authorities also had the
effect of restraining producer prices. And to
make matters still worse, the federal govern-
ment in 1971 again applied direct price controls
to oil as well.

Impact devastating
The overall effect of price controls on the

petroleum industry's cash flow was devastating.
Under regulation, the price of gas was estab-
lished at levels far below that of oil in terms of
their respective energy content. That caused
market demand to grow faster for gas and
slower for oil. As a result, the composite unit
price received by the producer declined, while
unit costs continued to rise..

Fig. 4 shows how major companies and
independent producers reacted to these circum-
stances. The pattern of investment illustrated is
much different from that of the first decade after
World War If when both groups invested like
amounts. While the majors held their spending

FIG. 2
U.S. EXPLORATION _

DEVELOPMENT d
IVESTMENT BY

MAJORS,- - -
INDEtPENDENITS

(1946-57)94

FIG. 3 :
PERItu Or tOF O .W

EXPLORATIOt/
DEVELOPMENT

VESTMENT .
t1957-71) I

more or less level, the independents cut theirs in
half during the 14 years from 1957 to 1971 (Fig.
4).

Independents hurt most
Independents were particularly hard hit by the

controls, because, unlike the majors, they could
not generate funds for investment beyond the
wellhead.

The majors fared somewhat better because
their integrated operations enabled them to earn
profits from the sale of gasoline and other
products sold in the transportation market where
competition with low-priced gas was not en-
countered.

Flight of capital
In addition to depriving the industry of much-

needed capital funds, price controls also precipi-
tated a flight of capital, particularly on the part
of independent producers.

Because the climate for investment within the
petroleum industry was so poor and the outlook
so bleak, producers began to invest in other
sectors of the U.S. economy where the promise
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)uring 1971-77 the composite price of oil and
gas at the wellhead doubled. The petroleum
ndustry quickly responded by putting to work
he additional financial resources thereby gener-
ited.

The investment devoted to the search for
petroleum quadrupled in only 6 years (Fig. 5).
Both majors and independents increased their
capital spending (Fig. 6).

The industry's yearly capital outlay since
World War II is traced in Fig. 7 (current S line).
Note the rise following the end of wartime price
controls. the plateau following the reimposition
of controls, and the recent increase as the effect
of the controls was made progressively less

of a fair return was better and more certain. I
That, of course, is the normal behavior of all I

investors. And potential outside suppliers of it
capital also shunned investment opportunities I
within the petroleum industry because of the a
price controls.

Spending climbs in 70s
Conditions began to improve as a result of c

developments outside the U.S. in the early
1970s. Events in the Middle East caused the I
price of oil to rise sharply in world markets. I,

And though controls remained in effect in the c
U.S., prices were allowed to rise somewhat in o
reaction to the developments in world markets. c

._
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FIG. 7
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oppressive.
The large size of the recent increase implies

that a very powerful corrective; force has come
into play. But the trend line is misleading
because it is expressed in dollars of current
value. Such dollars don't reveal the decline in
the purchasing power of the invested dollar
caused by inflation. To achieve a more accurate
measure, the investment should be expressed in
dollars of constant value.

Adjusting for inflation
Fig. 7 shows the historical investment in

constant (1967) dollars as well as in current
dollars. Note that the recent rise in spending is
much diminished when expressed in constant
dollars.

Note also that the investment in the first
decade after World War 11 was actually stronger
and the decline thereafter really greater when
measured in constant dollars.

As a consequence of inflation, the purchasing
power of the money the industry invested in the
last 5 years was reduced by fully 40%.

Government rakeoff
The effectiveness of the investment also is

reduced by another factor. When government

takes lease bonus payments from the industry in
exchange for the right to search on public lands,
it siphons off huge amounts of potentially pro-
ductive capital funds.

Fig. 8 shows for three successive decades the
petroleum industry's gross investment in the
search for petroleum, the bonus payments to
government, and the remaining net investment.
Since the bonus payments represent nothing
more than the cost of a hunting license, only the
money classified as net investment is actively
involved in the search for oil and gas.

For all three decades, the bonus payments
were equal to 25% of the net investment. And
for the third decade alone, they were equal to as
much as 40%. During the three decades, gov-
ernment diverted to other purposes more than
$30 billion of capital funds.

National interests could have been much bet-
ter served if government had allowed the indus-
try to apply this money to the search for more
petroleum rather than diverting it. In that event,
much more oil and gas very likely would have
been discovered. And government could have
been paid vith part of the proceeds.

Net effective Investment
After adjusting for inflation and subtracting
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the bonus payments to government, the remain-
ing funds represent the petroleum industry's true
effective investment in the search for petroleum.
In Fig. 9 that investment is shown for the post
World War 11 period. Clearly revealed is the
harmful effect of price controls.

Stimulated by the ending of the wartime
controls, effective investment increased 140%
during 1946-56. But when controls were again
imposed, investment was cut in half during
1956-71.

The real picture
In constant dollars, the capital outlay in 1971

was actually lower than in 1951--two decades
earlier. And only in 1976 and 1977 was the
investment higher than the 1956 peak.

When measured in current dollars, the indus-
try's gross investment increased 317% during
1971-77. But the growth of the effective invest-
ment was limited to 158%. Reflecting the com-
bined impact of inflation and bonus payments,
the accumulated effective investment represent-
ed no more than 45% of the gross investment.

The real wellhead price
Figure 9 offers additional evidence of the

effect of price controls. The composite wellhead
price of oil and natural gas is traced for all of the
post World War 11 period. It is the real price
measured in dollars of constant value.

There was a prolonged 24-year decline after

1948. The initial drop was precipitated by the
business recession of 1949; but the continuing
fall was the consequence of price controls. In
the entire 33-year period, the 1948 price level
was exceeded only in the last 4.

And, unbelievable as it may seem, the con-
stant dollar price in 1972 was the lowest since
the depression year of 1933. Though the price in
1978 was nearly double the 1972 level, it was
only 25% higher than in 1948.

Relationship close
Figure 9 shows how very closely the petrole-

um industry's effective investment follows the
constant dollar composite price of oil and gas.
Clearly evident is the effect of price controls
beginning in the mid-1950s.

The uptrend of both price and investment in
recent years is further evidence that the industry
will of its own accord invest more money if it is
allowed to generate the financial resources.
There is no need to force the industry to invest
more by enacting legislative gimmicks.

Although the price of petroleum was severely
restrained by controls, the combined wellhead
value of oil and gas continued to increase,
nevertheless, because of the growth of oil and
gas production throughout most of the three
decades. Output increased 46% in the second
period and 37% in the third.

In Fig. 10 the welihead value is compared
with effective i:;.estment in each of the three

FIG. 9-
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10-year periods. While wellhead value rose in
the second and third decades, the amount of
investment remained virtually unchanged.

During. the first 10 years investment was
equal to 47% of wellhead value. In the second it
was down to 39%. And in the third it was no
more than 27%.

Costs soar
Investment couldn't keep pace with the rise in

wellhead value because both operating and po-
litical costs were growing substantially faster
than wellhead value.

They were absorbing progressively larger pro-
portions and leaving less and less available for
investment.

The political costs-taxes, bonuses, fees-
are real costs just as any other. And they are
particularly burdensome because they represent
money that can't be used in conducting the
business.

Other costs, such as labor expense, represent
funds actually used in the operations of a busi-
ness and thereby advance its interests. The
money the petroleum industry uses to pay oper-
ating and political costs must be obtained from
the sale of oil- and gas. When the acquisition of
that-money is limited by price controls without
simultaneous restraints on costs, a reduced gen-
eration of investment funds is the bottom line.
Somehow, many politicians seem unable to
comprehend that basic economic fact.

3. Value vs. demand
Even though the wellhead value of oil and gas

production continued to grow throughout most
of the post World War 11 period, it didn't grow
nearly fast enough. If sufficient investment cap-
ital is to be generated, wellhead value should
grow at least as fast as market demand. And if
operating and political costs rise faster than
market needs, as they have, then wellhead value
should increase faster, too.

Wellhead value lags
However, the growth of wellhead value

lagged far behind the expansion of demand most
of the time because of the price controls (Fig.
11). This chart relates the wellhead value for
each year to the demand in the same year.

For example, the total wellhead value of oil
and gas produced in 1946 was equal to S1.82 for
every composite barrel of oil and gas consumed
in the market that year. Properly, the value
relative to demand should have risen every year
thereafter. But, as Fig. II shows, it rose for
only 2 years reaching $2.52 in 1948. From then
on it progressively declined to only $1.25 in
1972. c

Slowing demand growth and improving prices
permitted the value-demand relationship to im-
prove after 1972. But, as recently as 1977, the
wellhead value per barrel of demand was-still
12% below the peak reached in 1948.

Adequate search impossible
Given these circumstances, there was never

any realistic hope that the petroleum industry
would be able to finance a search for oil and gas
sufficient to find the new reserves needed for
market expansion.

If the unit costs of finding petroleum remain
constant, the investment devoted to the search
should grow somewhat faster than the expansion
of market needs to assure full market satisfac-
tion and also maintain a realistic, safe reserves-
to-production ratio.

If, however, the unit cost are rising for
various reasons, investment must grow still
faster than demand. And if inflationary condi-
tions prevail also, investment must then grow
even faster.

Since World War U discovery costs have
risen, and inflation has prevailed. Therefore it
was essential that investment grow much faster
than demand. For the first decade after World
War 11 it did. But it was no longer possible for
the industry to meet that standard after price
controls were again imposed in the mid-1950s.
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Fig. 12 shows for the post World War 11
period the amount of money the industry invest-
ed each year to replace a composite barrel of oil
and gas consumed in the market that year. In
1946 the investment to find replacement re-
serves was equal to 93g (in constant value) per
bbl of demand.

By 1956 the investment had risen to Si.10/
bbl. But the next 15 years witnessed a steep
decline as the consequence of price controls and
rising operating and political costs.

By 1971 the industry's investment to replace
a composite barrel consumed was down to 31g.
And very little oil and gas can be found for only
31e.

Prices, investments rise
After 1973 the investment relative to demand

began to increase as the combined result of
slower demand growth and better prices. Yet, as
recently as 1977, the investment still amounted
to no more than 80C/bbl of demand-only about
two-thirds as much as the peak level reached in
1956.

To have provided a reasonable basis for
hoping to find enough petroleum to continue
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satisfying market needs from domestic sources.
the investment relative to market demand should
have continued to grow rapidly during 1956 to
the present.

Fig. 13 provides several related items of
highly significant information. First it shows
how much money the industry invested in the
search for petroleum in three successive dec-
ades. Second it shows how much oil and gas
was found as the result of that financial outlay.
And third it compares the amount found with the
market demand for oil and gas.

During 1947-56, the industry's effective in-
vestment in constant dollars was S39 billion.
And during that period the industry reported a
total of 60 billion equivalent bbl of new proved
reserves of oil and gas. That was 52% more than
the accumulated market demand.

Situation worsens
In the second decade the industry invested

somewhat more money and found slightly more
oil and gas. But in that period the market needs
were 60% larger than in the first decade. And
they were 3% more than the industry found.

In the third decade the industry invested 5%

1'lQ -N I- -I-
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less money and found 6% less oil and gas. The
market demand, however, was 52% larger. And
it exceeded discoveries by 68%.

Reserves decline
To satisfy the growing market needs, the

industry boosted production 37% over the sec-
ond decade and more than doubled imports.
Production exceeded new reserve additions by
23% and thereby brought about a 16% decline in
total proved reserves.

Wrong conclusion
The drop in reserves precipitated a growing

belief, particularly within the ranks of govern-
ment, that there is no longer much oil and gas
remaining to be found in the U.S. But the facts
indicate such an opinion is not warranted.

Relative to the size of the effective invest-
ment in the third decade, the industry found
filly as much oil and gas as anyone logically
could have expected. Had the investment been
sufficient, the industry very likely could have
found enough more to prevent the decline in
reserves.

Investment tracks discoveries
In all three decades the size of the investment

was about the same. And so was the amount of
petroleum discovered. Slightly less was found
per dollar invested in the third decade. But that
was to be expected, considering the industry
conducted its search in more costly areas.

To have been able to satisfy market needs
wholly from domestic sources and also maintain
a realistic reserves-to-production ratio, the in-
dustry would have had to discover 70% more oil
and gas than it did during the three decades.
That it could have done so can neither be proved

nor disproved. But all the evidence from the
past in combination with the geologic prospects
indicates an expanded search may well have
been successful provided sufficient funds were
available for the required investment.

4. The impact of inflation
Without question, the petroleum industry's

ability to satisfy. the nation's needs for oil and
gas has been greatly impaired by the imposition
of price controls. And that problem has been
compounded by inflation.

Without price controls, the industry could
have coped with inflation much better, of
course.

It could have adjusted prices as required by
the rising operating and political costs and thus
generated more investment funds.

Inflation is a particularly insidious problem.
Its eventual impact is much greater than is
currently apparent or expected.

For example, suppose the petroleum industry
were able to invest $40 billion/year in the search
for oil and gas in the next decade. And assume
annual inflation rates of 7.5, 10. and 15%.
Table I shows how much the real purchasing
power of $40 billion is reduced by inflation.

Inflation of 7.5% leaves in real purchasing
power less than half of S40-billion investment
by 1990. Only one-third remains with 10%
inflation. And no more than one-fifth is left if
the inflation rate is 15%.

The purchasing power of the accumulated
$400-billion investment for the entire decade is
reduced by a third with 7.5% inflation. A 10%
rate reduces it by two-fifths. And it is cut by
more than half by a 15% rate.
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1981 .40.0.
1982 .40.0.
1983 . 40.0 .
1984 .40.0.
1985 .40.0.
1986 .40.0.
1987 .40.0.
5988.40.0.

1989 . 40.0.
190. 40.0
lGW~a 40....8..

Purchasing power hit
Even more shocking is the effect of these

assumed inflation rates when they are related to
1967 dollars.

Since 1967, annual inflation has averaged
nearly 7%. Therefore, the purchasing power of
S40 billion 1980 dollars is equal to $16 billion
1967 dollars. And when the assumed future
inflation rates are related to that amount, the
purchasing power is further reduced (Table 2).

This table shows the real extent of the erosion
of purchasing power caused by continuing infla-
tion. If there is 7.5% inflation, $40 invested in
1990 will buy no more than S7.30 in 1967. Or if
the inflation rate continues to average 15%, $40
will buy no more than $3.10 would in 1967.

Clearly, the $400-billion hypothetical invest-
ment for the next decade would be much too
small. Even with the lowest assumed inflation
rate, the net effective investment could not be
expected to find enough oil and gas to satisfy
market needs and rebuild reserves to satisfactory
levels.

More ahead
Continuing inflation is virtually certain. Clas-

sical theories in respect to causes of inflation
haven't stood the tests of modem times. Also
there is a demonstrated need for more flexibility

Rttl parehosantg pus it J)
11anaat Inlation rain Ia

7.5% 10% IIS
illiona lass I

37.0 . 36.0 . 34.0
34.2 32.4 28.9

.3.7...31729.2 24.6 TABLE 1
29.3 . 26.2 . 20.9 HOW PURCHASING
27.1 . 23.6 . 17.7 POWER tCURRENiT $t
25.1 21.3. 1 .1 OF 540 BILION
.23.2 19.1 . 12.8 YEARLY INVESTMENT

.21.4 . 17.....2. ...... 0 IS CUT BY INFLATION.
19.8.1. . . 9.3

.3..... . 13.. 7.9

267.1 234.4 182.1

in terms of corrective measures. .
But the disciples of the classical theories

persist, and so-called corrective actions thus far
have dealt mainly with symptoms of inflation
rather than real causes.

Government bears blame
Without question, the rising cost of govem-

ment has proven to be the most powerful infla-
tionary force at work. The cost of government
is, of course, embodied in the cost of all goods
and services. Because so much of the money
used by government is for nonproductive pur-
poses, the rapidly rising governmental expendi-
tures trigger inflationary spirals.

The combined expenditures of federal. state,
and local governments have risen throughout
most of the post World War 11 period. But the
increase was much greater in recent years.

During the first decade after the war govern-
ment spending amounted to $720 billion. In the
second decade it increased to S.71 trillion. In
the third 10 years it totaled a staggering S4.055
trillion.

In 1978 alone it reached S760 billion after an
increase of S80 billion from 1977. Fig. 14 traces
the growth of government spending during
1948-78. Note how very large the increase was
after 1965.

ot u .. n~nnal.
btillnPa pr Ime In

- annea IS

Real puretasing pawer n
:annal Inrltatm ratn it:

7.5% 10%
Miliattn 880 $

15%

A* 1981 .... 40.0 .. 14.8 .. 14.4 . 13.6
1982 .... 40.0 .. 13.7 .. 1 3.0 . 11.6
-1983 .4.... W.0 .. 12.7 .. 11.7 . 9.8
Sass... . O .. ... 1 . .. 7.. .... 1..... .4
1985 ........................ 40.0 .................... 10.8 ........... 9.S .. ....... 7.1t

986 .. 40.0.10.0. 8.5 . 6.0
1987 ... ...... 40.0 ...... ,,,.. 9.3 .. ,, 7.7 .. .5.1
1983 . ... 400 .. 8.6 . 6.9 .. : 4.4
1989 . . . .40.0 .. 7.9 . 6.2 . 3.7
-190 .... .. ... . 0 . ..... .......-........ ........ . ......... ........ .3.1

l01inar -_. 400.0 . . ROS. tt4.0 72.8

TABLE 2
NOW PURCHASIIN
POWER (CONSTANT
S) OF 040 BItJION
YEARLY INVSTMEHT
IS CUT BY INFLAnTO.
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Government spending. has far outstripped
population growth. particularly since 1965.
While the number of people increased by only
12% during 1965-78, government spending rose
269%. Thus, the governmental outlay per capita
increased 227% during that time.

In 1965 per capita government spending was
just over $1,000. By 1978 it had risen to
$3,500.-The long-term growth is shown in Fig.
15.

During 1965-78 government spending in-
creased an average 10.6%/year. But that rate of
growth is misleading, because it is measured in
current dollars.

Government spending is eventually influ-
enced by the inflation it spawns, of course. And
to achieve a more accurate rate of growth it
should be measured in dollars of constant value.
On that basis spending increased at an average
annual rate of slightly more than 4.5% during
1965-78.

Inflation outlook
If the real growth rate of 4.5% persists, and if

FIG. 15 :X;
PER CAPITA

SPENDING BY
FEDERAI, STATE, AND
LOCAL GOVERNMENT

(1940-78) a

the annual rate of inflation averages no morm
than 7.5%, government spending could reach
$3.1 trillion by 1990. Total spending during
1978-90 could amount to as much as $21 trillion
(Fg. 16). -

U.S. population is projected to rise by 25
million, or 11%, during 1978-90. Therefore, if
governmental spending does increase as de-
scribed, the per capita expenditure will rise to
$I2'700 by. 1990 from $3,500 in 1978 (Fig. 17).
At that level the governmental outlay would be
equal to $35/day for every man, woman, and
child in the nation.

Figs. 16 and 17 aren't forecasts. They are
measurements of the momentum of change since
1965. They indicate what is likely to.happen if
corrective forces don't come into play. Such
forces aren't now in prospect. There is evidence
of mounting taxpayer unrest but favorable gov-
ernmental response is lacking.

President Calvin Coolidge once had this to
say: "Nothing is easier than the expenditure of
public money. It does not appear to belong to
anyone and there is an overwhelming desire to
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bestow it on someone." That observation by
President Coolidge more than 50 years ago was
never more appropriate than now. Government
at all levels does indeed act as if the money it
spends belongs to no one. There are, of course,
essential monetary needs of government. And
they are growing. But there are also reasons to
believe there is enormous waste, inefficiency.
and useless spending.

Productivity decline
The nation's true wealth is governed by its

productivity. And productivity is not keeping
pace with government spending.

In 1948 the combined outlay of federal, state.
and local government was equal to 21% of the
gross national product. By 1978 it had increased
to 36%.

There is another cost of government that must
also be included.

During the 30 years from 1948 to 1978, the
scope of governmental regulation of business
increased enormously. The cost of conforming
to the regulation has become very large. When
that indirect financial burden is included, the
overall cost of government is indicated to be
about 43% of the gross national product.

Funds used to conform to governmental regu-
lation is money that might otherwise be used for
productive capital spending. That is one of the
reasons why business expenditures for new plant
and equipment have declined as a proportion of
government spending.

In 1948 the capital spending of business
equaled 39% of government spending. By 1978
it had fallen to 20%. Since part of the capital
spending in 1978 was for hardware needed to
conform to governmental regulations, the de-
cline in spending for new productive capacity
was even greater than indicated.

Government expenditures in 1978 were as
large as all personal consumption expenditures
for food, clothing, housing. and household op-
eration combined. Thirty years earlier the gov-

emmental outlay was only half as much as the
personal consumption expenditures for those
purposes.

Government spending in 1978 was equal to
53% of total disposable income. Suppose gov-
emiment spending per capita does rise to
S12.700 by 1990. Suppose it is still equal to
53% of disposable income.

In that event, per capita disposable income
would have to increase to S24,000 in 1990 from
$6,640 in 1978. If that actually happens, the
inflation rate is likely to be much above 7.5%,
and the spiral will continue.

5. Return on investment
In accordance with conventional accounting

practices the rate of return on invested capital is
customarily considered a reliable measure of
business profitability. But that isn't so in times
of inflation.

A year-to-year comparison of the rate of
return is realistic only if the purchasing power of
the dollar is stable. When the purchasing power
progressively shrinks as the consequence of
inflation, the rate of return is distorted. And it is
therefore misleading.

An investment made over an extended period
of years is measured in the higher-value dollars
of the past. Net income, however, is measured
in current dollars of lower value. And when the
rate of return on investment is calculated by
relating these dollars of unlike value, it is
actually overstated.

Suppose the calculated return in 1978 on an
investment made in 1967 was 10%. Since the
1978 dollar was worth only half as much as the
1967 dollar, however, the real return was only
5% in terms of actual purchasing power. Obvi-
ously, if the -return is to be measured more
accurately, the dollars involved in the calcula-
tion must be adjusted to achieve more uniform-
ity. Either. the investment must be restated in
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current dollars or the earnings in past dollars.

Measuring the rate
Because sufficient data aren't available, it is

impossible to measure the rate of return for the
entire petroleum industry. But a reliable indica-
tor is available.. Since 1936; the Chase Bank in
New York has continuously monitored the annu-
al financial performance of a large group of
petroleum companies. Together, these compan-
ies comprise a major proportion of the industry
and their combined experience is an excellent
indicator of industry-wide experience.

Petroleum vs. all manufacturing
In Fig. 18 the combined annual rate of return

for the group of petroleum companies is shown
during 1967-78. For comparison, the return for
all manufacturers as a group is also shown.

The return was calculated in the conventional
manner for both groups. Note how much alike
the returns of both groups are and how they tend
to rise and fall together. Note also that the
returns of both groups in 1978 were nearly the
same as in 1967.

In Fig. 19 the rate of return for the group of
oil companies is measured in current dollars and
in constant 1967 dollars. The return is much
lower when earnings are expressed in dollars of
like value. On that basis, the return in 1978 was
6.8%-only about half the 13.2% return calcu-
lated by the conventional method. But even the
6.8% return is overstated to some degree.

FIG. 19
RETURN ON I.

INVESTED CAPITAL
FOR R.S. OIL FIRMS.

CURRENT VS.
CONSTANT DOLLuAS

By using 1967 as the base year, the average
age of the group of oil companies' investment is
assumed to be II years.

The group's investment has been accumulat-
ing for a very long period of time. Though the
average age can't be determined precisely, it is
surely much more than II years. Suppose, for
example, that it is 25 years. In that event the
13.2% return would be only 5.4% in real terms.

In Fig. 20 the rate of return of the group of oil
companies is again compared with that of all
manufacturers as a group. The return of both
groups has been measured by restating earnings
in dollars of constant 1967 value.

Though the adjusted figures can't be precise
because the average age of investment isn't
known, they reflect what has actually transpired
much more closely than the unadjusted figures
in Fig. 18.

As Fig. 20 shows, the real profitability of
both groups has been in a long phase of decline.
That is a matter of much concern, because
profits are the main source of investment funds.

The ability of both groups to reinvest is
therefore inhibited by the decline-to the na-
tion's long-term detriment.

Problem compounded
Even more worrisome is that the decline in

business profitability has occurred while govern-
ment spending has grown much faster than the
U.S. economy. Thus business expenditures for
new plant and equipment have progressively
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declined as a proportion of government spend-
ing. So have the capital expenditures of the
petroleum industry.

For the first decade after World War 11 the
investment devoted to the search for oil and gas
was equal to 4.6% of the combined expenditures
of federal, state, and local government. After
1956, however, the industry's investment stead-
ily declined as a proportion of government
spending and by 1971 was actually less than
1%.

6. Economic ignorance
In view of all that has happened in the past

quarter century, there can be no doubt that for
the most part the blame for the nation's lack of
developed petroleum resources must be laid at
the doorstep of government.

From the beginning, representatives of gov-
ernment were repeatedly warned that price re-
straints would eventually lead to shortage. But
always the warnings went unheeded. Even now,
with the shortage a fact, government still refuses
to pay attention to financial reality.

To a major degree the petroleum problems of
the U.S. reflect a widespread lack of under-
standing of how the nation's economic system
functions.

Only a small proportion of all high school and
college students ever take courses of study that
explain adequately the mechanics of the system.
Indeed, there is evidence that many educators
don't understand it.

Realities not understood
It follows, therefore, that neither the general

public nor government is well prepared to un-
derstand the financial realities of an adequate
petroleum supply.

It isn't recognized that the supply of oil and
gas is determined by the long-term continuing
investment to provide that supply. It isn't under-
stood that an inadequate investment relative to
actual market needs surely will lead to an
eventual and continuing shortage. Nor is it

realized that this economic principle applies
whether the investment is made by the industry
as it is now structured or by the government.

The process of capital formation is little
understood. Profit seems to be regarded as
something left over and not essential to the
business. The fact that profit is the most impor-
tant source of investment funds and that other
sources aren't fully available unless profits are
adequate doesn't appear to be broadly realized.

Taxes are inflationary
The need for price to rise in step with overall

costs of doing business, including taxes and
other payments to government, is ignored. Tax-
es and other political costs apparently aren't
recognized as business expenses that must be
paid with funds acquired through the price
mechanism if the business is to remain solvent.

The curious notion that a price increase is
inflationary but a tax increase isn't-even
though the impact is the same for the payer-
appears to be widely held. And even more
incredible is evidence that the difference be-
tween gross revenue and net income isn't well
understood.

How much Is too much?
Continuing economic ignorance on the pars of

government is manifested in the so-called
"windfall profits" tax. The enactment of such
legislation reflects the obsessive fear that the
petroleum industry might earn too much profit.
But how much is too much? By what standard
can profits be judged excessive?

All the evidence presented here indicates the
petroleum industry earned too little for the past
quarter century. It didn't earn enough to provide
the investment funds needed to finance an ade-
quate search for petroleum.

The evolving domestic shortage and greater
dependence on imports was the consequence.To
be judged truly excessive, the industry's profits
would have to be large enough to provide more
than enough investment funds for at least a
decad:. That isn't remotely in prospect-even if.
there were no "windfall profits" tax.
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Tax need questionable
The validity of the government's need for still

another tax is highly questionable. What con-
ceivable need does government have for addi-
tional money that is more vital than the need to
expand the search for domestic petroleum?

Even expenditures for national defense would
be rendered less effective if the military and the
supporting economy lacked sufficient petrole-
um.

Without the "windfall profits" tax, govern-
ment would still benefit from the industry's
operations far more than would the industry
itself.

The money the government receives in the
form of other taxes, lease bonuses, and fees is
much more than the industry earns as profit.

Tax impact greater
The "windfall profits" tax was imposed

without apparent regard for its inflationary im-
pact.

In a practical sense, any action that adds to
the consumer's cost of goods and services with-
out a commensurate increase in value has an
inflationary impact.

In effect, the relative value of the consumer's
money-its true purchasing power-is reduced.
A price increase can have that effect.

So can a tax increase, whether direct or
indirect. However, the impact of a tax increase
can be greater.

Additional funds acquired from a price in-
crease that are in excess of rising costs can be
used to improve a product and add to its supply.
But a tax increase has no such potential.

Higher prices for petroleum obviously are
necessary to generate the additional funds re-
quired to expand the search for petroleum.
Although the initial impact is inflationary, the
money will be productively used.

As additional petroleum is found, U.S.
wealth increases and consumer and national
interests are thereby served.

Since the "windfall profits" tax is an addi-
tional cost of doing business, the petroleum
industry must raise prices still more to acquire
sufficient money to pay the tax and have enough
left for investment purposes. Because the tax
will thus increase the consumer's cost without
adding more value, the effect is inflationary.

No lasting benefit
Government's use of the tax money isn't likely
to increase national wealth. If it is used to
support more boondoggles, to keep able-bodied,
potentially productive people on welfare rolls,
to create more nonproductive jobs inside and
outside government and thereby promote more
hidden welfare, and to finance all the activities

that constitute nothing more than vote buying,
the results will prove counterproductive. The
money would be put in circulation without
achieving lasting benefits.

Some of the money might be used to foster
the development of alternate forms of energy
and thereby appear to be used productively. But
that too might prove counterproductive if the
timing isn't right.

Eventually, alternate forms must be devel-
oped, but it shouldn't be done prematurely. It
should be noted that money, whether it is spent
by industry or by government, can be used for
only one purpose at a time. If money is diverted
from finding and developing petroleum re-
sources to the development of an alternate,
more-costly form of energy, there is the great
risk of leaving in the earth vast amounts of
undiscovered petroleum. And undiscovered pe-
troleum is of no value to anyone.

7. Where to invest
Because an adequate supply of energy from

U.S. sources is so vitally important to the
nation, there is an urgent need to use a maxi-
mum amount of money in an effort that prom-
ises to achieve the most in the least time.

Thus far, petroleum offers the greatest prom-
ise.

Expanded search vital.
How much more oil and gas remains to be

found isn't known and can't be known until a
truly exhaustive search is made.

An exhaustive search means continuing to
look until sophisticated industry management
decides the capital would be more effectively
used in the development of other forms of
energy.

That time may not be soon. History reveals
that most of the petroleum found thus far was
actually discovered in areas once thought to be
barren or beyond reach. Geologic knowledge
increases with time and experience. Technologi-
cal progress has enormously extended the indus-
try's ability to conduct the search.

Exploration technology advancing
There is no reason to believe such progress

has come to an end. Geologic knowledge will
continue to accumulate. And the development of
more sophisticated hardware and methods used
in the search will continue as long as the
incentive exists.

The geologic prospects for finding petroleum
are extensive; and they increase as technological
progress continues to extend the ability to
search. 0
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STATEMENT OF AivAtS KIRASTs, GENERAL MANAGER, COORDINATING AND
PLANNING, CONOCO, INC.

INTRODUCTION

One axiom common to all economies is that they must save and
invest enough to replace their productive capacity as it is used up,
or the standard of living of their citizens will fall. Farmers express
this view in the adage, "Don't eat the seed corn."

Similarly, in order to survive, a business must invest at a rate
which will replace its productive assets when they wear out, deplete,
or become obsolete. A business that cannot get the funds to invest at
this minimum rate, will have to reduce its production, and enter a
state of gradual liquidation in economic terms. Thus, being able to
generate as much or more cash than the replacement cost of produc-
tive assets is an important goal for all corporations.

In a world with double digit inflation, historical cost financial ac-
counting statements are unable to shed much light on this important
question. So about 2 years ago we undertook a series of studies to
address this issue, which have just been completed.

These exercises have required the allocation of corporate overhead
and working capital by methods with which some people may argue.
Also, by their very nature, replacement costs are engineering esti-
mates that lack the precision of past invoices. Yet, I firmly believe
that what I am about to show you is a reasonably accurate represen-
tation of the true economic state of Conoco's petroleum operations
during the past five years. The likelihood of error is in the direction
of underestimating replacement costs.

First, I will explain briefly what we did.
[Slide 1-Captions.]
Funds generated by each business area comprise four elements:

Funds from operations are functional after-tax income, plus
noncash charges.

Increase in corporate debt capacity credits each business area
with the amount of net new borrowing that can be done as the
result of that business area's contribution to retained earnings.
We assumed that 50 cents could be borrowed for each dollar
added to retained earnings.

Corporate charges are dividend payments, interest expense, and
other corporate overhead. allocated to each business area in
proportion to the gross book value of its assets.

The working capital number reflects only the change during the
period studied.

We will compare the net funds generated to estimated replacement
costs.

The replacement charges for non-extractive activities are the esti-
mated current costs of replacing the fixed assets employed in each
business area, divided by the estimated economic life of those assets.

For extractive operations, the replacement cost was similarly deter-
mined, but was applied on a unit of production basis. Finding and
development costs per barrel of oil equivalent were estimated sepa-
rately for domestic and foreign petroleum operations.

[Slide 2-U.S. petroleum production.]
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We have assumed that oil and gas could be found and developed at
the same real cost as we experienced during the past decade. On this
basis, it would have cost over $2 billion to replace the reserves pro-
duced during the 1974-1978 period.

The total funds generated by these operations during that time
period were nearly r1.5 billion-enough to replace only about 70 per-
cent of the productive capacity used up.

Oil and gas price controls, and taxation of capital recovery, are
clearly responsible for the inadequate cash generation of these
operations.

Removal of the depletion allowance in 1975 was a serious setback,
but it would have been overcome if prices had been permitted to rise
to world levels. The combination of no depletion allowance and strict
price controls has been subsidizing the users of domestic oil and gas
at the expense of keeping the producers in gradual liquidation.

[Slide 3-U.S. processing and marketing.]
The picture has been even gloomier for U.S. petroleum downstream

operations.
The cash income including added debt capacity has been barely

sufficient to cover allocated corporate overhead and working capital
increases.

We used replacement cost data prepared for our 10-K report to the
SEC. This replaces assets in kind, and does not fully reflect all prob-
able future antipollution requirements.

The net funds generated could cover only about 8 percent of the $330
million of estimated replacement costs.

Price and allocation controls are responsible for these results.
[Slide 4-U.S. petroleum operations.]
Adding together the U.S. upstream and downstream operations,

shows the combined results for all domestic petroleum operations
except for Continental Pipe Line and the Louisiana Gas System.

During the past 5 years, these operations have generated funds to
cover less than two-thirds of the estimated replacement cost of fixed
assets used up.

For the reasons I noted earlier, the replacement costs are, if any-
thing, understated, and the percentage of assets that could be replaced
with the funds actually generated is correspondingly overstated.

[Slide 5-Foreign petroleum production.]
For foreign upstream operations, net funds generated during the

past 5 years were sufficient to cover over 70 percent of estimated re-
placement cost, about the same as for domestic production.

By increasing their take, host governments in Libya and Dubai have
succeeded in appropriating to themselves a very high percentage of
the benefits of the rising value of oil prodetion from existing sources.

We assumed that the North Sea is the major source of the next
generation of foreign production projects. and based replacement
costs on our Thistle, Dunlin, Murchison, and Stratfiord development
experience and actual finding costs during the previous decade.

rSlide 6-European refining and marketing.]
Conoco's foreign downstream operations have. on average,

roughly broken even against replacement costs during the past 5
years.
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In part, this reflects flexible price controls or no price controls, in
European product markets. Product. prices have moved up to recover
rising crude and operating costs and provide for some margins.

[Slide 7-Foreign petroleum operations.]
Adding up the nunhers on the two previous slides, we see that

Conoco's upstream and downstream foreign petroleum operations
have recovered less than 80 percent of replacement costs.

[Slide 8-Worldwide petroleum operations.]
Adding au al! i r petAn:eiwrm operations covered in this study,

which excluded Hudsons Bay Oil and Gas Co., our Canadian sub-
sidiary, results in net funds generated of about $2.3 billion. This is
only enough to cover two-thirds the estimated replacement cost of
$3.4 billion.

In total, during the past 5 years, Conoco's petroleum operations
have been in a state of gradual liquidation in economic terms, even
as charges of "obscene profitability" assaulted the public's ears.

ITPI CATIONS

What does all this mean?
I think we can draw the firm conclusion that both the U.S. gov-

ernment, and most foreign petroleum producing country govern-
ments, have been following policies that lead inevitably to long term
shortages of petroleum, by denying producer companies the capital
resources necessary to bring on new supplies.

They have done this by interference with market pricing and with
exorbitant taxation. And they have done it at a time when the cost of
finding and developing a barrel of new petroleum producing capacity
has been very sharply higher than the historical cost of finding and
developing the larger U.S. fields and the prolific Middle East reserves.
This is true even after adjustment for general inflation. Inflation only
exacerbates this problem.

Nothing I have said implies that the old investments in petroleum
exploration and production, or new investments now being under-
taken, are unprofitable in the conventional accounting sense or even
after adjustment for genera] inflation. But the profitability of the old
investments is not high enough to cover the much higher cost of
replacing the old capacity with new capacity.

In downstream petroleum operations, earnings have not been high
enough to justify any new major investments in the United States.
Some incremental investments to upgrade product yield and make
petrochemical feedstock have shown attractive projected returns. In
Europe, incremental refining investments to maximize gasoline and
distillate output have been attractive.

Nevertheless, this and other evidence strongly suggests that large
segments of U.S. heavy industry are in a state of economic liquidation.
Conoco is probably far better off than the average for heavy industry.
The effective tax rate on inflation adjusted corporate income is nearly
70 percent. This is simply too heavy a drain to permit retention of
enough cash in the private sector to replace its productive assets.

All this could be changed by appropriate changes in government
policies. Crude oil price decontrol in the United States, provided it is
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not offset by excessive "windfall profits taxes" is a most welcome and
needed change. Accelerated depreciation, along the lines of the 10-5-3
proposals now in Congress, would be of material help to downstream
investments. More liberal investment tax credits, already provided for
synfuels, may become available. But, we also must contend with Coun-
cil of Wage and Price Stability guidelines more restrictive than last
year's, and an election campaign that could focus on which candidate
will treat "big oil" most harshly.

Clearly, our industry-and Conoco-needs the higher level of earn-
ings now being realized. We need them not only in 1979, but on a sus-
tamned basis.
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STDE 1

CASH GENERATION vs. REPLACEMENT COST

1974-78

$ MM

Funds from Operations
Increase in Debt Capacity
Corporate Charges
Change in Working Capital

Net Funds Generated

Replacement Cost

Funds Generated/Replacement Cost

SLIDE 2

CASH GENERATION vs. REPLACEMENT COST

U.S. petroleum production
1974-78

Funds from Operations
Increase in Debt Capacity
Corporate Charges
Change in Working Capital

Net Funds Generated

Replacement Cost

$MM

1,483
365

(326)

-(45)

1,477

2,090

Funds Generated/Replacement Cost .71%
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SLIDE 3

CASH GENERATION VS. REPLACEMENT COST

U.S. processing & marketing*
1974-78

$ MM

Funds from Operations 323
Increase in Debt Capacity 19
Corporate Charges (132)
Change in Working Capital (1 84)

Net Funds Generated 26

Replacement Cost 330

Funds Generated/Replacement Cost 8%
* Refining, Marketing, associated Surface Transportation

and Terminals. NGP ex. La. Gas System

SLIDE 4

CASH GENERATION vs. REPLACEMENT COST

U.S. petroleum operations
1974-78

$MM

Funds from Operations 1,806
Increase in Debt Capacity 384

Corporate Charges (458)
Change in Working Capital (229)

Net Funds Generated 1,503

Replacement Cost 2,420

Funds Generated/Replacement Cost 62%
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SLIPE 5

CASH GENERATION vs. REPLACEMENT COST

Foreign petroleum production
(ex HBOG)
1974-78

$MM

Funds from Operations 546
Increase in Debt Capacity 11 5
Corporate Charges (88)
Change in Working Capital 18

Net Funds Generated 591

Replacement Cost 820

Funds Generated/Replacement Cost 72%

.SxDzI 6

CASH GENERATION vs. REPLACEMENT COST

European refining and marketing
1974-78

$MM

Funds from Operations 217
Increase in Debt Capacity 13
Corporate Charges (80)
Change in Working Capital 12

Net Funds Generated 162

Replacement Cost 150

Funds Generated/Replacement Cost 108%

73-057 0 - 81 - 37



538

SLDE 7

CASH GENERATION vs. REPLACEMENT COST

Foreign petroleum operations
(ex HBOG)
1974-78

$MM

Funds from Operations 763
Increase in Debt Capacity 128
Corporate Charges (168)
Change in Working Capital 30

Net Funds Generated 753

Replacement Cost 970

Funds Generated/Replacement Cost 78%

SLIDE 8

CASH GENERATION vs. REPLACEMENT COST

Petroleum operations (ex H BOG)
1974-78

$MM

Funds from Operations 2,569
Increase in Debt Capacity 512
Corporate Charges (626)
Change in Working Capital (199)

Net Funds Generated 2,256

Replacement Cost 3,390

Funds Generated/Replacement Cost 667%7
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CRITIQUE OF U.S. ENERGY POLICY

By James E. Hunter'

INTRODUCTION

Since the 1973-74 Arab oil embargo, energy has been a persistent concern of
the United States. Each interruption in the supply of imported oil has spurred
Congress to consider energy legislation. Although some programs such as phased
decontrol of domestic crude oil and the creation of the U.S. Synthetic Fuels
Corporation are positive steps in attempting to resolve our energy problems,
there is still much to be done.

The purpose of this study is (1) to summarize the nature and magnitude of the
U.S. energy problem, (2) to examine the policymakers' reactions to the energy
situation and (3) to suggest a policy framework and specific policies that would
improve the nation's energy position.

PERSISTENCE OF U.S. ENERGY PROBLEMS

Dependence on insecure foreign oil supplies is the root cause of U.S. energy
problems. This makes the nation vulnerable to unpredictable interruptions of oil
imports, compromises the country's foreign policy, undermines national security,
reduces the strength of the dollar and slows economic growth.

U.S. Oil Imports

Oil imports increased from 6 million BD in 1973 to 7.9 million BD in 1979. In
1973, oil imports accounted for approximately 35 percent of U.S. oil demand; by
1979 oil, imports represented approximately 43 percent of U.S. demand. While
U.S. imports of oil were rising, the portion of imports attributable to OPEC mem-
bers increased at a faster pace. Similarly, imports of oil from Arab members of
OPEC plus Iran, which are particularly vulnerable, shot up at the fastest rate of
alL.

U.S. PETROLEUM IMPORTS

Net imports Share of U.S. oil imports

Share of Arab members
Million barrels U.S. demand Total OPEC of OPEC plus

daily (percent) (percent) Iran (percent)

1973 -6.0 35 48 18
1974 -5.9 35 54 20
1975 -5.8 36 60 27
1976 -------------------- 7.1 41 69 27
1977 - 8.5 46 70 42
1978 -7.8 42 69 42
1979 -7.9 43 67 45

Source: Conoco, Inc. and U.S. Department of Energy, "Monthly Energy Review."

Perhaps the most worrisome aspect of a rising level of U.S. imports is that
more than one-half of free world petroleum reserves are in the Middle East,
mostly in the countries on the Persian Gulf. Half of the world's oil supplies
pass through the narrow Strait of Hormuz. Oil exports from this unstable and
unpredictable area are vulnerable to the internal affairs of Iran, the Arab-
Israeli conflict, tensions between producing countries, and Soviet-American
rivalry.

Consequences of U.S. Dependence on Insecure Oil Sources

The Arab embargo of 1973-74 and the Iranian shutdown of 1979 demon-
strated that the United States is susceptible to unexpected import disruptions
and rapid increases in oil prices. During the Arab embargo, supplies to the
United States were cut by 1.9 million BD, some 10 percent of U.S. demand in
1973. Reduced speed limits were imposed and Sunday sales of gasoline were

'James E. Hunter Is an economist on the staff of the Coordinating and Planning De-
partment of Conoco Inc., located In Stamford, Conn.
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curtailed. Mandatory allocations of gasoline to retailers resulted in long wait-
ing lines at service stations in certain parts of the country.

In 1979, the Iranian conflict reduced U.S. oil supplies by 700,000 BD, 4 per-
cent of U.S. demand in 1978. Government imposed allocation programs again
caused long gasoline lines and inconvenience to consumers.

The role of higher oil prices in the U.S. economic problems of the 1970's is
important but often exaggerated. Rapidly increasing oil prices during 1973-74
and again in 1979 were not the main cause of high inflation and poor economic
growth. Chart 1 shows the impact of oil price increases on inflation.

CHAirr 1.-Contribution of rising energy prices (shaded area) to overall
U.S. inflation (GP deflator) 1974-79

Source: Data Resources, Inc.

Although the effects of the 1973-74 crisis on U.S. economic growth are extremely
difficult to quantify, economic analysis by the U.S. General Accounting Office
estimates that the embargo and its concurrent price increases reduced the gross
national product by 3 percentage points and increased unemployment by 1.7
percentage points.

Oil imports cause a significant outflow of U.S. wealth to oil exporting countries,
and thus have a strong impact on the U.S. balance of payments. The following
table shows that oil imports have increased from 11 percent of the total value of
imports in 1973 to 27 percent in 1979.

U.S. OIL IMPORTS

ln millions of dollars]

Petroleum and Percent of
products total imports

1973 -7 614 11.0
1974------------------------------------- 24:270 23.4
1975 - 24,814 25.3
1976------------------------------------- 31,798 26. 3
1977 -41,526 28.1
1978 ---- - 39,109 22.7
1979 - 56,046 27.2

Source: U.S. Department of Commerce, "Survey of Current Business."
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The effect of oil imports on the U.S. balance of payments depends on how the
producing countries use the funds they receive from the United States in payment
for their oil. If they spend all this money to purchase goods and services produced
in the United States, or if they invest this money in the United States perma-
nently, the accounts are balanced, and the only effect on the U.S. economy is that
we have to give up these goods and services to get the oil. However, this is not
what has happened. The producing countries have invested some of the money in
short-term bonds and used some of it to trade with, and invest in, other countries.
This has (1) reduced the stability of the dollar's value in terms of other curren-
cies as the producing countries have periodically shifted their short-term invest-
ments among countries, and (2) depressed production and income in the United
Stats as some of the money has been used to purchase goods and services in other
countries.

The rising value of oil imports has added to U.S. ba4ance of payments deficits
which have led to a decline in the value of the dollar. A depreciated dollar has
increased the cost of other U.S. imports and has thus contributed to inflation in
the United States. Since the world price of oil is denominated in U.S. dollars, a
depreciating dollar sets off a spiral of even higher oil prices as oil exporting coun-
tries attempt to maintain and increase the purchasing power of their dollar-
denominated financial holdings and current receipts for sale of oil. While the
United States suffers from this vicious cycle, countries with strong currencies
(for example. Switzerland and Germany) enjoy more stable oil prices. As shown
in the following table. the FOB price of oil in Swiss francs and German marks
has changed much less than the dollar price of oil since 1974.

INDEX OF THE F.O.B. COST OF ARABIAN LIGHT OIL

[1973=1001

United States Switzerland Germany

1973 -100 100 100
1974 -370 290 330
1975 - 368 298 357
1976 -396 199 346
1977 -426 263 332
1978 -- - 436 218 295
1979 -- - 594 296 395

Source: Conoco, Inc.

U.S. POLICY REACTION TO THE ENERGY CRISIS

Following the Arab embargo of 1973-74, the main thrust of U.S. government
energy policy was to protect the consumer from rising oil prices. Also, the devel-
opment of additional supplies of domestic energy was given secondary considera-
tion to protection of the environment and occupational health and safety. The
regulations implementing these latter valid concerns have turned out to be very
costly and inefficient. Additionally, this energy policy approach by the U.S. gov-
ernment led it into direct confrontation with OPEC and with American oil
companies, and also resulted in recriminations from U.S. allies for not facing the
problem forthrightly. The outcome of these policies was to maintain oil consump-
tion and imports at higher levels than the country could afford, and to hold down
domestic oil production.

Price Controls, Allocation and Tazation

Price controls and allocations have been the instruments used to insulate the
U.S. consumer from higher oil prices. In August 1971, the federal government
imposed price controls on all U.S. industry. Emergency controls remained in
effect for the U.S. petroleum industry even after they were removed from other
industries. These price controls hindered the ability of U.S. petroleum compa-
nies to provide additional needed domestic supplies by reducing (1) the incen-
tives to find new oil and (2) the amount of funds they could generate and reinvest.

The "Two-Tier" pricing of domestic crude oil went into effect as part of the
federal government's Phase IV price control program in August 1973. This meant
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that oil companies were required to charge one low price (below its true value)
for so-called "old" oil and another price for "new" oil.

In response to the Arab embargo, the Emergency Petroleum Allocation Act
(EPAA) was signed into law In November 1973, and mandatory allocation of
crude and all refined products commenced in the beginning of 1974. Price controls
and allocations aggravated the problems caused by the cutoff of Arab oil.

After repeated extensions, the EPAA expired and was replaced by the Energy
Policy and Conservation Act (EPCA) in December 1975. The EPCA provided
for:

(1) The placement of "new" as well as "old" oil under price controls for
40 months beginning February 1976, with the provision that the Administra-
tion could raise oil prices by a maximum of 10 percent per year.

(2) An average price of "old" oil of $5.25 per barrel and $11.28 per barrel
for "new" oil with a composite average price of $7.66 per barrel.

Finally in June 1979, President Carter began the reversal of the harmful effects
of price controls by gradually decontrolling the price of oil with the goal of let-
ting oil prices reach world levels by September 1981.To a great extent this posi-
tive action taken by the President will be offset by the negative impact of the
Windfall Profits Tax.

The underlying concept in the history of oil price controls from 1973 through
the Imposition of the windfall profits tax has been that subjective social equity
considerations are more important than economic efficiency considerations. Oil
and gas have been priced or taxed on the basis of the date of discovery, owner-
ship, or depth of the well. The value in the market makes no such distinction-
a barrel of oil or a cubic foot of gas has the same value regardless of date of dis-
covery of the producing field, ownership, or depth of the well.

The Preeminence of Environmental and Health and Safety Goals

Beginning in the late 1960's, and continuing into the 1970's, environmental and
health and safety goals were considered more important than the development of
additional domestic energy supplies. In some cases, the effect of this emphasis
was to increase demand for imported oil. For example:

In November of 1967, the Clean Air Act placed restrictions on sulfur emis-
sions and created a strong demand for imported low sulfur oil mainly to
replace high sulfur coal.

The Coal Mine Health and Safety Act was signed into law in 1969. This
legislation increased the cost of producing coal, which forced coal out of
some utility markets.

Additional antipollution standards were imposed by the passage of the 1970
Amendments to the Clean Air Act. By mandating a shift from regular to
unleaded gasoline, these amendments increased consumption of petroleum
by refineries and motor vehicles.

Actions taken under environmental legislation (1) delayed by several years
the availability of large new supplies from the Alaskan North Slope and
(2) slowed development and increased the cost of oil from the Outer Con-
tinental Shelf.

The above mentioned laws comprise only a portion of environmental legis-
lation and regulation. Everyone wants cleaner air and water and safer work-
ing conditions. However, the time has come to examine the efficiency of the
specific regulations in attaining these desirable ends. Up to the present the
failure to balance benefits and costs has restricted domestic energy develop-
ment and caused greater reliance on imported oil.

Confrontation Policy

A policy of protecting consumers from higher oil prices inevitably led the
U.S. government into verbal confrontation with OPEC which has led to no
positive results. Frustrated with their inability to control the pricing policies
of oil producing countries, U.S. political leaders have attacked U.S. oil com-
panies who could not control events any more than they could. This unproduc-
tive scapegoating combined with the efforts to insulate consumers from rising
prices was the sum total of U.S. energy policy until very recently, and it left
the United States subject to later shortages of oil and the resulting economic
consequences of such shortages. Inability or the perception of the inability to
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control rising inflation, and the fall of the dollar on international currency
exchanges resulted in the U.S. government viewing OPEC as the cause of U.S.
economic maladies including slower economic growth.

During the periods in which oil prices increased rapidly, U.S. oil companies
also experienced higher profits. Critics of the industry went so far as to charge
that oil companies were conspiring with OPEC to raise prices to increase
profits. High U.S. government officials have railed at the "obscene" profits of
oil companies, and have threatened them with dismemberment. Percentage
depletion for petroleum and natural gas was repealed for all but the smallest
producers. Recently, pipeline divestiture and anti-merger proposals have been
directed at the largest oil companies.

The divisiveness of this confrontation policy of using OPEC and large oil
companies as scapegoats has (1) weakened U.S. influence in OPEC countries, (2)
undermined the competitive position of U.S. companies abroad and (3) lessened
the ability of oil companies to develop domestic oil resources. Overall it has re-
duced respect for the U.S. government worldwide. Only U.S. adversaries have
gained from this bankrupt policy.

U.S. GLOBA. ENERGY POLICY

To resolve energy related problems and stimulate long-term economic growth,
U.S. energy policy should be redirected. Energy policy should focus on a posi-
tive approach and away from the restrictive, confrontational orientation of the
past. A redirection is needed in both global and domestic energy policies.

Our global energy policy should encourage the worldwide development of en-
ergy supplies, particularly by promoting the private development of world energy
resources and by trying to build relationships that increase the security of oil
supplies from producing countries.

Develop Additional Non-OPEC Energy Supplies

Since the market for oil is global, increases in oil supply or conservation any-
where in the world will improve the U.S. energy position. Similarly, from both
competitive and security standpoints, diversity of supply among couuntries and
among fuels is desirable.

The particular geological circumstances in the Middle East and a few other
limited parts of the world produced the contemporary geographical pattern of the
non-Communist world's energy supply. Uncertainty associated with the availa-
bility of Middle East oil provides a strong motivation to develop alternative oil
supplies.

The possibilities for geographical diversification are great. Areas having un-
tapped potential for development of oil and gas still exist in the United States,
Canada and Western Europe. Latin America, Africa and Southeast Asia contain
almost 35 percent of the world's total potentially petroliferous regions and, to
date, the exploration efforts in these areas have been much less than in the
developed countries.

Just as there exists great potential for development of world oil resources in
previously unexplored areas, so too, great opportunities exist for the global de-
velopment of coal, uranium and hydropower. A market environment, with mini-
mum governmental restraints, provides the appropriate incentives to determine
which resources are commercially exploitable, the amount to be produced and the
price of the resource. Also, by encouraging the development and use of alterna-
tivo resources to oil, the world demand for oil will be reduced, thereby allaying
pressure on sensitive oil markets.

Financial intermediaries should continue and possibly expand their roles In
fostering the private development of energy resources. Private financial institu-
tions and public agencies, such as the World Bank, should assist in providing the
funding necessary to Insure the private development of resources. Private devel-
opment will contribute to the depoliticization of world energy markets.

The transfer of energy technologies among countries, particularly In the non-
Communist world, should be encouraged. Purely from an energy standpont, tech-
nological assistance in developing energy sources in the Communist Bloc would
also be desirable. Political and national security considerations, however, may
limit technological assistance to these countries.
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International contingency planning to deal with supply interruptions should
be improved. Increased coordination among energy importing nations could miti-
gate the impact of disruptions in world energy markets.

Encourage More Secure Supplie8 from OPEC

A redirection of U.S. policy away from confrontation with OPEC is essen-
tial. The political, economic and military hazards associated with upheavals in
world oil markets are too great for both individual producing countries and the
importing countries. Cooperation based on common interests should be the theme
of the U.S. relations with producing countries. Realistic attempts by consuming
nations to understand policies and aspirations of OPEC members would con-
tribute to establishing a meaningful dialogue among oil importing countries
and between oil importing countries and oil exporting countries.

Greater security of supply could begin with encouraging producing countries
to develop greater production capacity. The turmoil that developed in world
oil markets as a result of the political situation in Iran could have been re-
duced If other countries had greater producing capacity and chose to use it.

OPEC members have indicated their desire for protection against Inflation
through greater stability in international financial markets. In the past, these
countries have failed to obtain a satisfactory rate of return on dollar denomi-
nated financial investments largely because of rapidly rising inflation. Stable
international exchange markets, which would be largely the result of lower
rates of Inflation, would begin to bring actual rates of return in line with ex-
pected returns. The U.S. along with other consuming countries should give
serious consideration to indexing world oil prices as a means of protecting pro-
ducing countries' income against inflation. As a practical matter, OPEC may
enforce some form of indexing unilaterally, just as the producing countries now
set the dollar price of oil without a formula.

The benefits of a more stable and predictable. economic environment would
reach beyond making oil supplies more stable. By making investments in the
United States appealing, producing countries with financial surpluses could be
induced to reduce their holdings of short-term securities in favor of long-term
investments that have positive economic effects on the United States.

DOMESTIC ENERGY POLICY

The underlying goal of U.S. domestic energy policy should be to reduce de-
pendence on insecure foreign oil. This can be accomplished by following some
basic principles in setting domestic energy policies, and by some specific pro-
grams to reduce imports of oil.

Basic Principles of Domestic Energy Policy

To reduce dependence on imported oil, domestic energy policy should rely on
basic principles that have been successful in other areas of economic activity.
In the absence of supply emergencies, resources should be allocated by market
forces to insure efficiency. Cooperation rather than confrontation should be
the approach toward reconciling conflicting domestic interests. Finally, energy
policy should not foreclose any energy options that can be Implemented without
unduly compromising other social goals.

Market allocation of resources.-The U.S. experience with energy policy since
1973 has indicated that the most desirable results are most often the direct
result of market dynamics. The plethora of energy legislation and regulations
has discouraged efforts to increase supply of energy and has disrupted domestic
energy markets.

Studies by independent analysts and the Departments of Energy and Justice
have all found that government energy regulations aggravated rather than
moderated the impact of the 1979 Iranian oil disruption. The generally poor
results of government energy regulations provide ample support for the position
that the market is better able to distribute energy supplies and encourage addi-
tional energy production than any government program.

Cooperation among different interest groups.-The inability to resolve con-
flicts among different interest groups has exacerbated the energy situation. Co-
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operation among industry, environmental groups, and government is essential
in developing sound energy programs. The adversary process has failed to pro-
duce reasonable policies.

Finding solutions to difficult industry-environmental problems may, in some
cases, require that certain conflicting energy, environmental, economic, and
social priorities be weighed. Traditionally this task has been accomplished
through the adversary process, whereby opposing groups meet at legislative
hearings or in the courts to assert their positions. Advocates are forced by the
nature of this process to present their case in the starkest terms in order to
"win" a favorable decision. This precludes the search for a nutually agreeable
outcome. Further, it can lead to additional delays and costs that are in no one's
best interest.

The National Coal Policy Project is an outstanding example of successful
cooperation among different interest groups. This Project brought together lead-
ers from industry and environmental groups to seek consensus and provide guid-
ance on the important national policy issues related to the use of coal in an
environmentally and economically acceptable manner. The Project's report,
"Where We Agree," demonstrates that consensus among competing interest
groups is attainable on many specific issues and preferable to confrontation.

Promote a variety of energy option8.-Flexibility is particularly important
with respect to our energy problem where a multiplicity of solutions rather than
one or even several approaches is likely to lead us out of our dilemma. This kind
of problem requires unpredictable combinations of skills, Imagination, and
resources. The collective decisions of the millions of people In the marketplace
will soon separate out successful methods from the unsuccessful ones, far
more efficiently than precise government directives.

Overreliance on any single energy option or group of options may restrict our
future energy choices or alternatives. To minimize this problem, energy policy
should promote a variety of energy approaches. Only then can we be sure that
energy policy has not inadvertently foreclosed valuable energy options.

Programs To Reduce Import8 of Oil

To reduce dependence on insecure foreign oil, energy policy should promote
conservation, encourage substitution of other forms of energy for oil, stimulate
the development of domestic resources and provide for greater security from
oil import interruptions through increased storage.

Conservation-Conservation has several characteristics that make it an ac-
ceptable way to reduce oil imports. It has shorter lead time than other energy
sources; it is almost always cleaner than other forms of energy; it can usually
be adopted in small increments; and it generally carries low technical risk. This
Is not to say that conservation is always superior to developing new and alter-
native energy resources. Conservation is an economic activity that can be car-
ried to the point where it ceases to have an advantage over additional energy
production.

Energy conservation, largely as a response to higher prices, has already had
a significant impact on domestic energy demand. Prior to the 1973 embargo and
subsequent price Increases, most forecasters expected the United States to be
consuming over 90 quadrillion BTU's of energy by 1980. Current forecasts call
for consumption in 1980 to amount to only 77 quads.

Until 1974, energy prices in the United States declined slowly but steadily
In real terms, while recently we have experienced large increases in energy
prices-increases which are significantly altering amount of energy used per
dollar of output in our economy. The ratio between energy and Gross Domestic
Product (GDP) for the United States has dropped steadily, from 33,400 Btu's
per 1978 dollar of output in 1972 to 29.100 Btu's per 1978 dollar of output in 1978.

In addition. energy use per dollar of gross output has varied considerably
across countries, which suggests there are opportunities for further conserva-
tion in the United States. Figure 1 plots energy consumption per dollar of gross
domestic product (measured in constant 1978 U.S. dollars) for the United
States, Canada, and the United Xingdom, the Netherlands, France, Norway,
Italy, Japan and West Germany. The European countries have energy/output
ratios well below those of the United States and Canada.
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FIGURE 1

Energy Consumption Per $ of Gross Domestic Product
(GDP) for Selected Countries
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Source: "Energy: The Next Twenty Years," a report sponsored by the Ford Foundation.

Substitution of other energy sources for oil-While reduction in the consump-
tion of energy is helpful, substituting other energy fuels for oil is also Important
in reducing oil imports. If, as predicted, oil prices increase more-rapidly than the
prices of other energy sources, the substitution away from oil, in addition to the
reduction of total energy demand, will reduce the demand for oil imports as less
costly fuels replace the use of oil. The greatest opportunity is the replacement of
oil in electricity generation and industrial heating and steam generation with
coal and nuclear.

Development of additional domestic resources-Besides reductions in petro-
leum consumption as a result of the conservation and substitution effects of
higher prices, development of additional domestic energy sources will help im-
prove the U.S. energy position. Substantial domestic energy reserves have been
identified. The table entitled "U.S. Production and Consumption 1978" sets out
the slate of energy sources and their relative importance in total consumption. In
1978, oil and gas comprised about three-fourths of U.S. energy consumption; coal
only 18 percent. The Reserves/Production ratio indicates the number of years
that 1978 reserves will support production at 1978 levels. Coal Is by far the most
abundant energy fuel with almost. 400 years supply at current production levels.

The data indicate that the entire stock of energy reserves remaining is signif-
icant; however, the greatest energy reserves are in sources that are not cur-
rently in greatest use. To utilize our domestic resources most effectively, we must
begin to use those energy sources having the largest reserves.

Although change in the pattern of domestic consumption among fuels is
essential, sizeable resources of all Individual energy fuels rema'in to he discovered.
The table "U.S.. Recoverable Reserves and Resources of C6nventional Mineral
Fuels" shows that vast amounts of energy resources have not yet been found.
Undiscovered hypothetical resources, that portion of the resource base that might
be discovered some time in the future, exceed current reserves by a factor of
three. Although c6al and uranium resources account for a substantial portion of
the resource base, the amount of oil and gas that remains undiscovered is
significant.
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U.S. PRODUCTION AND CONSUMPTION, 1978

Production Consumption

Quads of Reserves/ Quads of
Btu production Btu

1978 Production equivalent ratio equivalent Percent

coal------------661 (million tons) ----- 13.9 394.0 14.2 18.2
Oil and natural gas liquids--. 10.9 (million barrels per 23. 1 10. 1 37.9 48.6

day).
Gas ------------ 19.7 (trillion cubic feet).-- 20.2 10.6 19.8 25.4
Uranium/nuclear ------ 18.5 (thousand tons) ---- 5.6 48.1 3.0 3.8
Hydropower -------- 284 (billion kilowatt-hours)- 3.0 --------- 3.2 4.0

Total --------------------- 65. 8-------- 78.1 100. 0

Source- "Energy Outlook Through 1990," Conoco, Inc., Coordinating and Planning Department, Economics Division.

Increased oil 8torage.-The major action taken by the U.S. Government to
provide protection against future oil embargoes has been the creation of a stra-
tegic petroleum reserve (SPR). In his January 1975 State of the Union mes-
sage, President Ford recommended a strategic storage program of one billion
barrels of oil for domestic needs. During 1975, legislation concerning a reserve
was considered and in December 1975, the Energy Policy and Conservation Act
was enacted. The act provided for storage of up to one billion barrels of oil,
with the provision that three years after enactment, the SPR would contain not
less than 150 million barrels. The SPR currently contains less than 100 million
barrels of oil, significantly less than had been originally planned.

The purpose of the SPR as stated in the act is to diminish U.S. vunerability
to the effects of interru~ptions in petroleum supplies and to carry out U.S. obliga-
tions under the International Energy Program (IEP). The general belief is that
an SPR will help stabilize the national and international petroleum situation by
(1) providing credible evidence that the United States has the will to insulate
its economy from major energy supply disruptions and (2) reducing the eco-
nomic impact of an interruption if one occurs. Until the United. States accelerates
the rate at which the SPR is being filled and develops an operational plan for
distributing the SPR oil, neither of these goals will be achieved.

SPECif1C U.S. ENERGY POLICIES

In addition to more general policy initiatives, a comprehensive energy policy
should also aim at maximizing individual contributions of oil and gas, coal,
nuclear and synthetic fuels. Specific policy recommendations for each of these
fuels are given in the following discussion.

Oil and Ga8

Oil and gas have been the preferred fuels due to their ease of transportation,
relatively low emissions when burned, general versatility and low cost given the
other advantages. In view of the existence of significant undiscovered domestic
resources of oil and gas, major efforts should be undertaken to develop these
resources.

U.S. RECOVERABLE RESERVES AND RESOURCES OF CONVENTIONAL MINERAL FUELS

Undis-
Identified covered

Percentage hypo- Quads of
Inferred of thettcal Btu Per-

Fuel Reserves resources identified resources TotLI equivalent centage

Coal (billion short tons) ------ 260 648 92.8 895 1,803 37, 863 92.9
Oil and natural gas liquids (bil-

lion barrels) ---------- 40 29 1.9 98 167 921 2.0
Gas (trillion cubic feet) ------ 209. 202 2.0 484 895 917 2.3
Uranium (thousand short tons). -- 890 1,395 3.3 1,515 3,800 1,140 2.8

Total (quadrillion Btus) -- 6,163 14, 391 100.0 20, 287------- 40, 841 100.0
Oil shale (billion barrels)------ 198 ----------------------- 1,148.-----

Total (quadrillion Btan)..... 7,311 14, 391------- 20,287------- 41,989.-----

Source: "Energy in America's Future", Sam Schurr, ed.
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Government oil and gas policy proposals have tended to focus on keeping prices
low rather than increasing supply. A variety of supply side programs could be
implemented to make the best use of our oil and gas resources.

A desirable first step in increasing oil and gas production would be to reduce
the disincentives in the Windfall Profits Tax by exempting new, stripper and
tertiary oil from the Windfall Profits Tax; adjusting the base price level for
current world oil prices; and escalating the base price for new and tertiary oil
by the Index of Oil Field Machinery and Equipment rather than by the GNP
deflator. Imposition of the Windfall Profits Tax in its present form will offset
many of the significant contributions of decontrol. Every dollar taxed away by
the government is a dollar which Is not spent to increase domestic oil supplies.
Existing taxes and royalties by themselves would collect 49-55 percent of each
additional decontrol dollar for federal, state, and local governments. This would
have left only 36-44 percent for oil producers. The enacted Windfall Tax will
reduce the producer's share still further, to about 20 percent of the decontrol
revenues. This gap between the actual price of the additional production, and the
amount the producer receives, is large enough to restrict the production of oil.
The American Petroleum Institute estimates that decontrol of oil prices in the
absence of the Windfall Profits Tax would boost domestic petroleum production
by 1.7 million BD by the mid-1980's.

Some additional programs that would encourage oil and gas production are:
(1) Seek opportunities to speed decontrol of domestic oil and gas prices. Inflexi-

bility of detailed and complex legislation aimed at gradual price decontrol, such
as the Natural Gas Policy Act of 1978, makes the goal of market-determined
prices difficult to attain.

(2) Accelerate leasing of prospective oil and gas producing areas rather than
making them inaccessible to exploration and development. Attempt to resolve
environmental concerns by a cooperative approach as discussed in the preceding
section on basic principles.

(3) Encourage state and local authorities to expedite regulations that are re-
stricting oil and gas production such as those that curtailed development of oil
production in California's Santa Barbara Channel. Implementation of "fast
track" legislation would enable the federal government to overrule state and
local regulations when it is deemed to be in the national interest.

Although much more emphasis should be placed on stimulating oil and gas
production, programs that would curtail petroleum demand would also help
reduce our dependence on Imported oil. Following are some recommended pro-
grams:

(1) Proceed along the current schedule to remove gasoline price and alloca-
tion controls by October 1, 1981.

(2) Impose a significant excise tax on all motor vehicle fuels. Ultimately the
level of such a tax might be near $.50 per gallon. This could be achieved with a
lower initial tax of say $.10 per gallon, escalating by $.05 a year over a period
corresponding to the average life of a motor vehicle. In this way, there would be
increasing incentive for consumers to buy and manufacturers to produce fuel
efficient vehicles. This would avoid the hardship and disruption that might accom-
pany an Immediate hike to the ultimate level. The following features should be
included in the tax legislation:

(A) Gasoline price and distribution decontrol must accompany Imposition
of any excise tax increase so that the market can function without the dis-
tortions caused by continued controls.

(B) The tax receipts must be immediately and automaitcally recycled,
preferably through a dollar for dollar reduction in either federal income
taxes or employer's and employee's Social Security tax burden. Recycling by
increasing government spending should be absolutely avoided.

(C) The tax should apply equally to gasoline and all motor vehicle fuels
with no exemptions or exceptions.

Coal

Coal represents America's most underutilized energy source. This fuel accounts
for 90 percent of the nation's energy resources, but only 19 percent of the na-
tion's energy supplies. Coal produced largely from U.S. sources could provide
a bulwark against insecure energy from the Middle East just as domestic oil
cushioned interruptions in oil supply from the Middle East during the 1950's and
1960's.
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The potential for a greater role for coal is substantial. Increased use of elec-
tricity from coal fired boilers could replace electricity produced from oil. Coal
could replace oil in many industrial uses. Coal gasification and liquefaction
would permit even greater substitutability for oil.

Despite the benefits that would flow from shifting our energy consumption
patterns in favor of coal, government regulations restrict growth in demand
and needlessly raise the cost of producing coal. One of the regulations most
damaging to the effort to shift energy demand to coal is the Environmental
Protection Agency's air quality standard with respect to sulfur dioxide (SO,)
emission.

Adverse effect on human health of low-level SO, emissions into the atmosphere
is unproven. Scientists have questioned the validity of the 1939 review of health
studies on which current SO, standards are based. More recent research has
indicated that reducing SO, concentrations to the very low level required by the
government is unlikely to produce any health benefits.

Professor Arthur Stern, president of the Air Pollution Control Association,
says the current air standards are based on "guesses" made in the later 1960's
and that all the SO2 standards could be relaxed "without harm to the public."
This view seems to have many adherents in the scientific community. Nearly
three-fourths of the medical specialists attending an environmental symposium
sponsored by the New York Academy of Medicine indicated they thought present
SO2 standards are "too stringent."

The bill for installation of stack gas scrubbers or higher-priced low-sulfur coal
will be paid ultimately by consumers in the form of higher prices for electricity
and for all goods and services. With little or no public health improvement fore-
seen, it is clear that the SO2 regulations should be eased.

Mounting evidence that S0. is not a major health problem has redirected the
Environmental Protection Agency's attention toward "acid rain." There have
been allegations that rainfall is becoming increasingly acidic, as a result of
sulfur and nitrogen oxide emissions, and that this increased acidity threatens
the environment. However, studies by the Electric Power Research Institute
demonstrate that there is no clear evidence supporting these charges. Several
years of additional study are required to determine whether acid rain is a
problem. This research should be undertaken as expeditiously as possible, and
corrective measures should be taken only after all the evidence has been
examined.

In addition to removing environmental obstacles to coal use, consumption of
coal could be increased by making coal the fuel of choice for all new fossil-fired
electric utility plants and large industrial fossil-fired steam and electricity
generating plants, and by providing incentives to utilities to convert existing
plants to coal. Congressional action is needed to expedite this switch to coal for
those plants for which conversion is practical.

On the supply side, legislative and regulatory processes have also taken their
toll on U.S. ability to produce coal. The most dramatic current example of
government regulation's adverse impact on coal production is the Permanent
Regulatory Program of the Office of Surface Mining (OSM), an outgrowth of
the Surface Mining Control and Reclamation Act of 1977. OSM's regulatory
program touches all aspects of coal mining and reclamation, including under-
ground mining.

In assessing the costs and benefits of OSM regulations, Consolidation Coal
Company studied 21 provisions of the Permanent Regulatory Program. The 21
items were selected because they were amenable to reasonably quick cost analysis.
Thousands of man-hours were devoted to this study, which employed the exper-
tise of reclamation specialists, geohydrologists, air quality scientists, mining
engineers, civil engineers, sanitary engineers, process engineers, geotechnical
engineers and geologists.

The Consol study shows that the Company's cost of complying with and
achieving the goals of the Federal Surface Mining Act using good engineering
practices would be about $1 billion over 11 years. A conservative estimate of
complying with OSM's detailed, "cookbook" type regulations is $2.8 billion over
the same time span. The difference between these two costs, $1.8 billion, indicates
the excess costs, beyond what would be necessary to comply with the law, that
OSM regulations impose.

Extrapolating these results from Consol's costs to Industry costs produces esti-
mates that are startling in magnitude. Industry expense of complying with the
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21 provisions in accordance wih OSM's final regulations is estimated to be $34.8
billion over 11 years. This is a yearly expense of $3.2 billion. The total industry
cost of complying with the law using best engineering practices would be $12.7
billion over 11 years. This would represent a saving of over $22 billion; $2 billion
could be saved each year.

The following is a summary of recommended government actions that would
stimulate domestic production of coal:

(1) Raise unrealistically low SO. emission standards.
(2) Enact legislation that will provide incentives for electric utilities to con-

vert oil and gas fired generating capacity to coal.
(3) Investigate thoroughly the alleged increase in acidity of rainfall and the

causes of acid rain and undertake corrective measures only after all the evidence
has been examined.

(4) Change the Permanent Regulatory Program of the Office of Surface Min-
ing to permit coal producers to use good engineering practices rather than
detailed, "cookbook" type regulations to meet Federal Surface Mining Act
requirements.

(5) Review mine health and safety regulations with the objective of revising
them so as to eliminate measures that do not improve safety but hamper produc-
tivity. The standards that lead to safe work practices should not be sacrificed.

(6) Resume federal leasing of coal lands and revise the "due diligence" pro-
vision of leasing regulations to take into account long lead times in developing
a mine.

(7) Enact legislation that will insure access to water rights and remove bar-
riers to obtaining rights of way for coal slurry pipelines.

(8) Change the system of railroad regulation to encourage a rate system under
which all haulers pay the full cost of the service they receive and which permits
negotiation of long-term contracts between railroads and their customers.

Nuclear

Despite a growth In U.S. nuclear generating capacity of over 20 percent a year
during the past 5 years, nuclear power is running into opposition as a result of
concern over safety, waste disposal and environmental damage. These concerns
have been reflected in frequently changing and increasingly stringent regulations,
which have been a major factor In the doubling since the 1960's of the time
required to bring a nuclear plant on stream. Higher standards and accompanying
delays have in turn contributed to the escalation of construction costs, which
have risen at more than twice the general rate of inflation.

In order to facilitate the development of additional capacity for nuclear power,
procedures for siting and licensing reactors should be streamlined. Also a well-
planned program for the safe disposal of spent nuclear fuels should be instituted,
following the example of some of our European allies. Such a program would
defuse much of the criticism from those opposing the future development of
nuclear power.

Some of the most devastating criticism of nuclear power is related to operating
mistakes. Many of the nuclear reactor operating problems are not caused by
equipment failures, but rather, are the direct result of inappropriate actions
taken by operating and maintenance personnel. To avoid similar problems in the
future, plant personnel should receive better training. Continuing education
should also become a requirement.

The continued development of nuclear reactor technology is essential for long
term energy development. The recent two year study, "International Nuclear
Fuel Cycle Evaluation," by technical experts from industrialized and less-devel-
oped nations concludes that new reactor designs, such as breeders, do not pose
any greater risk of nuclear weapons spread than existing power plants now in
use by the United States and many other countries. Breeder reactors are also
more economic than current reactors because they produce more fissionable mate-
rials than they consume. This excess nuclear material can be extracted, recycled
and used in other reactors.

Problems associated with breeder reactors are complex and win involve many
years of study to resolve. By promoting a breeder R&D program beginning today,
rather than in the future, it will be more likely that many of these problems will
be resolved before the need for the breeder becomes crucial.
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Synthetic Fuels

"'Synthetics" include synthetic gasoline (alcohols from grain, coal, and other
sources), synthetic crude/fuel oils for refining or direct burning by electric
utilities (coal liquefaction, shale oil, tar sands and heavy oil) and synthetic gas
(including gasification of coal to make high-BTU gas for blending into high-BTU
gas pipelines by gas utilities and to make lower-BTU gas for local steam
generation.)

Common to all of these sources is their greater projected costs than the current
price of imported oil. Conoco estimates indicate that the current cost of produc-
ing synfuels is about $40 per barrel and may rise to $45-$55 per barrel in 1980
dollars by 1995. This compares with a current price of $30 per barrel for imported
oil.

The development of synthetic fuels is viewed as an important component of the
nation's energy policy. A number of proposals have been designed to promote the
production of synthetic fuels. The most productive incentives are those which
reduce the cost of synthetic fuels by lowering the capital cost of fuel projects.
The following are recommended programs:

(1) Investment tax credit.-There is currently an additional 10 percent invest-
ment tax credit available for synthetic fuel plants completed by 1982; this extra
credit should be extended at least until 1990.

(2) Accelerated depreciation.-Accelerated depreciation as proposed in the
Capital Cost Recovery Act (10-5-3 Bill) would be highly desirable, particularly
if it permits starting writeoffs while construction is still in progress rather than
waiting until the plant begins operation.

(3) Production tax credits.-Some types of synthetic fuels, such as in situ tar
sands production, suffer from high operating costs, and a production tax credit
would stimulate production by offsetting those costs.

(4) Investment grants.-Now that the government has created the U.S. Syn-
thetic Fuels Corporation, we believe that the most desirable mode of operation
will be for that agency to make front-end investment grants to private sector
firms or utilities prepared to proceed with commercial projects.

CONCLUSION

Although some programs such as phased decontrol of domestic crude oil and
the creation of the U.S. Synthetic Fuels Corporation are positive steps, much of
the U.S. government's reactions to the energy crisis has been counterproductive
in solving the nation's energy problems. However, there is a growing realization
that if the United States is to make progress on the energy front, fundamental
changes must be made in energy policies.

Implementation of the policies recommended in the preceding discussion would
begin to provide a greater balance between U.S. energy production and use. Sup-
plies and prices of hydrocarbons are unlikely to return to the levels preceding the
Arab embargo. However, appropriate government action could facilitate an ad-
justment to a drastically changed energy situation and could reduce the impact
on the economy of sudden interruptions of supply that will likely characterize
future world oil markets.

STATEMENT OF HOWARD MARLOWE, ASSOCIATE DIRECTOR, DEPARTMENT

or LEGISLATION, AMERICAN FEDERATION OF LABOR AND CONGRESS OF

INDUSTRIAL ORGANIZATIONS

Seven years after the Arab oil embargo, this nation's energy future
remains unclear. America is more vulnerable today and more depend-
ent upon petroleum imports from insecure sources than it was in 1973.
The AFL-CIO has continually called upon the President and the
Congress to address this nation's energy dilemma with bold and deci-
sive action. We must maximize production of all domestic sources of
energy, and promote its conservation while assuring that these sup-
plies are made available at reasonable prices.
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Unfortunately, there are those who have been able to take advan-
tage of America's energy crisis for their own, private benefit. The
Organization of Petroleum Exporting Countries (OPEC) has dis-
covered that oil prices can be increased dramatically with correspond-
ing reductions in production without incurring adverse consequences.
The giant U.S. multinational oil companies have found that these
same policies bring massive increases in their profits. Even more
intriguing, the oil industry has managed to convince Congress that
their rapidly escalating profits are insufficient to finance their invest-
ment needs. As a result, the process of deregulating domestic oil prices
is well underway, with a similar approach being taken for domestic
natural gas prices.

Because of the OPEC stranglehold through price and supply deci-
sions, the United States is presently at the mercy of the oil cartel.
The giant oil companies, whose profits swell with every OPEC price
hike, have neither the incentive nor the desire to protect the American
people. To the contrary, their benefits increase as consumers pay more
for decreasing quantities of petroleum.

The oil and gas industries and their supporters in Congress have
called for a return to the "free market." There is no such condition
as a free market in these industries. Over the years, the majors have
been able to work in concert to orchestrate price and supply. Remov-
ing all government constraints only serves to give them license to use
their monopolistic powers for the further enrichment of industry
coffers. Not only do they dictate our national oil and gas policy, but
through ownership of major interests in other energy industries, they
also dictate the degrees to which we can reduce our reliance on oil and
gas by switching to other fuels.

This tight-fisted control of American energy supplies by a few giant
companies is the central reality of our energy dilemma. It is a reality
which demands that the federal government retain an activist role
in assuring the availability of plentiful supplies of energy at reason-
able prices.

There is no single solution to the energy dilemma. Ways must be
found to conserve energy, develop new supplies, regulate the domestic
energy industry, and respond to the monopolistic policies of OPEC.
Our goal must be the development of an energy self-sufficiency which
will provide for economic growth.

The United States must develop an effective mechanism for deal-
ing with OPEC. Over the past 7 years, we have conducted our na-
tional energy policy as if there were no means to use our enormous
economic power to thwart the cartel. However, the United States is
not powerless to deal with OPEC. We should create a government
agency to act as the importer of all oil, negotiating price through
such systems as blind bidding, allocating supplies fairly through-
out the country, and reducing the amount of oil that is imported.

Energy conservation is an indispensable component in the resolution
of the energy crisis. By curtailing wasteful uses of energy while maxi-
mizing the energy efficiency of heating and cooling systems, we can
significantly reduce our need for oil, gas and electricity. We must
improve the energy efficiency of major appliances, automobiles and
buildings. We must encourage conservation through peak-load utility
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pricing and the elimination of discounts for large consumption levels.
We must require the conversion of oil-fired boilers to coal. In addition,
we need to expand government loans, loan guarantees and grants to
individuals and businesses for the installation of conservation equip-
ment, including co-generation technology.

Alternate energy sources must be developed from each of the three
primary categories: (1) Essential renewable sources-solar, wind, gas-
ohol, tidal and geothermal-for which varying degrees of technology
exist and which appear to have minimal environmental effects; (2)
nonrenewable sources-coal and nuclear-for which technology exists
but which also pose environmental problems; and (3) new areas-
such as waste matter, oil shale, tar sands and other synthetic fuels, and
solar power installations-which require expensive new technology
and may have potential environmental problems.

It is essential that the newly-established Solar and Conservation
Bank be fully funded and put into operation as soon as possible. In
tandem with existing federal tax credits for solar and conservation
installations, the Bank provides the needed financial incentive to
encourage the purchase of solar and conservation equipment. To those
who argue that the government should not be in the business of subsi-
dizing energy, we point out that the government has provided decades
of financial incentives for conventional fuels. If the subsidies for solar
and other technologies are to be removed, so must the subsidies for all
other energy materials.

The AFL-CIO supports the recent legislative commitments to wind
energy, gasohol, tidal and geothermal energy. Each of these technolo-
gies is useful in reducing our reliance on conventional fuels. An Energy
Independence Authority should be created to provide loans and loan
guarantees for private development of alternative energy sources.
This authority should also be empowered to launch projects of its own,
patterned after the TVA concept. It should encourage development of
new conservation technology, production of oil and gas from public
lands, and research to resolve environmental problems.

In the short term, coal and nuclear power have significant impor-
tance in our national energy policy. The accelerated development of
each of these resources is essential, while protecting the environment
and maintaining stringent safety and health standards.

The United States has about 450 billion tons of coal reserves-more
than 7O00 times the national annual usage. The country could double or
triple coal consumption and still have enough resources to last more
than 200 or 300 years. Nuclear power currently constitutes a little
more than two percent of total energy supply. The accelerated develop-
ment of nuclear power could considerably enlarge that figure and make
a major contribution to the resolution of the energy problem. To
accomplish this, the licensing of nuclear reactors should be expedited
and safe federal repositories established for nuclear waste.

The AFL-CIO strongly supports the newly-established Synthetic
Fuels Corporation. Private industry, left to itself, cannot or will not
develop the alternative energy sources needed by this country. For
that reason, the Federation believes the Synthetic Fuels Corporation
will help achieve energy self-reliance for the United States.

73-057 0 - 81 - 38
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An Energy Mobilization Board, which the Administration proposed
but Congress failed to enact, would expedite construction of energy-
producing facilities by eliminating redtape and unnecessary proce-
dural delays. However, this board's power must not be permitted to
negate worker safety, civil rights, labor standards, antitrust, environ-
mental or health laws.

The United States needs west-to-east oil pipelines, such as the Nor-
thern Tier Pipeline, to carry Alaskan oil to refineries in the Midwest.
Greater shipment of domestic and foreign oil in U.S.-flag tankers,
which have a proven safety record, would minimize losses due to
accidents.

The loophole in the Jones Act, which allows foreign-flag vessels to
engage in commerce between the Virgin Islands and the U.S. main-
land, should be closed. Oil accounts for 99 percent of the outbound
shipments from the Virgin Islands to the United States. As a result
of the loophole, this oil is carried in foreign-flag ships. The loophole
encourages dependency on foreign ships for transportaion of vital en-
ergy sources.

The control of domestic energy prices is a legitimate responsibility
of the federal government. Controls protect the American people from
sudden, adverse economic effects of huge energy price increases which
bear no relation to the cost of production. There is no reason to allow
U.S. domestic energy prices to be determined by OPEC. Similarly, the
government must act to halt the monopolistic nature of the oil and gas
industries and to discharge those industries from transferring their
escalating energy profits into investments in non-energy industries. Oil
and gas are national resources, and their production is a public trust.
It is time that the government acted to assure the responsible perfor-
mance of that trust through antitrust and antimerger legislation.

For more than two decades, the AFL-CIO has supported national
efforts to protect and restore the environment through policies and
programs that meet both the nation's employment and energy needs.
While the deepening energy crisis has resulted in governmental poli-
cies aimed toward greater development and use of domestic coal and
synthetic fuels in order to reduce America's dependence on foreign oil,
expanded research and development in using these fuels must proceed
hand in hand with developing technologies which can prevent envi-
ronmental deterioration and protect the, health and safety of workers
who work in the industry.

Runaway inflation in energy costs, resulting from OPEC price in-
creases and the Administration's decision to decontrol domestic crude
oil and natural gas prices, has forced many retirees and low and moder-
ate-income families to make the cruel choice between heat and food,
transportation to work and medical care. The federal government hlia a
responsibility to assure that the poor and those living on fixed incomes
do not bear an unfair share of the burden of foreign and domestic
policy.

Assistance to low-income individuals and families should be more
equitable and sufficient to offset nrice increases for such essential;. as
home heating and gasoline needed to get to work. Therefore, the AFLI
CIO urges enactment of measures such as energy assistance allowances
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to low-income households and a special energy crisis program for those
needing emergency assistance to pay energy bills but who may not
qualify for other types of aid.

These are the steps the United States can and must take to assure the
nation a strong energy base and to assure every American necessary
energy supplies. For too long, our national energy policy has been a
response to industry complaints that profits are inadequate to warrant
increased development of conventional fuels and market prices too low
to merit development of alternative fuels. Spiraling prices and profits
make these complaints hollow. It is time for Congress and the Admin-
istration to take the initiatives which will assure this generation and
those to follow of a plentiful energy supply at reasonable prices.

STATEMENT OF C. J: WAIDELICH, PRESIDENT, CITIES SERVICE CO.

I. ADEQUACY OF EXISTING FOSSIL FUEL AND RENEWABLE ENERGY

PRODUCTION INCENTIVES

A. Fo88iZ Fuels

Although price controls still exist on crude oil and natural. gas,
action taken to phase out these controls is government's single greatest
contribution thus far to stimulate the search for new energy supplies.
Significant increases have been reported this year in capital and ex-
ploration budgets, as well as in the number of seismic crews in the
field, drilling rigs at work and wells completed.

While a dramatic turnaround cannot be achieved overnight, the
sharp rate of decline in proven reserves is moderating; and figures for
both oil and gas production show a slight increase over those of a year
ago. In addition to stimulating exploration for nc w fields, higher
prices for domestic producers are encouraging the production of oil
and gas which could not have been produced economically under the
old federal price ceilings. Improved pricing is also allowing producers
to use advanced technology to increase oil recovery from existing
fields.

Additional actions government could take to further enhance in-
vestment in new supplies include:

(1) Adopting tax policies which would encourage exploration for
oil and gas both domestically and in non-OPEC countries. For
example:

(a) The adverse impact of the Windfall Profits Tax should be
reassessed; new oil should be exempted from the tax; and there
should be no comparable tax placed on natural gas.

(b) The foreign tax credit should be retained, with no further
impairment, to avoid double taxation on foreign source income.

(c) Depreciation schedules should be accelerated to permit
more rapid recovery of capital investments.

(2) Allowing industry reasonable access to promising public lands
both onshore and offshore for energy exploration and development.

(3) Reviewing and revising existing environmental laws and other
regulatory requirements that excessively block, delay, or unnecessarily
add to the cost of energy projects.
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(4) Accelerating the phaseout of natural gas and crude oil price and
allocation controls.

B. Renewable Energy Resources

Although we are increasingly using renewable energy resources,
including solar, geothermal and biomass energy, new technology is
required to lower the cost and increase the competitiveness of most of
these resources.

At the present time, government support of renewal sources through
research grants, purchase agreements and tax subsidies is adequate.

II. CONSIDERATION OF EXISTING CONTINGENCY PLANS TO DEAL WITH

AN INTERNATIONAL OIL SHORTFALL

(A) Cities Service Company firmly believes that the free market
system is best suited to determine the price. volume and distribution
of crude oil and refined products under normal supply conditions or
during periods of brief supply interruptions, i.e., the Iranian shut-
down of 1979.

It is important to note that even though crude oil price and alloca-
tion controls are scheduled to expire on September 20, 1981, the Ad-
ministration will retain sufficient legislative authority to continue
and/or implement some price and allocation controls after that date.
Demand can be restrained and available supplies can be allocated by
government during emergencies under the Energy Policy & Conserva-
tion Act, the Trade Expansion Act of 1962, the Energy Emergency
Conservation Act of 1979 and the Defense Production Act.

(B) Beyond existing contingency plans. Cities Service Company
recognizes that there is a need to formalize a program to deal with
crisis situations as follows:

(1) At the first sign of an impending crisis. petroleum industry
experts and government energy personnel should miutually evaluate
the shortfall, determining its likely magnitude and duration. After
this evaluation, if action is mandatory, it should be based on the sev-
erity of the shortfall and should rely on market forces to the maximum
extent possible.

(2) If it is determined that the shortage is "critical," government
should exercise its eistinq authority under the aforementioned Acts
to allocate available supplies. Government could also supplement its
emergency powers by extracting supplies from the Strategic Petro-
leum Reserve and by redistributing crude oil to maximize its produc-
tive use to efficient refiners that:

(a) Are able to distribute refined products to markets where
they are most needed;

(b) Can produce the most essential products with preference
given to "full-slate" refiners who can produce maximum quantities
of aviation fuel, gasoline, home heating fuels and other essential
products; and

(c) Are not able to maintain secure access to foreign supplies.
Crude should not be diverted from a refinery with a low utilization

rate to an inefficient refinery with a high utilization rate. Additionally,
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refineries which yield primarily bottom of the barrel products such as
residual oil should be given a very low priority.

II. TECHNIQUES FOR SUBSTANTIALLY INCREASING COAL AND SYNFUEL

PRODUCTION IN AN ENVIRONMENTALLY ACCEPTABLE FASHION

A. Coal

As the nation's most abundant fossil fuel, coal has perhaps the
greatest potential for contributing to the solution of the nation's en-
ergy problems in the long-term. Its production and use thus far, how-
ever, have been severely impeded by the effects coal has on the
environment.

Government policy toward coal has been, and remains, ambiguous.
On the one hand, the Administration calls for an increase in coal pro-
duction, while on the other it limits access to coal reserves and restricts
surface mining. The government urges utilities and industrial users to
convert to coal, yet imposes harsh anti-pollution standards which
render conversion economically impractical. Due to political pressure,
the government has not passed "eminent domain" legislation which
will be necessary for the construction of coal slurry pipelines. To pro-
tect eastern coal mines, customers in those areas have been ordered to
use high-sulfur coal mined in that region, despite the fact that the use
of low sulfur western coal would be far less expensive and more en-
vironmentally acceptable. These ambiguities must be resolved and a
stable government policy established if the production and use of coal
are to increase significantly.

The easing of environmental restrictions will do more to encourage
coal development than any other type of incentive. Modification of
the Clean Air Act will be essential to encourage utilities and indus-
trial users to convert to coal. Relaxation of current strip mining laws
will be necessary to allow full development of low sulfur coal.

B. Synthetic Fuels

The same environmental restrictions that frequently delay conven-
tional energy projects will impede the production of synthetic fuels
from coal and shale. Under current conditions, the lead time required
for most synthetic fuels projects averages seven to eight years: Two
to three years for obtaining permits and five years for construction.
If synthetic fuels are to have an impact in the 1980's, government
will need to examine and reform the regulatory process, especially with
regard to environmental regulations. Modifications in the Clean Air
Act and other laws can cut the red tape and speed the process of review
and approval required for synfuels development.

Much still remains to be learned about the environmental hazards
posed by synfuels projects before they reach the commercial stage.
But the benefits to the public of developing alternative energy sources
dictate that the U.S. press prudently ahead. In the short term, syn-
thetic fuels cannot be counted on too heavily before 1990. However,
in the long term, they could provide an abundant and secure supply of
energy.
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IV. OPTIONS FOR INCREASING THE SECURITY OF PERSIAN GULF OIL FLOWS
AND FOR BACKING UP OPEC IMPORTS WITH OIL FROM NON-OPEC SOURCES

The current Iran-Iraq war emphasizes again the dangers of U.S.
dependence on foreign oil, especially oil from the Person Gulf area.
The United States will spend close to $80 billion this year to obtain
foreign oil. Only by developing alternatives to foreign oil can Amer-
icans reduce this drain on their economy and achieve greater energy
security.

Fortunately, the United States can reduce oil imports if we accel-
erate the production of the vast energy resources available to us do-
mestically. Government and industry studies indicate that the U.S.
may have oil and gas resources equal to 40 years of production at to-
day's levels. This constitutes more petroleum than has been produced
to date. In addition, the U.S. has three times more coal than oil and
gas, and twice as much shale oil.

But to produce more energy from these resources, government will
have to modify current policies. To increase our alternatives to for-
eign oil, thereby reducing imports, the federal government should:

(A) Allow more energy production on federal lands which hold an
estimated 37 percent of our undiscovered oil, 43 percent of our undis-
covered natural gas and 40 percent of our remaining coal;

(B) Develop more flexible environmental laws and regulations.
With our knowledge and technology, we can balance continued en-
vironmental progress with increased energy production;

(C) Reach consistent decisions that encourage safe and orderly
growth of nuclear power. Nuclear power will fall short of its poten-
tial contribution unless government soon establishes consistent policies
on enrichment, storage of spent fuel, licensing and safety;

(D) Promote private development of a commercial synthetic fuel8
industry; and

(E) Rely more on market incentives to encourage increased efficiency
in both energy consumption and production.

If government takes these five steps, the United States could reduce
oil imports by perhaps as much as 50 percent, or 4 million barrels per
day, by 1990.

V. THE DIRECTION OF NUCLEAR ENERGY POLICY IN THE 1980'S

Nuclear energy has a substantial role to play in the overall energy
picture. In the early 1970's, forecasts for nuclear energy were quite
optimistic, predicting levels of 7 million barrels a day of oil equivalent
or higher by the late 1980's. Predictions about nuclear's potential con-
tribution have become far less certain, however, since the Three Mile
Island incident.

Our nuclear plants currently provide about 12 percent of the elec-
tricity produced in the United States or 1.3 million barrels a day of
oil equivalent. If all 110 plants now under construction or ordered were
allowed to become operational by 1990, nuclear's contribution to the
nation's energy supplies would increase to nearly 4.5 mbde during this
decade.

If nuclear energy is to contribute substantially during the 1980's,
public attitudes and the widely recognized delays in licensing will have
to change.
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VI. TECHNIQUES FOR STIMULATING FURTHER COST-EFFECTIVE ENERGY

CONSERVATION

The single greatest stimulator of further energy conservation would
be realized through the free market system. While price controls still
exist on crude oil and natural gas, the gradual lifting of these controls
has already resulted in significant reductions in oil and gas usage.

Americans are using energy more efficiently in their homes, busi-
nesses, industrial processes and transportation modes. Conservation
by business and industry has been, in large part, a free market re-
sponse to increased prices. Conservation by consumers in their resi-
dential and transportation needs has been further enhanced by various
government-mandated programs and incentives

Some public policy groups are suggesting that government impose
stricter measures-beyond the free market-to spur conservation.
These include subsidies that, go far beyond those now in effect, new
regulations and new taxes. Cities Service Company believes that gov-
ernment-developed energy conservation programs should be simple,
market-oriented, and encourage widespread participation while mini-
mizing costs to the taxpaiyers. In such programs, government should:

(A) Remove or minimize institutional barriers to increased energy
conservation. Such barriers include price controls on oil and natural
gas which have encouraged energy use by holding prices at artificially
low levels.

(B) Support information programs that encourage consumers to
choose energy-efficient goods and to consider the relative total costs of
these products.

(C) Avoid mandates to achieve energy conservation. Mandates can
create inefficiencies and unintended side effects. Generally, it is pref-
erable to let individuals freely determine the appropriate amount of
energy conservation.

Cities Service Company further believes that continued conservation
is essential to U.S. energy security, but conservation alone will not
solve our energy problems. The vigorous development of domestic en-
ergy resources is also essential.



IX. ADDITIONAL STATEMENTS

STATEMENT OF MICHAEL AHo, DIRECTOR, OFFICE OF FOREIGN
ECONOMIC RESEARCH, BUREAU OF INTERNATIONAL LAB3OR AFFAIRS,
DEPARTMENT OF LABOR

Recently my office prepared the Administration's review of U.S.
competitiveness mandated by Section 1110(b) of the Trade Agree-
ments Act of 1979. As background for that review, we conducted five
empirical analyses on different aspects of the competitiveness of U.S.
industry in world markets. The Administration's report was submitted
to Congress in September. The Government Printing Office recently
published it together with the background papers. The following is a
discussion of the results we obtained in preparing the review.

Over the past two decades, the United States has suffered an erosion
in its competitive position in world markets and in the domestic market.
This conclusion is based upon extensive empirical research which ana-
lyzed the trade of thirty-four countries in over one hundred com-
modities. The increased international competition facing U.S. pro-
ducers is mainly the result of changing world resource supplies and
technological capabilities. Because of higher rates of growth in invest-
ment and expanded research activity in other countries, the United
States has experienced a relative decline in its trade performance over
the past two decades.

To some degree this is to be expected because the United States
emerged from World War II with its industrial base intact, giving it
a unique position in the world economy. That unique position has dis-
appeared with the more rapid growth of investment, skilled labor,
and most recently, research and development efforts by other countries.
For example, as a result of the more rapid growth of capital abroad,
the United States fell from first to sixth among countries in terms of
capital per worker between 1963 and 1975. This rapid growth has
narrowed the ranze of products in which the United States has a de-
cirled competitive advantage.

Everv day we read about increased competition in traditional indus-
tries like steel and autos that has caused adjustment problems for
workers, firms and their communities as some plants have been forced
to close down or reduce production as a result of increased import
competition. At the same time, the United States is also experiencing
increasing competition in hielb-technology industries like aircraft and
comnuters which have historically been our strength. Furthermore, it
is likelv that this competition will continue find increase in the 1980s
because of the higher rates of investment and the increased technical
effort bv our major competitors.

We at the Tabor Department are very concerned about the long-
run competitive structure of the UT.S. economy. The decline in U.S.

(560)
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trade performance increases our concern about the competitive position
of U.S. industry because changes in trade performance are a leading
indicator of changes in the competitiveness of our domestic economic
base.

In conducting our research we examined, at both an aggregate and
a highly detailed commodity level, the competitiveness of U.S. pro-
ducers m world markets. We examined both the short-term, and the
more subtle long-term, changes in this competitiveness. A variety of
measures and indicators were used to examine and assess changes in
competitiveness and the structure of trade.

Our findings collaborate what is well known: that during the past
ten to fifteen years trade has become one of the more important forces
shaping the U.S. economy. The number of manufacturing jobs directly
and indirectly related to manufactures export rose from one in four-
teen in 1964 to one in seven in the latter 1970's. Exports as a percentage
of final sales rose from 9 percent in 1970 to over 17 percent in 1979. In
many products the dependence upon export sales has risen dramatic-
ally. In power generating machinery, the ratio of exports to shipments
rose from 19 percent in 1964 to over 41 percent in 1976. In aircraft, the
ratio rose from 8 percent in 1964 to 24 percent in 1976.

At the same time, increases in imports have had a significant effect
on the structure of the U.S. economy as the increased competition has
been felt throughout most of our industrial sectors. The increases in
the import penetration ratios in steel and autos are well known but
other key sectors including many of the higher technology sectors like
electric apparatus for medical purposes (from 6 to 22 percent), inor-
ganic chemicals (from 8 to 23 percent), and electric power machinery
(from 1 to 11 percent) have also had large increases in their import
penetration ratio.

Our results also provide statistical support for many of the asser-
tions made in the popular press that the United States has suffered a
deterioration in its competitive position and that Japan is one of the
principal sources of increased competition in many key U.S. export
products. However, like most issues, there is evidence showing positive
as well as negative developments. Therefore, let me present some
evidence on both sides.

Among the positive developments in the international competitive
position of the United States are the following:

Over the decade of the 1970s the volume of total U.S. exports
increased by the same amount (80 percent) as the average of
the other seven major industrial countries. The volume of
manufacturing exports expanded by 79 percent compared to 85
percent for the other major industrial countries.

Capital goods showed a record trade surplus of $32.6 billion in
1979.

Agricultural goods also had a record trade surplus of $18 billion
in 1979.

Manufacturing exports increased by 23 percent in 1979, compared
to 17 percent for our major competitors.

Among the negative developments:
Deterioration in net trade po8ition.-The United States had a

trade balance deficit for six years during the 1970's and a de-
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ficit in manufacturing for three years. On a disaggregated
commodity level, net trade is theoretically the best indicator of
competitiveness. Of the major export categories, the United
States has gone from being a net exporter to a net importer in
several important categories including automobiles, telecom-
munications apparatus and inorganic chemicals.

In 1979 five of the seven major industrial countries had larger
trade surpluses in manufacturing than the United States.
Among the major industrial countries, we maintain a bilateral
trade surpluses in manufacturing than the United States.
trade surplus in manufactures only with Canada. The bilateral
deficits in manufactures trade are largest with Japan (-$17
billion) and Germany (-$5 billion).

Loss of export markets shares.-Although trade is becoming in-
creasingly important to the U.S. economy, the United States is
playing a relatively smaller role in the world economy. Our
analysis of U.S. export market shares for 102 manufactured
commodities indicated that since the 1960s, the United States
had trend declines in 71 percent of the commodities compared
to 26 percent for Japan and 24 percent for West Germany.

Among the top five UJ.S. manufacturing export earners (road
motor vehicles, nonelectrical machinery, aircraft, other electri-
cal machinery, and office machines (computers)), only aircraft
had an increase in its export market share. In many of the
traditionally strong U.S. exports, the decline in share has been
greater than the decline in the share of overall manufacturing.

Increased competition from foreign producers in the domestic
market.-Import penetration ratios have increased in many of
the important manufacturing sectors including inorganic
chemicals, electric power machinery, power generating ma-
chinery and automobiles.

Erosion of our competitive position in formerly strong. export
commodities in third market areas.-A comparison of U.S. ex-
port performance with that of four major competitors (France,
Germany, Japan and the United Kingdom) in common third
markets showed that of the top seventeen U.S. export commo-
dities, fourteen experienced share losses in the world market
between 1962 and 1969, and all seventeen showed losses to these
competitors between 1970 and 1977.

The research also focused upon trade performance in high tech-
nology products which, along with certain agricultural products, have
traditionally been a principal source of. strength in the U.S. trade
balance. High technology products include aircraft, computers, and
many chemical and machinery products.

Our findings indicated that the United States still has a compara-
tive advantage in technology-intensive products in world markets.
In particular, when compared to its major competitors, the United
States still has: (1) a greater concentration of high-technology ex-
ports; (2) one of the largest export market shares in high-technology
products; (3) the greatest technological content in its exports, and,
thus, more high-technology products among the products which char-
aterize its comparative advantage.
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There are several indications, however, that U.S. dominance in
world trade of high-technology products is being eroded. This is
troublesome because these are the sectors which contribute the most
to productivity growth and holding down inflation. The indications
of this erosion are:

The U.S. export market share in technology-intensive comnodi-
ties has fallen over time. In 1977, the U.S. share fell to second
behind Germany, whose share had remained roughly constant
since the early 1960s. During that period Japan's share quad-
rupled to a point where it was just behind the United States and
Germany.

The decline in the U.S. share and the improved performance by
Japan and Germany were present throughout the entire period
even after exchange rate realignments began in 1971.

Many high technology products show continuing increases in their
import penetration ratio that are more rapid than for manufac-
turing as a whole. Several of the technology-intensive products
had such a rapid growth of imports relative to exports that the
United States became a net importer of those products.

The United States is losing out to competitors in some of its tradi-
tionally strong products in third market areas.

Among the major U.S. competitors, Japan exhibits the most dramatic
change in trade performance in technology-intensive commodities. Be-
tween 1962 and 1977, the share of technology-intensive products in
total Japanese exports and the technological content of Japan's exports
more than doubled. Japan now has the largest trade surplus in tech-
nology-intensive products. In the 1960s Japan's trade performance in
high technology products ranked low among the OECD countries.
Since then, Japan has risen almost to parity with the United States
and Germany as an exporter of technology-intensive products.

Finall, the most compelling evidence of Japan's ability to compete
successfully in technology-intensive products with the United States
and other countries was its performance in third markets, where all
competitors faced the same market conditions. The U.S. share of the
developing country market in technology-intensive products went from
46 percent in 1962, to 31 percent in 1970, to 25 percent in 1977. Japan's
share rose from 6 percent in 1962, to 13 percent in 1970 and to 22 per-
cent in 1977.

The rapid growth of Japanese exports of technology-intensive
goods, and the growing share of Japan's exports to markets that were
traditionally dominated by U.S. producers, demonstrate that Japanese
competitiveness in technology-intensive goods is increasing. Conse-
quently, Japan has joined the United States in having a competitive
advantage in technology-intensive products, and this implies that com-
petition between the two countries in these products will increase in
the future.

What Factors Are Responsible for This Decline in U.S. International
Competitivenems?

The factors which can affect the international competitive position
are manifold. They include: (1) the longer term factors which affect
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cost, investment in newer capital equipment and innovation and tech-
nical change; (2) input costs, including the effects of taxation policy
and energy costs; (3) labor-management relations; (4) policies of
other nations such as trade barriers and industrial policy; (5) a num-
ber of largely nonquantifiable factors related to the product, including
quality, delivery time, servicing; (6) managerial initiative and objec-
tives, including entrepreneurial effort in developing new markets,
devotion to quality control, etc.; (7) finally, U.S. export promotion
policies as well as policies which inhibit exports.

A consistent explanation emerging from our analysis is that the
decline in U.S. trade performance since the early 1960s is the result of
changing world resource supplies and technological capabilities. These
changes are the result of differences in the rates of growth across coun-
tries of net investment in equipment and research activity, and the
acquisition of skills through education and other training.

Capital available per worker in the United States grew at an
annual rate of 1.7 percent between 1963 and 1975, well below
that of other developed countries and many of the major de-
veloping countries. As a result, the United States fell from first
to sixth in terms of capital available per worker. The percent-
age of skilled workers in the U.S. labor force grew at an annual
rate of 1.3 percent between 1963 and 1975, also below that of
most countries. Consequently, the United States fell from sec-
ond to seventh among countries in terms of the percentage of
skilled workers in the labor force.

This relatively slower growth in U.S. capital and skilled labor,
along with differences in the growth of these resources in other
countries, has altered the distribution of resources among coun-
tries and has thereby expanded the capabilities of many coun-
tries to supply products to the world market.

The U.S. share of world capital fell from 42 percent in 1963 to
33 percent in 1975. By comparison, Japan's share of world capi-
tal increased twofold over the same period. from 7 to 15 percent.
The U.S. world share of skilled labor fell from 29 percent to
26 percent; its world share of arable land, however, increased
from 27 to 29 percent.

The decline in the U.S. share of the world's capital stock is the
result of slower real growth in the United States combined with
the fact that the United States allocates a smaller proportion
of its national income to invstment than its major competitors.
In 1978, the United States allocated only 7.3 percent of its GNP
to gross fixed capital formation in machinery and equipment
whereas Japan allocated 10.9 percent, Germany 8.9 percent,
France 9.1 percent, and the United Kingdom 9.2 percent. In
terms of total gross fixed capital formation, the United States
allocated 18.1 percent, Japan 30.2 percent, Germany 21.5 per-
cent, France 21.5 percent, and the United Kingdom 18.1 percent.

The share of U.S. output devoted to research and development de-
elined from 2.97 percent to 2.27 percent between 1964 and 1977.
Japan's share rose from 1.48 to 1.94 percent; Germany's rose
from 1.57 to 2.26 percent. In civilian research and development
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expenditures as a percentage of GNP, Japan (1.91) and Ger-
many (2.09) now lead the United States (1.39).

Research and development and investment in skills and capital
equipment are factors which affect the long-run competitive po-
sition of a country and they are also the major sources of pro-
ductivity growth. In recent years, U.S. productivity growth
has slowed in manufacturing and it lags behind that of all our
major foreign competitors, except the United Kingdom. Over
the last decade, manufacturing productivity the he United
States increased by an average of 2.5 percent per year. In Japan,
the average increase was 5 percent, in West Germany, 5.5 per-
cent, in 4.5 percent, and in Canada, 4 percent.

This more rapid growth of capital, skilled labor, and technical re-
sources by otller k*I; it s IlclatiVe to the United States has intensified
competition in traditionally strong U.S. export products and has nar-
rowed the range in products in which the United States has a competi-
tive advantage. This competition will continue and increase in the
1980s because to'e TTnited States continues to lag behind other countries
in net real investment growth and because of the relative decline in
our research and development effort.

With these results in mind, let me raise a few policy issues.
IndwutrWil policy

The United States does not have an explicit industrial policy, but to
the extent that our major competitors adopt industrial policies, and
target their industrial development, we are faced with the results of
their industrial policy. For example, the focus of Japan's industrial
strategy for the 1980s is to develop high technology industries as their
next source of industrial strength. If this industrial targeting is suc-
cessful, then the competition from Japan we are currently experiencing
will increase. The semiconductor industry has already become a source
of some concern.

It is imperative that our policies be directed toward enhancing the
competitiveness and flexibility of U.S. industry so that we can re-
spond to this challenge. Enhancing the competitiveness of high tech-
nology, export-oriented firms will increase the demand for higher
skilled and more productive workers. But we cannot overlook the ad-
justment problems created by the internationalization of our economy.
Adju8tmient problems

In order to export, the nation has to import. If policies were to be
adopted to restructure industry and to encourage the production and
export of high technology products, we need to recognize and deal
with the adjustment problems created by such a policy. Our research
shows that the workers in more traditional, import-competing in-
dustries are on average less skilled, less educated, lower paid, older and
more likely to be female or members of minority groups. In short,
those workers who would have to bear the brunt of the adjustment
burden are least able to afford it. They are also the least occupationally
mobile. This contrasts sharply with the higher skilled and better ed-
ucated workers needed in the higher technology industries and sug-
gests that training and adjustment programs may be necessary to
facilitate the transfer of displaced workers.
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Unlike foreign countries where training is more institutionalized in
society and is supported by government programs, the United States
has not focused as much attention on the retraining of workers who
have been permanently displaced. Idle workers or underemployed
workers mean less output and less income for the nation as a whole.
Currently, the U.S. tax code provides writeoffs for obsolete physical
capital, but no such writeoffs are available for workers whose skills
have become obsolete. More should be done to retrain and to help these
workers to adapt their skills to new occupations in other industries.

International trade agreement8
The nontariff barrier codes, particularly on government procure-

ment and subsidies, which were agreed to during the Multilateral
Trade Negotiations, need to be implemented and the ensuing develop-.
ments closely monitored. In industries such as telecommunications and
information processing, the governments in other countries often serve
as the purchasing agent. Since the United States has traditionally had
a competitive advantage in these industries, we must ensure that U.S.
firms have access to foreign markets on an equal footing with local
competitors in these markets. There are many potential problems in-
volved with trade in higher technology products which may require
new negotiations and new negotiating strategies. In order to learn
more about the problems, the Department of Labor is cosponsoring a
research project with the Office of the U.S. Trade Representative to
examine the potential for negotiations.
Labor, management, and government cooperation

Some influences on the competitive position of the United States lie
outside the immediate realm of policy. One of these areas is labor-man-
agement relations. Differences among nations in the degree to which
labor and management cooperate with one another can have an effect
on the international competitiveness of their firms and industries. This
seems to be the case in Japan and Germany, which have had the best
trade performance in recent years and where labor and management
cooperate closely with one another.

Close cooperation between labor and management can allow them
to address mutual problems which interfere with productivity growth
and adjustment. The United States should encourage joint efforts on
the part of labor and management to improve productivity which in
turn can have a direct effect on U.S. competitiveness in world markets.
Joint efforts could also help to smooth the process of adjustment to
economic change.

An effort in tripartite cooperation among labor, management and
government has been begun in the steel industry with the formation
of Steel Tripartite Advisory Committee. The Committee is concen-
trating its efforts on community adjustment, productivity improve-
ment and industrial modernization. A similar tripartite effort is in-
cluded as part of the President's economic program for the automo-
bile industry. As these efforts proceed. they should provide the expe-
rience needed to assess the applicability of cooperative approaches
for U.S. industry. In order to obtain a more in-depth look at labor
management relations and adjustment policies in other countries, the
Department of Labor is cooperating with the Japanese Ministry of
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Labor on a research project which involves cross-national compari-
sons and on site visits.

Let me conclude by observing that competitive advantage does not
remain constant. Research and development and investment in capital
equipment and labor skills are key factors which affect the long-run
competitive position of a country and they are also the major sources
of productivity growth. To the extent the United States undertakes
less real investment and devotes less resources to research and devel-
opment than its major competitors, then the long run international
competitiveness of U.S. industry will be reduced.

Over time, larger capital expenditures overseas in new facilities
will enhance the competitiveness of foreign firms. Increased R&D
will enable them to develop newer products and processes with which
U.S. firms will have to compete. Although depreciation of the dollar
will make U.S. products look more attractive in world markets, this
will reduce our real income and overall welfare at home. Not doing
enough to lower costs and develop newer, higher quality products
may lead to a long-run structural decline in the U.S. competitive
position in manufactures and even in high-technology manufactures.

The United States needs to encourage investment and research to
prevent such a decline. Expanded investment and innovative activity
would not only affect U.S. long-run competitive advantages, but would
also contribute to the productivity growth which is necessary for the
nation to enjoy real income gains in the future.

The subtle but important impact of changes in these long-term fac-
tors which determine U.S. competitiveness and our economic welfare
underscore the need to focus on the long-term consequences of economic
and trade policy. Unfortunately, despite the importance of such fac-
tors, current U.S. economic policy does not pay much attention to the
long-term consequences of deficient investment or innovation. More
needs to be done to increase the public's awareness of the implications
of the competitive decline of U.S. industry. Perhaps the development
of an institutional framework for debate among business, labor, gov-
ernment and the academic community would serve to focus attention
upon the long-term consequences of economic change and the adjust-
ment burden that it will entail.

U.S. INDUSTRIAL COMPETITIVENESS IN THE 1980'S AND THE NEED
FOR AN EXPANDED POLICY HORIZON

By C. Michael Aho and Harry P. Bowen

Concern over the future path of the American economy has stimulated pro-
posals to revive the U.S. industrial base. This concern has grown as the pre-
viously dominant position of the United States in the world economy has eroded
and as U.S. producers face increased competition in both domestic and foreign
markets. That competition will continue to increase in the 1980's unless there is
a change in the adverse trends of the underlying factors which determine indus-
trial competitiveness.

As the United States becomes increasingly integrated into the world economy,
the necessity of conducting economic policy with recognition of its impact on
the nation's long-term competitve advantage becomes of great importance. Un.

*Office of Foreign Economic Research, Bureau of International Labor Affairs, U.S. De-
partment of Labor. This article is based upon research the authors conducted when they
were preparing the Congressionally mandated "Review of U.S. International Competitive-
ness" which President Carter transmitted to Congress in September.
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fortunately, the United States does not have a forum where discussions of the
long-term economic consequences of alternative economic policies can be anal-
yzed and tradeoffs debated. Lacking such a forum, we may continue the slide
which has plagued our industrial sector over the past two decades.

There can be little doubt that the United States has declined as a dominant
force in the world economy. For example, the U.S. share of manufactures exports
declined from 22.8 percent in 1960 to 15.5 percent in 1979. Based on the findings
of recently completed research,' a principal reason for this decline is the more
rapid accumulation of capital and highly-skilled labor abroad and a concomitant
increase In the technological capabilities of certain major developed countries.
These fatcors have served not only to reduce the U.S. share of world trade, but
have also caused U.S. exports to become more concentrated in a few key sectors.
In turn, these shifts have led to adjustment problems for workers, firms and
communities associated with previously competitive sectors.

Of the changes that have occurred in the factors which determine competitive-
ness, the most dramatic has been the decline in capital availability in the United
States relative to other countries. Between 1963 and 1975, capital available per
worker in the United States increased by 1.7 percent per year. This was the
smallest rate of increase among the developed countries and smaller than therate achieved by most of the developing countries. In contrast, capital per worker
increased by 10.1 percent per year in Japan; by 11.9 percent in Korea, and by
4.2 percent in Germany. As a result, the United States dropped from a rank of
first to sixth among countries in capital available per worker.

Although the differences in the growth of skilled labor were less dramatic, the
United States did have the lowest rate of growth among the developed countries.'
Consequently, the United States dropped from a rank of second to seventh among
countries in terms of the proportion of the work force that is highly-skilled.

The net result of the relatively slower growth in U.S. capital and skilled labor
has been a reallocation of these resources around the world. Between 1963 and
1975, the percentage of the world's capital located in the United States fell from
42 percent to 33 percent. In contrast, Japan's world share more than doubled,
from 7 to 15 percent. For highly-skilled labor the U.S. share of the world's supply
fell from 30 percent to 26 percent as Japan's share rose from 8 percent to
9 percent over the same period.

The implications of this resource reallocation among countries are two-fold.
First, the rapid growth of capital has expanded the capacity of other countries to
supply world markets. Second, the changed pattern of resource availability has
led to changes in the structure of production and trade. In particular, the com-
position of output of many developed countries has shifted toward greater pro-
duction of goods which utilize more capital and skilled labor relative to other
inputs In production. Whereas the increased capacity of other countries Is a
major factor behind the decline In the overall U.S. share in world trade, it is the
compositional shifts In output brought about by the relative, changes in resource
availability that are a primary explanation of the increased, competition facing
U.S. Industry.

This latter effect arises because the competitiveness of any one sector depends
not only upon its costs of supplying additional units of its output to world
markets compared to its counterparts abroad but also upon that sector's ability
to compete with other sectors for scarce domestic resources. Given the Increased
availability of capital and highly-skilled labor in other developed countries. the
sectors in those countries which Intensively use capital and skilled labor have
become more competitive in bidding for domestic resources. But it Is precisely
these sectors in which the United States has had a comparative advantage and
has been a major supplier to world markets. Thus, as the industrial structure of
other developed countries has shifted toward greater production of such goods,
the United States has been met with increased competition.

The decline In U.S. research and innovative activity is another important factor
explaining the decline In U.S. trade performance and the increased competition
being experienced. Between 1964 and 1977 the share of U.S. output devoted to

I This research was conducted as background for the Congressionally mandated reviewof U.S. comnetitlveness submitted bv the President in Sentember. 1980. Conies of thestudy as rell as backgronnd research papers have just been released as a book ("TheRenort of the President on U.S. Competitiveness") by the U.S. Government Printing
Office.

I Highly-skilled labor is defined as those workers whose occupations are classified aseither professional or technical.
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R&D declined from 2.97 percent to 2.27 percent. Japan's share rose from 1.48 to
1.94 percent; Germany's rose from 1.57 to 2.26 percent. Even more striking, in
civilian R&D expenditures as a percentage of GNP, Japan (1.91) and Germany
(2.09) now lead the United States (1.39).

These data indicate that the United States is lagging in terms of two important
factors which determine industrial competitiveness. Because changes in trade
performance are to some degree a leading indicator of changes in the competitive-
ness of a nation's industrial base, further insight into the U.S. competitive
position can be gained by examining the trade performance of key U.S. export
sectors.

Technology-intensive goods such as electrical machinery and aircraft have tra-
ditionally been the source of strength in the U.S. trade balance, but there are
strong signs that the United States is facing increasing competition in these prod-
ucts. Although the United States continues to be a net exporter of technology-
intensive products, the trends in the technological content of U.S. manufacturing
exports are ominous. Since 1971 there has been a significant decline in the tech-
nological content of U.S. manufacturing exports to the developed countries. Even
though the technological content of U.S. manufacturing exports to developing
countries has continued to increase, it has done so only slightly. This suggests
that the developed countries have expanded their capabilities to develop and
produce technology-intensive products and are now able to compete successfully
with the United States for the sale of such products, both in their home market
and in third country markets of the developing countries. Furthermore, in many
of these products, foreign producers are making significant inroads into the U.S.
market.

The most compelling evidence of increased competition to the United States in
technology-intensive products is found by examining the exports of such products
by the major countries to a third market region in which everyone faces the same
market conditions. In 1962 the U.S. share of exports of technology-intensive prod-
ucts to developing countries was 46 percent. By 1970 the U.S. share had dropped
to 31 percent and it fell further to 25 percent in 1977. In contrast, Japan's share
rose from 6 percent in 1962 to 13 percent in 1970 and to 22 percent in 1977. Thus,
although the United States has malirtained the lead in exports of technology-
intensive products, its competitive advantage is being eroded particularly with
respect to Japan.

The above indicates that the relative decline of the United States in world
trade is largely the result of a changing distribution of world resources along
with increased technical effort by our major competitors. What are the impli-
cations of these findings for economic policy? Clearly, these changes are not
solely the result of economic failures on the part of the United States. They are,
in part, the result of successful rebuilding programs and industrial policies in
other countries.

The most important implication for U.S. economic policy is that the outlook
for the 1980s is for the deterioration in U.S. competitiveness to continue. One of
the most dynamic elements in the world today is the growth of the upper tier
devleoping countries, the NICs. All of them are and will continue to accumulate
the capital and expand their industrial base faster than in the United States.
But even Japan and Germany continue to invest and devote resources to research
at a greater rate than the United States. To the extent the United States con-
tinues to undertake less real investment and devotes less resources to research
and development than its major competitors, both U.S. export and import-com-
peting industries will face increased competition in the 1980s.

Competitive advantages do not remain constant. Over time, larger capital
expenditures overseas' in new facilities will enhance the competitiveness of
foreign firms. Increased R&D will enable them to develop newer products
and processes with which U.S. firms will have to compete. Not doing enough to
lower costs and develop newer, higher quality products will lead to a further
long-run structural decline in the U.S. competitive position in manufactures and
even in high-technology manufactures.

The prospect of increased competition does not concern some observers who
maintain that depreciation of the dollar can always restore the competitiveness
of U.S. products in world markets. But this view overlooks the cost associated
with dollar depreciation: we have to sell more exports in order to obtain a given
amount of imports.

73-057 0 - 81 - 39
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To prevent further decline in its competitive position the United States needs
to expand investment, to modernize its industrial base, and to encourage research
and innovation. Expanded investment and innovative activity would not only
help prevent further decline by making U.S. products more competitive, but
would also contribute to the productivity growth necessary for real income gains
in the future. At the same time, the United States needs to adopt a more compre-
hensive adjustment policy to facilitate the transfer and employment of perma-
nently displaced factors of production. Clearly, real income gains and an
expanding employment base will make these transitions easier to accomplish.

The subtle but important impact of changes in the long-term factors identified
above as determining U.S. competitiveness underscore the need to focus on the
long-term consequences of economic and trade policy. Unfortunately, despite the
importance of such factors, current U.S. economic policy does not pay much
attention to the long-term consequences of deficient investment or Innovation.
Perhaps the development of an institutional framework and a forum for debate
among business, labor, government and the academic community would serve to
focus attention upon the long-term consequences of economic change and the
adjustment burden that it will entail.

As a first step, a forum might be the appropriate vehicle for achieving con-
sensus among the affected parties on questions of productivity, modernization
and adjustment. Consensus building is the approach taken by other countries
such as Japan and Germany which have been more successful competitors in
international markets than the United States. If we fail to work toward a con-
sensus, the more coordinated policies of our competitors together with their
higher rates of investment and increased technical capabilities will further
expand their competitive successes, largely at our expense.

SUMMARIES OF RECENT ANALYSES ON U.S. INTERNATIONAL COM-
PETITIVENESS AND THE CHANGING STRUCTURE OF U.S. TRADE*

List of papers

Facts Sheet for the Study of U.S. Competitiveness.
Trends in U.S. Trade: 1960-79. (Reprinted as Office of Foreign Economic Re-

search Economic Discussion Paper 7.)
Changes in the International Pattern of Factor Abundance and the C6mposition

of Trade: A Multi-Country Analysis of Changing Comparative Advantage in
Manufactured Goods with Special Reference to the United States. (Reprinted
as Office of Foreign Economic Research Economic Discussion Paper 8.)

Trends in Technology-Intensive Trade: With Special Reference to U.S. Competi-
tiveness. (Reprinted as Office of Foreign Economic Research Economic Dis-
cussion Paper 9.)

A Constant Market Share Analysis of U.S. Export Growth. (Reprinted as Office
of Foreign Economic Research Economic Discussion Paper 10.)

Assessing the Changing Structure of U.S. Trade in Manufactured Goods: An
Analysis and Comparison of Various Indicators of Comparative Advantage and
Competitiveness. (Reprinted as Office of Foreign Economic Research Economic
Discussion Paper 11.)

FACT SHEET FOR THE STUDY OF U.S. COMPETITIvENESs

This study is a detailed and comprehensive report on the position of U.S. pro-
ducers in world markets and an examination of the factors which affect that
position. The study reviews the long-term trade performance of the United States
through 1979 at both an aggregated level and at a highly detailed level.

The study examines the key factors affecting the competitiveness of U.S. ex-
ports in world markets including: changes in capital and skilled labor resources,
investment, technological innovation; productivity and unit labor costs, tariff and
nontariff barriers to U.S. exports, foreign investment and technology transfer,
tax measures, energy and other factors, including labor-management relations,
and the role of engineering and services in the export of capital goods.

*Prepared by the Office of Foreign Economic Research, Bureau of International Labor
Affairs, U.S. Department of Labor.
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The study does not focus on any single industry, but rather considers within
a broad framework those factors that affect performance of all U.S. producers
and the position of the United States within the world economy. The analysis ex-
amines both the short-term factors and the more subtle long-term factors that
underlie changes in the competitive position of the United States in world markets.

The study put issues surrounding U.S. competitiveness into perspective by ana-
lyzing the macroeconomic variables (e.g., exchange rates, inflation, aggregate de-
mand, capital flows, etc.) which affect trade flows. But, more importantly, the
study also considers the impact of variables which alter the composition and di-
rection of trade flows at a detailed level.

The study constitutes the most comprehensive analysis of U.S. trade per-
formance ever conducted by the U.S. government because of: (1) the level
of disaggregation of the trade data; (2) the length of the time interval studied;
(3) the number of countries and trading partners analyzed; and (4) the scope
and detail of the industry and country characteristics used to assess and ex-
plain relative trade performance. The detailed information used allowed the
analysis of export performance to be conducted over time (by commodity and
by partner region) and relative to major competitors.

The study identifies those industrial and agricultural sectors that have had
the best .trade performance In recent years and attempts are made to explain
the causes for their differential performance compared to those Industries which
did not perform as well. Special attention is given to the traditionally strong
U.S. export sectors-agriculture and high-technology products.

The summary report is based, in part, upon a number of background analyti-
cal papers which analyze U.S. export performance and the factors affecting
that performance in great detail. Those papers are available from the Office of
Foreign Economic Research and will eventually be appended to the report.

Major conclusions of the study are the following:
Many indicators of U.S. trade competitiveness such as export market shares

suggest that there has been an erosion of U.S. competitiveness in world markets.
The increased international competition facing U.S. producers is mainly the
result of changing world resource supplies and technological capabilities. Be-
cause of higher rates of growth in investment and expanded research activity in
other countries. the United States has experienced a relative decline in its trade
performance over the past two decades even though the level of U.S. exports
has increased substantially in recent years.

The United States has suffered a decline in its competitive position in cer-
tain product areas since the late 1960s as a result of improvement in the com-
petitive position of other countries. The products involved are primarily con-
sumer goods and automobiles. The countries which have tended to displace U.S.
exporters' sales (and, also, U.S. producers' sales in the domestic market) have
been Japan and certain of the more advanced developing countries.

Notwithstnding recent trade deficits the United States still retains a sub-
stantial degree of competitiveness in important export products in world markets.
While the composition of U.S. exports has altered in response to changes in
world conditions, the U.S. trade balance has been helped by large surpluses in
three product categories: capital-equipment goods, high-technology products
(many of which are also capital goods), and agricultural products.

However, several of the factors that are important for maintaining U.S.. com-
petitiveness show trends that are cause for concern. These are:

Investment.-U.S. industrial capital expansion has lagged behind that of our
major foreign competitors. Through the 1960s and 1970s, capital resources avail-
able per worker in the United States grew by less than 2 percent per year. In con-
trast, capital available per worker in Japan and Korea increased by more than
10 percent per year. In Europe and many developing countries the growth in
capital per worker was more than 4 percent.

As a result, the United States dropped from first to sixth place in the ranking
of countries according to the amount of capital per worker available. This more
rapid growth of capital per worker by other countries has expanded their capa-
bilities to supply and compete in those markets for traditionally strong U.S.
exports. Thus, the absolute role of the United States in world trade has declined
and it is meeting increased competition for the sale of its traditional export
products.

Technological development.-The absolute size of expenditures on research
and development in the United States still constitutes a majority of such ex-
penditures of the developed countries. However, other countries, especially Japan
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and West Germany, have increased their R&D efforts substantially in proportionto their GNP, while U.S. R&D expenditures as a percentage of GNP have de-clined in recent years. Because U.S. exports of manufacturers are dominatedby high technology products, a future decline in U.S. R&D expenditures in abso-lute terms or even relative to foreign competitors would threaten the UnitedStates with a loss of foreign markets for U.S. manufactures exports. Already,Japan has joined the United States in having a competitive advantage in anumber of high-technology products, and competition between the two countrieswill likely increase in the future.
Productivity.-U.S. productivity growth in manufacturing has lagged behindthat of all of our major foreign competitors, except the United Kingdom. Overthe last decade, manufacturing productivity in the United States increased byan average of 2.5 percent per year. In Japan, the average increase was 5 percent;in West Germany, 5.5 percent; in France, 4.5 percent; and In Canada, 4 percent.The comparatively high productivity growth rates in Japan and most of Europehave permitted more rapid increases in real wage rates in these countries thanin the United States. These changes in productivity are consistent with morerapid growth of capital and technological capabilities abroad.
Foreign trade barrier8.-Many U.S. businessmen and labor leaders cite foreigntariff and nontariff barriers to trade (NBT's) as serious impediments to In-creases in U.S. exports. The recently concluded Tokyo Round of MultilateralTrade Negotiations resulted In agreements to substantially reduced tariff barriersand to liberalize or, in some cases, eliminate major NTBs. Nevertheless, a num-ber of barriers to U.S. exports of agricultural and manufactured products re-main. Restrictive foreign government policies concerning public purchases ofsome types of high technology products have not been completely covered by theTokyo Round agreements.
To the extent the United States undertakes less real investment and devotesless resources to research and development than its major competitors, then thelong run international competitiveness of U.S. industry will be reduced. Althoughdepreciation of the dollar could make U.S. products look more attractive in worldmarkets, this tends to reduce our real income at home. Expanded investment andinnovative activity would not only help prevent this decline by making U.S. prod-ucts more competitive, but would also contribute to the productivity growth nec-essary for real income gains in the future.

Policies to Strengthen Competitivenes8
While a number of other factors that have an important influence on the com-petitive position of the United States are discussed in the report, the policy direc-tions considered most important in strengthening the relative competitive posi-tion of the United States pertain to the several factors discussed above. Thepolicy directions considered relate to (1) an expansion of domestic investment;(2) the need to promote domestic labor and capital adjustments to shifts in Indus-try competitiveness; and (3) trade policies to strengthen U.S. competitiveness.Probably the most important policy direction to strengthen the competitive po-sition of U.S. producers is to expand private investment expenditures on plantand equipment. A substantial expansion in the domestic investment of the econ-omy would reduced domestic inflation, improve productivity growth and accel-erate the rate of technical and product innovation, all of which would have directand positive consequences for U.S. trade performance.
Cost effective policies should be further developed to foster the adjustment ofproductive resources, especially labor, to changed internal competitive conditionsin various industries. In sustaining a long-term expansion of U.S.- exports, im-ports will also tend to grow as U.S. incomes rise. To maintain a liberal tradepolicy in the face of the increasing pressures on import-competing industries, itwould be desirable to facilitate further the adjustment of displaced workers.The Tokyo Round trade agreements will tend to strengthen the competitiveposition of U.S. exporters in world markets. The final outcome for U.S. exportInterests will depend on U.S. efforts to see that the agreements are enforced andthat trade concessions are implemented by foreign countries. In addition, effortsto expand the country and product coverage of the agreements in the comingyears must be vigorously pursued. A code on safeguard actions should be ne-gotiated which increases international discipline over governmental actions torestrict trade.
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Detailed studies of the long-term trends in the competitive position and bar-
riers to trade of individual U.S. industries should be undertaken. These studies
should be designated to identify industries for which additional efforts should be
made to achieve further liberalized access for their potential exports. The studies
should be followed by new trade negotiation initiatives to seek improved access.

Of course, not all of the factors that affect the competitive position of the
United States in world markets are best dealt with by changes in Federal policy
alone. One such factor is the cooperation between labor, management and gov-
ernment. The productivity and competitive position of some foreign countries
appear to have benefited from a greater degree of such cooperation. Closer co-
operation between labor, management, and government could lead to higher
productivity, smoother adjustments to changed economic conditions and, there-
fore, enhanced international competitiveness.

TRENDS IN U.S. TBADE: 1960479

By Thomas 0. Bayard

Ex'ecutive Summary

International trade is becoming increasingly important to the U.S. economy.
A common measure of the domestic significance of foreign trade, the ratio of
U.S. exports plus imports to GNP, has risen from 10 percent in 1960 to almost
22 percent in 1979. This report summarizes the most Important trends in U.S.
trade since 1960 and attempts to assess the Impact of changes in macroeconomic
factors such as real GNP growth, inflation, and exchange rate changes on U.S.
trade flows.

Although trade is becoming increasingly important to the U.S. economy, the
United States' role in the world economy is becoming smaller. The U.S. share of
total world exports declined from 18 percent in 1970 to 14 percent in 1979. The
U.S. share of world exports of manufacturers fell from 21 percent to 17 percent
in the same period. The United States experienced a substantial loss of market
share in the import markets of Japan and the developing countries, but increased
its share of centrally planned economies' imports in the 1970's.

The United States had small surpluses in its agricultural trade in the 1960s.
Agricultural exports soared in the 1970s, mainly on the strength of increased
exports to the developed countries and, especially, to the centrally planned
economies. The surplus averaged well over $10 billion since the mid-1970s. In
1979, the U.S. agricultural trade surplus reached a record of $17.9 billion.

Because of the importance of U.S. manufactured exports and imports in total
trade, the manufactured goods trade balance has tended to coincide with the
movements in overall trade balance and to be influenced by the same macro-
economic trade factors. The surplus in manufactures declined through the late
1960s and a deficit emerged in 1972. Since then, there have been wide fluctuations
in the manufactures trade balance. In 1979, the United States had a surplus of
more than $4 billion in manufactured products.

The United States trade position in manufactures has been particularly strong
in capital equipment and high-technology products. Both of these designations
frequently apply to the same product category (e.g., advanced electrical ma-
chinery). In 1979, the United States trade balance in capital goods reached a
record surplus of $32.6 billion. There is evidence, however, that the United States
is losing its lead in high technology exports in recent years; In large part to
Japan. Although U.S. exports of consumer and automotive products have grown
rapidly in recent years, import gains have kept ahead of those of exports and
the trend since the 1960's has been toward greater trade deficits in these products.

The United Staes ran small trade deficits In petroleum and petroleum products
through the 1960s. The emergence of OPEC as a successful cartel was in part due
to the growth in U.S. (and Western) -dependence on energy imports. Both the
volume.and -the price of oil imports tended to increase In the early 1970s, al-
though the volume-of imported oil has- dropped significantly over the last two
years. Recent~ declines in U.S. oil import volumes have been more than offset
by rapid price increases. The oil deficit grew from $3 billion in 1971 to $55 billion
in 1979 and has had a dampening effect on U.S. economic growth.

The U.S. trade surplus with the developed countries (DCs) declined through
the 1960s. Deficits emerged in the late 19609 and early 1970s. In 1979, however,
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a large improvement took place in the U.S. trade position vis a vis developed
countries because of a substantial increase of U.S. exports to these countries.

The less developed countries supplied 45 percent of total U.S. imports in 1979
compared with only 26 percent in 1972, primarily because of the rapid rise in
oil imports. The LDC's share of U.S. exports rose from 31 percent in 1972 to
37 percent in 1979.

CHANGES IN THE INTERNATIONAL PATTERN OF FACTOR ABUNDANCE AND THE CoM-
POSITION OF TRADE: A MULTI-COUNTEY ANALYSIS OF CHANGING COMPARATIVE
ADVANTAGE IN MANUFACTURED GOODS WITH SPECIAL REFERENCE TO THE UNITED
STATES

By Harry P. Bowen

Emecutive Summary

This paper assesses the role of changes in relative resource supplies across
countries as an explanation of the changing structure of U.S. trade and the
growing competition to United States producers in international markets since
the early 1960s. Although focusing primarily on the United States, the analysis
also considers the impact of changing resource supplies on the trade structure
of thirty-three other countries. In so doing, the analysis provides a basis for
understanding the impact of relative resource changes on U.S. comparative
advantage within the world economy.

The analysis first examines the changes that have occurred in the availability
of resources (capital, labor of differing skills and land) across the thirty-four
countries over the period from 1963 to 1975. Next, using traditional input-output
methods, an analysis of the relationship between changes in resource structure
and changes In the composition of trade as reflected in the changes in a country's
implicit exchange of these factors' services is conducted. Finally, a formal
statistical analysis of the resource determinants of U.S. comparative advantage
is conducted at five points in time over the period from 1963 to 1975.

Overall, the analysis indicates that a consistent explanation for the decline
in U.S. trade performance since the early 1960s is the result of changing world
resource supplies. These changes are the result of differences in the rates of
growth across countries of net real investment in equipment and the acquisition
of labor skills through education and other training.

The data on resource supplies indicate that there have been substantial
changes in resource structure across countries. In particular, It is found that the
capital abundance position of the United States has been substantially eroded
since the early 1960s. The capital available per worker in the United States grew
at an average rate of 1.7 percent per year between 1963 and 1975, outpacing
only two countries: Ghana and Yugoslavia, both of which showed a decline.
In comparison, Japan's capital per worker grew at an average annual rate of
10.1 percent, second only to Korea whose relative capital endowment grew at the
surprisingly rapid rate of 11.9 percent per year. Other countries showing relatively
rapid rates of growth in capital per worker include Greece, Spain, Hong Kong,
Brazil and Mexico. As a result of this differential growth, the United States fell
from first to sixth on the basis of the ranking of capital available per worker.
This relative decline Is also found, to a lesser degree, with respect to the U.S.
availability of skilled labor.

When resource structure was assessed on the basis of a country's world share
of each resource, similar declines for the United States were found. In particular,
the U.S. share of world capital fell from 44 percent in 1963 to 33 percent in 1975.
By comparison, Japan's share of world capital increased twofold over the same
period. from 7 to almost 15 percent. The U.S. world share of skilled labor fell
from 29 percent to 26 percent, its world share of arable land, however, increased
from 27 to 29 percent.

Examining the changes in the composition of a country's trade and its exchange
of factor services, the results indicate that changes in the availability of resources
in the United States relative to the rest of the world have had a major impact
on the structure of U.S. trade. In particular, the structure of U.S. trade since the
late 1960s has been significantly influenced in the capital-intensive sectors and
the composition of U.S. trade has shifted such that its Relative exchange of
capital services with the rest of the world has declined. This finding is consistent
with the decline in the capital abundance position of the United States relative
to the rest of the world.
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When U.S. exports going to developed and developing countries are examined,

the results suggest that the accumulation of skilled labor and capital in the

developed countries has contributed to a decline in the absorption of these factors

from the United States and that, therefore, these countries have expanded their

ability to compete in those sectors representing major U.S. manufactures exports.

The results also suggest that the accumulation of capital in the less developed

countries has reduced their absorption of capital services from the United States

but that they continue to absorb increasing amounts of skilled labor.
The formal statistical analysis of the resource determinants of U.S. compara-

tive advantage indicates that the changes in the resource availability of the

United States relative to other countries provide a significant explanation of the

changes in U.S. trade structure and the increasing competition to the United

States in world markets. It is found that skilled labor and capital remain impor-

tant determinants of the commodities in which the United States has a com-

parative advantage. But given this, what matters for changes in trade perform-

ance in such products among countries is the rate at which these resources are

accumulated.
In this regard, the findings indicate that the relatively more rapid growth of

physical capital, and to a lesser degree, skilled labor by the developed countries

has enabled them to become increasingly competitive in those commodities repre-

senting U.S. comparative advantage. The results further indicate that the in-

creasing accumulation of physical capital and semiskilled labor by the developing

countries has enhanced their ability to compete in those commodities representing

U.S. comparative disadvantage. Therefore, the results suggest that both U.S.

export and import-competing industries will face increasing competition in the

1980s. The likely consequence of this increased competition in world markets

will be to narrow the range of products representing U.S. comparative advantage.

TRENDS IN TECHNOLOGY-INTENSIVE TRADE: WITH SPECIAL REFERENCE TO U.S.
COMPETITIVENESS

By C. Michael Aho and Howard F. Rosen

Eaxeoutive Summary

Recently there has been a decline in U.S. research effort both relative to its

trading partners and relative to past efforts. Consequently, the question arises

Whether the United States will lose its competitive advantage in those technol-

ogy-intensive commodities which have traditionally characterized its compara-

tive advantage.
This paper examines recent trends in the pattern of trade in technology-in-

tensive products to see whether there has been an erosion of the U.S. competitive

position in these products. The analysis is basically descriptive and uses a variety

of measures to compare U.S. trade performance in technology-intensive com-

modities with that of other major industrial countries for the period from 1962-

1977.
The analysis employs and compares all of the methodologies and indicators

normally used to examine competitiveness and comparative advantage. These in-

clnde: largest export earners, net exports, export-import ratios, "revealed" com-

parative advantage indices and exports and imports relative to domestic pro-

duction and consumption. The analysis also examines U.S. export performance

relative to major competitors in important commodities in third markets where

all producers face the same market conditions.
The analysis shows that, in recent years, there has been a noticeable shift in

the pattern of trade in high-technology products. The United States still main-

tains a strong competitive (and comparative) advantage in technology-intensive
products, but U.S. competitiveness in those products in world markets has been

deteriorating. The primary source of increased competition is Japan.

Several indicators revealed that high-technology products have been the

source of strength in the overall U.S. manufacturing trade balance. Technology-

intensive products comprise an increasing proportion of U.S. exports. Every year

since 1962, the United States has had a trade surplus in technology-intensive
products.

Relative to its major competitors, the United States still has (1) a greater

concentration of high technology exports; (2) one of the largest export market

shares in high technology products; (3) the greatest technological content in its

exports; and (4) more technology-intensive products among the products which
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comprise its comparative advantage. However, there are several indications that
U.S. dominance in trade of high-technology products is beginning to erode.

The U.S. export market share in these commodities has fallen over time. In
1977, the U.S. share fell to second behind Germany, whose share had remained
roughly constant over the fifteen-year period. During that period Japan's share
quadrupled to a point where it was just behind the United States and Germany:
The decline in the U.S. share and the improved performance by Japan and Ger-
many were present throughout the entire period even after the exchange rate re-
alignments began in 1971.

Another indication of a decline in U.S. competitiveness is the sustained in-
crease in the import penetration ratio In high technology products. For many of
the products the increases in their import penetration ratio was more rapid than
for manufacturing as a whole. On a net export basis, several of the technology-
intensive products had such a rapid growth of imports relative to exports that
the United States became a net importer of those products. Finally, the United
States is losing out to competitors in some of its traditionally strong products in
third market areas.

Japan exhibits the most dramatic change in trade performance in technology-
intensive commodities. Between 1962 and 1977, there was a remarkable shift in
the structure of Japanese exports towards the higher technology industries. The
share of these products in total exports more than doubled over the 1962-1977
period. Japan now has the largest trade surplus in technology-intensive products.
In the 1960s Japan's trade performance in high technology products ranked low
among the OECD countries. Since then, Japan has risen to second, behind only
the United States as an exporter of technology-intensive products. The amount
of technology embodied in Japan's exports has more than doubled between 1962
and 1977. Finally, Japan has begun to compete very favorably with the United
States and other major countries in third market areas, where all competitors
face the same market conditions.

The fact that U.S. exports remain more technology-intensive than exports from
other major industrialized countries indicates that the United States has not lost
its comparative advantages in technology-intensive goods. But the rapid growth
of Japanese exports of technology-intensive goods and the growing share of
Japan's exports to markets that were traditionally dominated by U.S. producers,
demonstrate that Japanese competitiveness in technology-intensive goods is in-
creasing. If these trends continue, competition between the two countries will
increase in the future as both countries specialize on exporting similar products.

Research and development is one of the factors which affects the long-run com-
petitive position of a country. To the extent the United States devotes less re-
sources to research and development than its major competitors, then the long
run international competitiveness of U.S. industry will be reduced. Increased
R&D by firms in other countries will enable them to develop newer products and
processes with which U.S. firms will have to compete. Although depreciation of
the dollar will make U.S. products look more attractive in world markets, this
will reduce real income at home. Not doing enough to lower costs and develop
newer, higher quality products could lead to a long-run structural decline in the
U.S. competitive position. To prevent such a decline the United States may need
to put more resources into research activity.

A CONSTANT MARKET SHARE ANALYSIS OF U.S. EXPORT GROWTH

By Harry P. Bowen and Joseph Pelzman

Ea.ecutive Summary

This paper examines the movements of U.S. world market export shares be-
tween 1962 and 1977. It also evaluates the performance of U.S. exports in par-
ticular subperiods over the 1962-1977 period rising the Constant Market Share
(CMS) model. The particular subperiods analyzed are 1962-1969, 1970-1973 and
1974-1977. The entire analysis was performed for 102 manufacturing commodi-
ties defined at the 3-digit SITC level. In the main body of the paper an indepth
analysis of the performance of the top eighteen U.S. manufacturing txport
earners over the entire 1962-1977 period is conducted as is a CMS analysis of the
growth of total U.S. manufacturing exports.

An appendix provides a comprehensive and concise summary of U.S. export
performance for each of the 102 commodities. For each 3-digit group, a brief
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written summary is given indicating the changes in U.S. relative export perform-
ance, a brief list of the major competitors in each commodity, and a summary of
the CMS results. Further information on U.S. trade performance is provided in
the form of a graph indicating the movement in both the U.S. world share of
exports and U.S. net exports over the 1962-1977 period.

Although trade is becoming increasingly important to the U.S. economy, the
United States is playing a relatively smaller role in the world economy. An
analysis of U.S. export market shares for 102 manufactured commodities indi-
cated that the United States had trend declines in 71 percent of the commodities
compared to 26 percent for Japan and 24 percent for West Germany. Most of
the U.S. decline occurred in the 1960s with the 1970s representing mostly. a pe-
riod of stabilization.

Among the top five U.S. manufacturing export earners (road motor vehictes,
nonelectrical machinery, aircraft, other electrical machinery, and office machines
(computers)), only aircraft had an increase in its export market share.

The Constant Market Share model facilities the analysis of this export per-
formance by enabling one to attribute U.S. export growth to four specific sources:
The growth of world trade; the commodity composition of U.S. exports; the
market distribution of U.S. exports; and a residual representing the difference
between the actual increase in a country's exports and the increase that would
have occurred had the country maintained a constant share In each market and
in each commodity.

This model allows one to address the following questions: (1) What would
U.S. exports have been if they had expanded at the same rate as world trade?
(2) What is the influence of performance? (3) What is the effect of the relative
growth in demand for U.S. exports in key country or regional markets? (4)
What portion of U.S. export growth is unexplained by these factors? The changes
in this last component are usually attributed to changes in competitiveness.

The CMS results for total U.S. exports indicated that:
Over the entire 1962-1977 period the United States experienced a decline in

its competitiveness as reflected by the CMS residual with most of this
decline occurring in the 1962-1969 period.

During the 1962-1969 subperiod the United States export performance was
enhanced by the relatively faster growth in key markets but this was not
sufficient to offset major declines in competitiveness.

During the 1974-77 subperiod a positive source of U.S. export growth was
the favorable commodity composition of its exports.

The decline in the competitiveness component of the CMS equation may not
necessarily imply a general loss in U.S. competitiveness for two reasons:

A comparison of the various countries' export unit values over the 1962-1977
period demonstrated that during the 1970-1977 period the growth In U.S.
export unit values was far smaller than its major competitors with the ex-
ception of Japan during 1974-1977.

A comparison of growth rates of gross domestic prdouct (GDP) Indicated
that in each of the three subperiods the growth of U.S. GDP was less than
that of competitors.

Therefore, it is possible that the decline in U.S. competitiveness as captured
by the CMS analysis may, in part, be attributed to differences in GDP growth
rates and differential increases in export unit values among major trading part-
ners not reflective of actual changes in competitiveness.

To substantiate the conclusions based on the analysis of total U.S. exports,
and to determine if major shifts across commodities had occurred during the
1962-1977 period, the CMS analysis was performed separately for each of the 102
manufacturing commodities. The results of this analysis Indicated that:

In most cases the decline in U.S. export shares in the 1960's and early 1970's
was due to residual competitiveness factors.

The growth of U.S. exports in the 1974-1977 period was retarded by both
the slower growth in key U.S. export markets as well as competitiveness
factors.

Whereas the 1960's represented primarily a period of decline in U.S. competi-
tiveness, the latter part of the 1970's appears to have been a period of
realignment in response to major changes in international trade.

Under ideal circumstances, the CMS analysis would allow for separate iden-
tification of each of the above effects. In practice, however, this procedure is
subject to a number of biases on both conceptual and empirical grounds. There-
fore, to determine the extent to which the OMS results generated were suscep-
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tible to identifiable biases, three sensitivity tests were conducted. In particular,
variations in the overall CMS estimates were examined as a result of changes in:
the choice of base year; the level of aggregation of commodities; and the defini-
tion of the world market.

The results of the various sensitivity tests indicate that:
The CMS component estimates were not severely affected by the commodity

aggregation but did appear highly sensitive to both changes in the base
year chosen and to variations in the definition of the world market.

Its high sensitivity to base year changes supported the conclusion that major
structural changes have occurred in the U.S. export sector.

ASSESSING THE CHANGING STRUCTURE OF U.S. TARac IN MANUFACTURED GOODS:
AN ANALYSIS AND COMPARISON OF VARIOUS INDICATORS OF COMPARATIVE ADVAN-
TAGE AND COMPETITIVENESS

(By C. Michael Aho, Harry P. Bowen, and Joseph Pelzman)

Executive Summary

This paper examines the growing importance of international trade to the U.S.
economy and attempts to determine tnose commodities in which the United States
has increased, maintained or lost a comparative and competitive advantage. The
analysis focuses on the changes in the trade structure of the United States over
the period from 1962 to 1977. The analysis is conducted at a highly disaggratated
level using 102 manufacturing categories as defined at the 3-digit level of the
Standard International Trade Classification (SITC).

A major contribution of this paper is that the analysis of U.S. trade structure
and trade performance is based on an extensive list of indicators normally used
to measure a country's performance in world markets. These indicators are first
used to examine the changes that have occurred in the structure of U.S. compara-
tive advantage and that of its major competitors. Cross-tabulations of the indi-
cators at specific points in time as well as their change over time are then used
to examine the relationships between the indicators and to determine a consist-
ent list of commodities (based on all the measures) in which the U.S. has main-
tained or lost a comparative and/or competitive advantage.

Having established that international trade is playing an increasing role in
U.S. economic activity, a determination of the specific commodities accounting for
this growing interdependence was then made. This was accomplished using two
measures, the ratio of exports to domestic shipments and the ratio, of imuports to
apparent consumption.

Among the commodities with a high ratio of exports to domestic shipments and
which therefore play an important role in the U.S. export sector are: machinery
and appliances-other than electric, aircraft, power generating machinery-
other than electric, and chemicals.

The commodities demonstrating a high import to apparent consumption ratio
include musical instruments, pottery, textile and leather machinery, iron and
steel tubes, silver and footwear.

A number of different measures were then used to determine the structure of
U.S. comparative advantage and U.S. trade performance. These measures were:

Indexes of revealed comparative advantage.-Two indexes were used. One is
defined as a country's world market share of a particular commodity divided by
the country's share of total world manufacturing exports. The second index is
the ratio of a country's exports to imports of a particular commodity divided by
the ratio of its total manufacturing exports relative to its total manufacturing
imports.

Net exports (divided by domestic shipments).
Import penetration ratio (divided by the overall manufacturing import pene-

tration ratio).
Constant market share residual.-At a commodity specific level, the CMS pro-

cedure identifies two component effects contributing to export growth. One is due
to the increase in world trade of the commodity and the other is due to the re-
gional or market distribution of the country's exports of the commodity. Once
these two effects have been determined the residual effect is measured as the dif-
ference between the actual increase in exports and that which would have oc-
curred had the country maintained its market share of the commodity in each
regional market. When this residual effect is negative it is interpreted as a de-
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dine in competitiveness. Conversely, when the residual effect is positive it is
taken to mean that the country has increased its competitiveness.

Based on the changes in the two indexes of revealed comparative advantage
between 1962 and 1977, changes in U.S. trade performance across the 102 man-
ufacturing commodities were examined. The results of this analysis indicated
that:

Five commodities showed improved performance based on both indexes of
revealed compartive advantage. These were: other inorganic chemicals,
manufactured fertilizers, cotton fabrics-woven, glass and miscellaneous
nonferrous base metals.

Three commodities revealed a disadvantage on both indexes. These were:
articles of rubber, n.e.s. (representing mostly rubber tires), telecommuni-
cations apparatus and miscellaneous manufactures.

Seventeen commodities maintained an advantage on the basis of both indexes.
These included: explosives,. tools for use in the hand or in machines,
electric power machinery, and electrical medical apparatus.

Twelve commodities maintained an advantage on the basis of one index
and revealed a .disadvantage on the other. Noteable among these twelve
are: inorganic chemicals, road motor vehicles, medical and pharmaceuti-
cal products, plastics and metalworking machinery.

The above results were based only on changes in the indexes between two
years, 1962 and 1977. As an indication of overall changes, the trend changes in
three of the more important indicators (net exports, revealed comparative ad-
vantage and import penetration) were computed based on annual data and lists
of the commodities showing either consistent positive or consistent negative
performance across those indicators were complied. These are presented below.

Commodities showing consistent positive performance were:

Organic chemicals.
Other inorganic chemicals.
Essential oils, perfume and flavour

materials.
Fertilizers, manufactured.
Explosives and pyrotechnic prod-

ucts.
Leather.
Veneers, plywood boards.
Paper and. paperboard.
Textile fabrics, woven other than

cotton.
Tulle, lace, embroidery.
Special textile fabrics and related

products.

Floor coverings, tapestries, etc.
Glass.
Rails and railway track of iron or

steel.
Nickel.
Lead.
Tin.
Miscellaneous nonferrous base

metals.
Machines for special industries.
Equipment for distributing elec-

tricity.
Scientific measuring and controling

instruments.
Photographic supplies.

Commodities showing consistent negative performance were:

Inorganic chemicals. Manufactures of metals. n.e.s.
Manufactures of leather. Telecommunications apparatus.
Articles of rubber, n.e.s. Domestic electrical equipment.
Pig iron. Road motor vehicles.
Universals, plates and sheets of Furniture.

iron or steel. Clothing (except fur clothing).
Zinc. Fur clothing:
Wire products (excluding electric). Footwear.
Nails, screws, nuts and bolts.

Overall, the cross-tabulations indicated that the measures most often agreed
as to the commodities with declining international performance. When net ex-
ports was used as the base indicator of trade performance, the indicators show-
ing most agreement as to changes in trade performance were first the two indexes
of revealed comparative advantage and then the constant market share residual.

Lastly, the results indicate that the United States has improved its perform-
ance in many of its key export products including scientific instruments and
certain chemical products. But the United States has also suffered an erosion
in its international performance in the key export earning sectors of the tele-
communications apparatus and road motor vehicles. These changes reflect
changes in the composition of U.S. trade in response to changes in world trade
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and international competition. Continuing adjustments are likely to occur as
resources are reallocated toward those sectors showing improved performance.

STATEMENT OF JACK CARLSON, EXECUTIVE VICE PRESIDENT AND CIEF
ECONOMIST, NATIONAL ASSOCIATION OF REALTORS

The United States is currently suffering from accelerating inflation,
high interest rates and unemployment rates, and slow growth in pro-
ductivity and real incomes. Consumer price inflation between 1947 and
19i0 averaged just 2.4 percent per year. Between 1970 and 1980, in-
flation will average almost 7.8 percent per year and without prompt
government action, consumer prices will increase nearly 9 percent per
year over the next decade. The deteriorating inflationary performance
is matched by declining productivity growth in recent years. While
output per worker grew at an average 2.4 percent per annum between
1947 and 1970, over the last ten years this had fallen to a mere 1 per-
cent average annual growth and is likely to remain in the 1 to 11/2
percent range during the next decade. Largely as a result of this poor
productivity performance, real incomes for most wage and salary
earners have grown only slowly during the last ten years.

In addition to these widely recognized problems, the nation is also
suffering from a related problem with similar causes-a shortage of
owner occupied and rental housing. Because of demographic and so-
ciological trends, the demand for new housing to meet the needs of new
household formation and depreciation of existing housing stock aver-
aged over 2.2 million units per year during the 1970's. The supply of
new housing however did not keep up with the rapidly growing de-
mand over this period, with a cumulative shortfall of over 300,000
units emerging by 1979. The same forces which reduced new housing
supply during the 1970's also prevented many existing home owners
from upgrading to more adequate housing and reduced the geographic
mobility of the population.

Without a significant change in government economic policies, the
outlook for housing in the 1980's is even gloomier. High interest rates
and slow growth in people's incomes will keep the supply of new hous-
ing in 1980 over 900,000 units below the underlying demand. Under
present government policies, another shortfall of 700,000 units is ex-
pected next year and by the end of the decade the cumulative shortfall
for housing could reach 10 million units, equivalent to 5 years' housing
starts. This will only exacerbate the already emerging shortage of
rental housing and push up housing prices and rents in the future.

While the explosion of world oil prices since 1973 has undoubtedly
contributed to the current economic malaise, for the most part our
present economic difficulties have been caused by the actions of govern-
ment. For example, excessive growth in Federal deficit spending and
taxation that discourages savings and investment, too rapid growth of
the money supply in the 1970's followed by the current tight credit
policies and the massive growth in costly straitjacketing government
regulations has been responsible for over half the acceleration in infla-
tion since 1976, while OPEC oil price hikes have been the cause of about
only one-third of this acceleration.
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Similarly, excessive increases in government spending have not only
pushed-up interest rates directly diverting resources away from pro-
ductive investment in new structures, equipment and housing, but also
forced the Federal Reserve Board to lean against inflationary pres-
sures through tight credit policies which further hampered investment.
In addition, increases in effective corporate tax rates on profits from
current production because of inadequate capital consumption allow-
ances have reduced new investment, slowed productivity growth and
have led to stagnant personal savings for most wage earners.

There is a growing awareness that part of the solution to these eco-
nomic problems must include efforts to stimulate productivity growth
through tax incentives to encourage further growth of new structures
and equipment and additional new housing construction. There is also
a need to release resources from the government sector and to encour-
age a shift by Americans toward greater personal savings. This would
allow larger increases in investment to be achieved in a non-infla-
tionary manner.

To stimulate investment in productivity-increasing new structures
and equipment and housing we recommend the following tax relief
measures be initiated effective January 1, 1981:

Allow 15-year tax lives on a straight-line basis for all structures:
rental housing, commercial, industrial and agricultural struc-
tures;

Allow five-year depreciation on equipment (other than automo-
biles and light trucks);

Allow current expensing of construction period interest and taxes;
Eliminate the $10,000 ceiling on interest cost deductibility of in-

vestment interest expense;
Increase the allowable amount of interest and dividend income

excludable from Federal individual income taxes to $500 (or
$1,000 for joint returns) to encourage additional personal sav-
ings; and

Adjust the personal income tax rates to offset the increase in taxes
that will be caused by inflation during the next 12 months.

We estimate that the first year gross revenue cost of this package
is $32 billion in 1981 prices with 45 percent of the tax relief directed at
increasing investment and another 17 percent going to stimulating sav-
ings directly.

An important part of this tax relief package involves equal tax life-
times for all structures, including rental housing. Proposals to lower
tax lives on non-residential structures by more than those for resi-
dential structures would siphon funds out of housing and reduced fu-
ture rental housing construction.

We also recommend that this tax relief he accompanied by restraint
on the growth of Federal spending. Specifically, we urge that:

- The new Congress slow Federal spending growth by at least 2
percentage points during the remainder of the current fiscal
year (FY 1981);

After FY 1981, Congress restrict Federal spending growth to
2 percentage points less than the growth in people's incomes;
and

The new Congress and the Administration encourage the Federal
Reserve Board to achieve a steadier growth of the money sup-
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ply and to place more emphasis on fiscal policies rather than
tight credit policies to fight inflation.

Slowdowns in spending growth of proportions outlined here would
allow even larger tax relief to be directed to encouraging savings and
investment to be considered in the future and allow interest rates to
trend downward to further encourage investment.

An even more significant slowdown in Federal spending growth
would be required to commit now to a 3-year largely consumption-
stimulating personal income tax reduction such as the Kemp-Roth
proposals. Without a spending solwdown of this magnitude to ac-
company large and immediate reductions in personal tax rates, infla-
tion could be increased rather than decreased, interest rates driven up
and new housing starts could be rdeuced by over 200,000 units per year.

While the fiscal policies we have outlined here will not solve all of
the country's economic problems overnight, we believe that they could
bring about a substantial improvement in the economic health of the
nation.

Specifically, if these recommendations are followed, we estimate
that:

Accelerating inflation and interest rates would reverse direction
and decline shortly after the announcement of a credible pro-
gram and decline significantly during the next 12 months.

The underlying or core rate of inflation could be reduced by at
least 2 percentage points by 1982.

Long term interest rates could be 1 to 2 percent points lower in
1982.

Inflation could trend downward 7 percent or less by the mid-
1980's.

Investment in productivity-increasing commercial and industrial
structures and equipment could increase by over 20 percent by
the mid-1980s'.

Productivity could increase by over 2 percent by the mid-1980's.
Employment could increase by over 1 million additional jobs by

the mid-1980's.
Average spendable income per household could increase by $900

by the mid-1980's.
New housing construction each year could increase by over 400,000

units by the mid-1980's.
One million additional households could upgrade to better hous-

ing each year.

STATEMENT OF DONALD F. REILLY, DEPUTY ExEcunTVE DIRECTOR,
NATIONAL COUNCIL ON THE AGING, INC.

Mr. Chairman and members of the Committee, thank you for pro-
viding this opportunity for the National Council on the Aging to share
with you our views on what changes, if any, are needed in the social
security system.

NCOA is a private, non-profit organization which, since its found-
ing more than 30 years ago, has advocated a better life for older Ameri-
cans. Composed of individuals and groups, NCOA has been in the
forefront as a professional, technical and advocacy organization for
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the elderly. From its beginning, NCOA has had as a central policy
concern the level of income received by older people.

Social Security has proven, over four decades, to be the linchpin
to income maintenance through social insurance. Without it, twelve
million people above the poverty line would slip below it. For prac-
tically everyone, the expectation of social security benefits is the foun-
dation of retirement security, and family security in the event of the
worker's death or long-term disability. According to the NCOA/Louis
Harris Study, The Myth and Reality of Aging in America, social se-
curity benefits are a current source of income to 89 percent of those
age 65 and over, and the largest source of income to 58 percent.

Yet the recent past has brought this centerpiece of America's aging
policy into almost constant scrutiny. In the short run, the system is in
imminent danger of bankruptcy. In the long run, we are offered a
choice of disasters: Either social security will consume 70 percent of
the federal budget in the next century, or, alternatively, it will be short
hundreds of billions of dollars to meet its obligations. Or both.

There is no doubt that the financial straits of the system are real.
Simultaneous high unemployment and high inflation have reduced the
trust fund and contributions and swelled the price tag for cost-of-liv-
ing adjustments. The need for additional revenue over the longer
range is attributable primarily to demographic factors with which the
Committee is familiar. But both the extent of that need and the pro-
jections that social security payments would account for two-thirds
of the federal budget, rest on what must be described as speculative
assumptions about the state, 75 years from now, of such factors as
fertility rates, mortality rates, labor force participation, productivity
rates, inflation, unemployment levels, and immigration policy-among
others.

In the short run, Congress should be commended for passage of
legislation reallocating revenue from the Disability Insurance (DI)
trust fund to the troubled Old Age and Survivors Insurance (OASI)
trust fund. Further, Congress refused to forestall the tax increase
scheduled to go into effect in January. But it seems clear now that
additional action will be required next year, to avoid cash flow prob-
lems by mid-1982 in OASI.

NCOA has consistently supported the use of general revenues to
meet part of the cost of financing the system. Introduction of major
amounts of general revenue could come in several forms, all of which
would be acceptable to NCOA:

Half of the Medicare Hospitalization Insurance (HI) program
could be financed through general revenues, with reallocation
of HI funds to OASI. As the Committee knows, more than
70 percent of the cost of Part B Medicare, Medical Insurance,
is now met through general revenues.

One-third of the system's full cost could be met from general
revenues, with a phase-in period to avoid major budgetary
dislocations.

Authority could be put in place for transfers from general funds
when unemployment or inflation reached certain trigger points.

Whether one of these methods or another, or some combination
of them is settled in, it is clear that the First Session of the 97th Con-
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gress, in concert with the Administration, must be prepared to act
swiftly and decisively to shore up the OASI fund.

One argument frequently heard against the infusion of general
revenue funds into social security is that it would remove the "fiscal
brake" that now constrains irresponsible benefit expansions. The Com-
mittee should note that whatever short-run problems the system has
have developed despite the presence of the "brake." Moreover, to assert
that Congress would enact whopping benefit increases without giving
a thought to paying for them, simply because the money would come
from general revenues instead of trust funds, is to deny today's reality
of budgetary sensitivity by both Congress and the Executive Branch,
regardless of party.

Over the long term, NCOA urges the Committee to study the chasm
carefully before attempting to bound across it. If we look before we
leap, we may find the gap less intimidating, or we may find less, coer-
cive ways of closing it than some of the draconion suggestions that
have been made.

The uncertainties mentioned above make accurate predictions quite
difficult. But if recent projections of a long-run deficit on the order of
11/2-2 percent of payroll are accurate, increasing taxes to meet that
shortfall is not a solution to be dismissed without thought. No program
generates such support, from Americans of all ages. About two-thirds
of I hose surveyed by Peter Hart for the National Commission on Social
Security said they would be willing to bear greater taxes to maintain
benefi s from 4he social security system.

NCOA has had no objections to steps that would persuade workers
to voluntarily delay retirement; our objections are fundamental and
vigorous to steps that would coerce workers into staying on the job.
Raising the age for entitlement to full benefits from 65 to 68 is just
such a coercive step. If the long-run deficit persists, and if tax in-
creases to compensate fully are not possible, several steps could be
taken to induce workers to remain in the labor force. Among them are
these:

End mandatory retirement.-Some substantial number of older
workers who wish to stay on the job, and are fully competent to
do so, are forced to retire each year solely because of age.

Promote older worker retention.-Encourage employers to devise
ways to keep older workers employed through job-sharing, peak
period call-backs, phased retirement, and other devices.

Discourage early retirement.-Both within and outside social
security, incentives could be put into place to reverse the long-
standing decline in labor force participation for older workers.
Tax treatment of pension contributions is one likely area to
investigate, as is the "bonus" for working past age 65.

Retraining efforts.-Where older workers lack current skills, pro-
grams could be developed-most efficiently, perhaps, through
title V of the Older Americans Act-to equip them with those
skills and place them in new positions.

Unemployment laws that penalize workers with any retirement
income should be repealed. NCOA welcomes the charges
enacted this year, and looks forward to further progress.
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One other major concern of NCOA is the treatment of women under
the system. This concern is heightened by changes that have occurred
in our society: The extent to which women participate in the labor
force; the impact of employment discrimination and other factors
(including child bearing) that have restricted women's average earn-
ings and, therefore, social security benefits; increases in divorce rates,
leaving more women with less than adequate social security protec-
tion; growing recognition of the economic value of a woman's work in
the home, and growing dissatisfaction with eligibility for benefits that
is based on a dependency status. While social security is surely not
responsible for those societal shifts, NCOA believes that a number of
changes can and should be made to improve the way the program
works for women.

We have no magic solutions to these knotty problems, but serious
consideration should be given to changes in the system which recognize
that marriage represents an economic partnership. The "earnings
sharing concept" deserves special study. We must take care, though,
not to endanger present dependency-based benefits unless some better
alternative is put into place. The fact that more women now partic-
ipate in the work force cannot be used as an excuse for robbing other
women-and many of the workers-of protection now provided by
social security.

Let me address, finally, the notion that we should reduce older peo-
ple's benefits, since they receive a large and growing share of the fed-
eral budget. Yes, millions of older people have been lifted from
poverty over the last 20 years. But many have not been lifted very far:
one in four persons over 65 (compared to one in six in the general
population) were classed as "near poor" in 1979, with an income of
less than $4,340 a year for an individual older person, or $83 a week.
From 1978 to 1979, 700,000 Americans of all ages slipped below the
official poverty threshold; of that number, 400,000 were 65 or over.

Needless to say, the situation of women, and of minorities among
the elderly is even more desparate.

As this Committee considers alternatives in social security policy-
the central social policy this society has for its older citizens, NCOA
urges that the approach be one of problem-solving in a context of
retraining and building upon the social gains that have been made.

73-057 0 - 81 - 40
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eptthfatthat officially defined poverty among the elderly has been decreasing faster
Dtlo'Pn'tosmeig athe propultion as a whole, older Amncricans remain a low-income group.
Foureen prent of the elderly le on incomes below the poverty level, comard with
in-t deul Americnd Almst one-fourth(23A4%) ofthe elderly wae "*ear-poor," fiving at

e babw 125 percent of the poverty line, a rate blf agpin a large athe dare of near-poor
(I 5Si%) i die Vneral population. Some elderly pesons were poor before reirement, but
-ny hl into poverty for the finst time in old age.

Rile D ental Security Income (SSI) program was designed to guarantee a minimum
Income to Amercas elderly, blind and disabled citizens. Yet seven years after enactment of
SSI, one of every aeven of the nation's elderly still lives in poverty, with widows and members
of minority groups suffering the greatest deprivation.

The elderly poor cannot continue to survive on subsistence payments that become more
meaningless as the cost of essential item soars. The poverty level itself fails to provide the
minimal standard of living for an older couple as determined by the Bureau of Labor
Statistics. The author of the official standard, Mollie Orshansky. estimates that shifting to a
more realistic measure of economic hardship would double the number of elderly poor. The
fact that 14 percent of the aged live below the poverty level is a national disgrace.

The prevalence of poverty is more shocking among subgroups, especially older women
and minorities The median income of elderly black families or individuals in 1974 was two.
thirds the already' inadequate income of their white counterparts. Older women are likely to

bshist on half the income of older men. Almost three of every four SSI recipients are women.
mid unmaried older women account for three of every four poor elderly persons.

Further, while the poverty rate for older people has been decreasing over the past two
decades, an older family's income has remained 50 percent of a younger family's. A feC living
epenses may drop in old age, but others may increase. An older person's economic needs are
certainly not reduced by half in retirement In fact, the largest expenses are those most heavilk
affected by inflation Food, housing, medical care and drugs.

A major effon must be made to bring the nation's elderly out of poverty. Such an effort
should include full employment options and improvements in retirement income and public
mistance programs. NCOA recommendations for employment options are dealt with
el ewhere.

Social Security

Social security has proven, ove four decades, to be a highly effective method of income
maintenance. Without social rcnurity, about twelve million people who are above the poven%
line would be counted as poor. For practicall) everyone. the expectation of social securitN
baeiefis is the foundation of retirement ecurity and security for the famil) in the event of the
worker's long-term disability or death. According to the NCOA/Louis Harris study. The
Myth asd REality of Aging in A lsco, social security benefits are a current source of income
ID 89 pet of thoae ae 65 and over, and the liest source of income to 58 percent.

1^ beliiesa dat clan_ ahould be made (a) in the method by which the social
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security program is financed, (b) to improve in several ways the protection the program
affords, especially for women, (c) to remedy several gaps and inadequacies in the program, .
and (d) to insulate the program more effectively against political pressures.

Financing. Questions have been raised in many quarters about the adequacy of social
security's financing provisions, especially in light of recent and current economic factors and
in light of demographic and other projections into the long-range future. Contrary to much
popular belief, there is no danger that social security will be unable to pay benefits as due. W
The increases in financing that may be required over what is provided by present law for meet- Z
ing both short-term and long-term costs are relatively small. For example, employee tax rates
in the 25-year period beginning 25 years hence may-if the system continues to be financed
solely through payroll taxes-need to be higher by about six-tenths of one percent of payroll
than the rate scheduled in present law. But the social security expenditures for that period
would represent only a little over five percent of gross national product, or a little over one-
quarter of one percent of GNP more than is represented by expenditures for 198 1. Since
there will be substantially fewer children than today, the higher tax rates will be paid by a.
population that spends substantially less (in constant dollars) than is spent today for the sup-
port and education of children.' Financing of social security, even if based solely on payroll
taxes, should actually be less of a burden in the early decades of the 21 st century than it is
now. Given that, and given the stake that practically the whole country has in social security at
any given time, it is all but inconceivable that any Congress will allow the system to become
unable to pay benefits as due.

NCOA believes, however, that the system should not continue to be financed solely
through payroll taxes. The cost of weighting benefits in favor of low eamers, and of other
social elements of the program, should be met through graduated taxes, via general revenues.
and not entirely through a flat-rate tax on payrolls.

With a contribution to the program from general revenues (such as is provided in the
social insurance programs in most other industrial countries) contribution rates in the 21 st
century will probably not need to be raised much, if at all, above the 1981 rate, even though
costs are increased by reason of benefit changes such as we are recommending.

Women. In recent years, social security has been the object of increasing scrutiny with
regard to how it affects women. In part, this scrutiny reflects changes that have occurred in our
society: The extent to which women participate in the labor force; the impact of employment
discrimination and other factors (including child bearing) that have restricted women's
average, earnings and, therefore, social security benefits; increases in divorce rates. leaving
more women with less than.adequate social security protection; growing recognition of the
economlic value of a wonfan's work in the home, and growing dissatisfaction with eligibility
for benefits that is based on a dependency status.2 While social security is surely not responsi-
ble fox these societal shifts, NCOA believes that a number of changes can and should be made
to improve the way the program works for women.

The Federal Budget. Social security is not just a tax program and not just a benefit pro-
gram; it is a system of contributory social insurance. Contributions are paid by.employees.
and by employers in their behalf, and benefits are paid that reflect those contributions. Yet
social security trust fund expenditures are sometimes included in calculations used to support
assertions that older people are getting more than their "fair share" of the. Federal budget.
This distortion has-hampered efforts to improve other aspects of the lives of older Americans.

NCOA makes the following specific recommendations:

* Part of the cost of the social security system, as much as one-third in the long run,
should be met from general revenues, that is, primarily from graduated taxes that ex-
tend to upper levels of income and are derived from sources beyond wages, salaries
and self-employment income.

* Social security primary benefits should be increased by one-eighth and spouses'
benefits, except in the case of a divorced spouse, should be reduced by one-third, so
that the combined benefit for a one-eamer couple continues to equal one and one-half
times the present primary benefit. Benefits would thus be increased for, among others.
the two classes of beneficiaries-single women and widows-who generally get the
lowest benefits and are the least well off. Also, benefits would be significantly in-
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csased for two-earner, as against one-earner, couples. A divorced spouse would
receive 45 percent of the increased primary benefit, or about 50 percent (as now) of
the present primary benefit.

* Provisions of current law liberalizing the earnings or "retirement" test should be re-
tained.

* Proposals to deliberalize social security by raising the age for full retirement benefits
should be rejected. Such a change would break an implicit promise to social security
contributors. would cause hardships to those unable to work after 65 or unable to get
a job, and is wholly unnecessary for purposes of making the program financially
sound.

* Persons regularly covered under social security. even at minimum wages, for most of
their work lives should be assured of benefits at least sufficient to keep them out of
poverty.

* The benefit formula should be adjusted so that for each added dollar of contributions
paid, the worker who has high earnings can expect, as can all other workers, at least an
additional dollar of benefits.

* Additional drop out" years should be allowed in figuring the benefits of persons who
remain out of the work force while they have young children in their care.

* A special benefit should be paid for one year to assist widows in entering or reentering
the work force.

* Benefits should be pad to di-bled spues of tetired or diabld workers and benefits
to disabled widows or widowers should be paid at any ae and without reduction
because of age.

* The present 5-month waiting period for disability benefits should be reduced to 3
months.

* Disability benefits should begin after the waiting period, without any requirement that
the disability be expected to last 1 2 months or until the worker's death.

* For workers age 55 and over, disability should be defined in terms of inability to per-
form one's usual occupation rather than, as at present, inability to do any substantially
gainful work. The revised definition would be similar to that used in present law in the
case of blindness.

* Cost-of-living adjustments in benefits should be made, when prices rise rapidly, every
six months, instead of, as at present, on an annual basis.

* Serious consideration should be given to changes in the system which recognize that
marriage represents an economic partnership. The so-called "earnings sharing' con-
cept is deserving of special consideration. Care must be taken, however. not to en-
danger present dependency-based benefits unless some better alternative is put into
plae.

* The Social Security Administration should be established as an independent-agency,
and the transactions of the social security trust funds separated from the unified
Federal budget.

* Social security benefits should be adjusted, not only for changes in the cost of living.
but also to reflect increases in the standard of living in the country.
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STATEMENT OF GEORGE A. STRICHMAN, CHAIRMAN, COLT INDUSTRIES,
INC. ON BEHALF OF THE COMMITTEE FOR EFFECTIVE CAPITAL
RECOVERY

The Committee for Effective Capital Recovery is a voluntary coali-
tion of 519 business firms aind 54 business associations (see app. A).

Formerly called the Ad Hloe Committee for an Effective Inve8tment
Tax Credit, the Committee has long been active in efforts to improve,
strengthen, and make permanent capital cost recovery allowances
working initially on the investment tax credit.

In confirmation with its work on the investment tax credit, the Com-
mittee has always had the improvement and restructuring of depre-
ciation allowances as one of its key objectives. Indeed, in late 1978 the
Committee changed its name to the Committee for Effective Capital
Recovery to reflect more accurately the scope of its policy goals.

I. The Economic Justifieation for Improved Capital Recovery

A. LOW RATES OF SAVINGS

1. Personal Savings
Table I shows that Americans are saving a far smaller proportion of

their disposable income than are the citizens of the five major indus-
trialized nations. Moreover, the rate for the United States has declined
over the past decade, while the rate for the other countries, except
West Germany, has increased.

TABLE 1.-PERSONAL SAVINGS AS A PERCENT OF DISPOSABLE PERSONAL INCOME

Country 1970 1977

United States -8 6Canada -6 11B ritain --------------------- ------------------------------------------- -- -------- 6 11West Germany - -- -------------------------------------------------- 15 13France ----------------------------------------------------------- 12 13Japan - --------------------------------------------------------- 17 21

Source: United Nations, "Yearbook of National Accounts Statistics," 1978, vol.b 1, tale 16.

The most recent statistics for the United States provide no encour-
agement under present tax policies. In 1978, the rate of savings fell
to 5.3 percent; in 1979, there was a further drop to 4.5 percent; andin the fourth quarter of 1979, the rate was 3.5 percent, the lowest
savings rate since 1951.
2. Business Savings

When business savings are added to the equation, the United States
still ranks far behind its trading partners, with the exception of the
United Kingdom, as shown in table II.
TABLE II.-Total national 8aving8 a8 a percent of grosa national product, 1978

(Percent)
United States…------------------------------ ---- --- --- ------------- 6
United Kingdom ---------------------------------------------------- 7West Germany ----------------------------------------- 12France -________________________ 12Japan -------------------------------------------------------------- 17
Canada -------------------- 9---------------------------- ---- 9

Source: United Nations, Yearbook ol 4'ational 4ccount8 Statisticf.1979*
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One of the principal reasons why the United States ranks last in
rates of personal savings is that our tax policy discourages savings and
productive investment. Individuals find themselves moved for tax
reasons to invest in other type of investments. Or .they may place
their savings in tangible, nonfinancial investments, such as gold, real
estate, antiques, silver, art, rare stamps, and other assets which appre-
ciate rapidly in value, but on which taxes can be deferred.

Japan, West Germany, France, Canada, and the United Kingdom
all have formal and informal tax policies which provide significant
encouragement for private saving. The fact that the United States
lags in such incentives explains in part our comparatively dismal per-
formance with respect to capital investment and rates of productivity
growth.
3. Relationship Between Capital Recovery Allowances and Total

National Savings
Based on Department of Commerce statistics, business saving as

a percent of total national savings was 75.8 percent in 1979. Con-
sequently, business saving is now the largest factor to be considered
in an examination of the issue of total national savings.

In turn, the major factors in business saving are the capital recovery
allowances of the Internal Revenue Code. According to the Commerce
Department figures, these allowances accounted for 88.0 percent of to-
tal business savings in 1979.

It therefore becomes clear that the most effective means of increas-
ing national savings would be to improve our capital recovery allow-
ances. To achieve this goal, I strongly urge enactment of the "10-543"
capital cost recovery proposal embodied in H.R. 4646 and S. 1435. It is
estimated by Dr. Allen Sinai of Data Resources, Inc. that the increase
in savings in the nonfinancial corporate sector resulting from enact-
ment of the "10-5-3" proposal would range from $5.5 billion in 1980
to $48 billion in 1984.

B. LOW RATES OF CAPITAL INVESTMENT AND PRODUCTIVITY

The direct relationship between personal savings and investment
and productivity growth is described in the Joint Economic Commit-
tee's midyear review of the U.S. economy: "Personal saving is a major
source of funds for investment and productivity increases."

Having noted the low rate of savings outlined above, it should come
as no surprise that the United States ranks last among the major in-
dustrialized nations in investment as a percent of gross domestic prod-
uct, indeed having a ratio of approximately half that in Japan. This
is shown in table III.

TABLE III.-Average annual ratio of capital investment as a percent of output'

1960-78:
Japan ---------------------------------------------------------- 28.0
Canada --------------------------------------------------------- 19.6
Germany -1----------------------------------------------------- 19.4
France ---------------------------------------------------------- 19.0
United Kingdom ------------- v----------------------------- 17.0
United States---------------------------------------------------- 14. 7

'Capital Investment, excluding residential dwellings, as a percent of gross domestic
product at factor cost, in current prices for the total economy.

Source: U.S. Devartment of Labor, Office of Productivity and Technology, Division of
Foreign Labor Statistics and Trade, July 1980.
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C. LOW RATES OF PRODUCTIVITY GROWTH

Low rates of savings and capital investment lead inevitably to low
rates of productivity growth. The U.S. ranks last among its major
trading partners in this important respect. Table IV shows the aver-
age annual percentage change in productivity for the U.S. compared
with those trading partners.

TABLE IV.-Average annual increa8es of output per hour in manufacturing
1969-79:

Japan ----------------------------------------------------- 8. 3 percent
France ---------------------------------------------------- 5. 6 percent
Germany -________________________________ 5. 4 percent
Canada --------------------------------------------------- 4. 0 percent
United Kingdom-------------------------------------------- 3.2 percent
United States---------------------------------------------- 2. 5 percent

Source: U.S. Department of Labor, Office of Productivity and Technology, Division ofForeign Labor Statistics and Trade, July 1980.

Moreover, the trend for U.S. productivity is ominous. From 1955 to
1965, U.S. productivity increased at an average annual rate of 3.1
percent; from 1965 to 1973, at a rate of 2.3 percent; from 1973 to 1979,
1.2 percent. During 1979, output per hour in the private business sector
actually decreased by 0.9 percent. This is only the second time since
1947 that we have seen a decline in the annual rate of productivity
growth in this country.

There are some who argue that the United States is going through
an inevitable period of low productivity. The truth is that there is
nothing inevitable about the decline in American productivity. We
have caused it ourselves by discouraging investment while our partners
in the free world have been growing in productivity at rates two to
three times ours.

Continuation of this trend threatens to destroy America's position
as a competitive industrial power.

D. IMPORTANT EFFECTS OF LOW RATES OF SAVINGS, CAPITAL INVESTMENTS
AND PRODUCTIVITY GROWTH ON KEY ELEMENTS OF THE UNITED STATES
ECONOMY

1. Inflation and Growth of Real Income
a. Economic Report of the President.-The Committee for Effective

Capital Recovery strongly agrees with the statement made by Presi-
dent Carter in his 1979 Economic Report to the Congress:

With slower productivity growth, our living standards individually and as
a Nation cannot rise as fast. Slower productivity growth means that the re-
sources available for carrying out governmental programs becomes scarcer. It
means that large increases in wages and other incomes put greater upward
pressure on costs and prices. If we ignore the realities of slower productivity
growth-if governments continue to press forward with unabated claims on re-
sources, and private citizens continue to demand large gains in money incomes-
our inflationary problem will worsen.

b. Analysis of the Council on Wage and Price Stability.-The Coun-
cil on Wage and Price Stability, in A Special Report on Infgation
(April, 1978), highlighted the relationship between productivity and
inflation:
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Trends in labor productivity are Important elements of the inflation process.
Improvements in output per man hour reduce unit labor costs and provide a
wedge between wage increases and higher pricey. Thus, productivity growth
is a means of improving living standards for all participants in the economy. In
its absence increased incomes for some can come only at the expense of reduced
real earnings for others.

A sharp falloff in productivity growth has been an important cause of the
disappointingly small gains in real income over the last decade and it has exacer-
bated the inflation * * *. The effect of this slowdown [of productivity] has been
to reduce total real incomes by 19 percent in 1977 (the equivalent of $280 billion
in today's prices) compared to what would have been achieved by a sustained
growth of productivity at the rate of the prior two decades.

c. Relation8hip between capital investment, productivity, waqes,
and prices.-There is a striking correlation between capital invest-
ment and wage rates by industry in this country. Table V shows the
most recent data from the Department of Labor on this subject. It
shows 1971 capital investment data and compares it with production
worker average earnings by related industry group.

TABLE V.-CAPITAL INTENSITY AND WORKER EARNINGS

Production worker
Capital per employee average earnings

Industry CPE Rank Per hour Rank

Group 1:
Petroleum and coal -87, 190 1 $4.57 1
Chemicals -36, 450 2 3.94 3
Primary metals -35, 060 3 4. 23 2
Paper ------------------------------------- 29, 440 4 3.67 4
Stone, clay, and glass -20, 550 5 3.66 5
Food -14,160 6 3.38 7
Rubber/plastics -14,140 7 3. 40 6
Tobacco --------------------------------- 12, 690 3 3.15 8/9
Lumber -10,270 9 3.15 8/9
Miscellaneous- 6,490 10 2.97 10
Furriture- 5,210 11 2.90 11
Leather -2,530 12 2.60 12
Apparel -- ------------------------- 2,110 13 2.49 13

Group 2:
Transportation equipment -12, 080 1 4.41 1
Nonelectric equipment -11,440 2 3.99 3
Fabricated metals -11,540 3 3.74 5
Ordnance -10,560 4 3.84 4
Instruments ------------------ 9 40 5 3.52 6
Electrical equipment - ---- 8---- 8.830 6 3.48 7
Printing -8, 580 7 4.20 2

Group 3: Textiles -10,840 ------------- 2.57

Source: Department of Labor (1971).

Reviewing this data during his testimony before the Joint Economic
Committee in mid-1975, then-Secretary of Labor Dunlop concluded:

* * * creation of jobs through investment capital broadens opportunities,
thus allowing more upward mobility in salary and skills as people are promoted
and new jobs created * * ' the most basic and far-reaching objective for national
policy in this context should be to encourage development of new technologies
and the formation of new capital * i *. Also, the increase in output and income
implied by new capital formation means a higher level of living and income
for all Americans, whether or not they are employed by the industries involved
with new capital formation and productivity gain.

d. International compari8on: Productivity and wage rate8.-There
appears to be an inescapable correlation between growth in produc-
tivity and improvements in a nation's standard of living and in wage
rates. Table VI compares the United States with five industrialized
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nations in terms of productivity increases and increases in the wages
received bv workers in those countries. There is a striking similarity
in the rankings in each category.

TABLE VI.-COMPARISON OF PRODUCTIVITY AND INCREASES IN HOURLY WAGES

Average annual increase of out- Average annual compound rate of
put per hour in manufacturing, change in hourly wage for pro-
196079 duction worker, 1960- 78

Percent Rank Percent Rank

Japan -8.3 - 1 14.9 1
France -5.6 2 11.9 2
G5rmany-5.4 3 9.9 4
Canada -40 4 8.2 5
United Kingdom -3.2 5 11.9 2
United States -2.5 6 6.5 6

Source: U.S. Department of Labor, Office of Productivity and Technology, Division of Foreign Labor Statistics and Trade,
July 1980.

2. U.S. Balance of Trade
In its days of ever-improving productivity, the United States was

not only a major exporter but was also able to keep its imports and ex-
ports in a favorable balance. Unfortunately, this is no longer the case.
Table VII shows the discouraging trends with respect to the U.S. trade
deficit, which reached a level of $29 billion in 1979.

TABLE VII.-U.S. BALANCE ON MERCHANDISE TRADE

[Dollar amounts in millions!

Year Amount Year Amount

1960 ----------------------- $4, 82 1970 - ---------------------- 2, 603
1961- 5,571 1971 -- 2, 260
1962- 4,521 1972 -- 6, 416
1963 -5,224 1973 -911
1964 -6,801 1974 -- 5, 343
1965 -4,951 1975 -9,047
1966 -3,817 1976 -- 9, 306
1967 -3,800 1977 -- 30, 873
1968 -635 1978 - - -33, 759
1969 -607 1979 -- 29,469

Source: SurveyofCurrent Business, Junel980, US Departmentof Commerce.

Underlying this trend is the decline in the U.S. share of total mamu-
factured exports worldwide. As a nation, we are falling further be-
hind in international economic competition. To reverse this decline, we
simply must act boldly to improve our productivity performance.

In recent years, policymakers have begun to pay closer attention to
the relationship between our trade deficit and the value of the dollar,
domestic inflation, and the overall strength of our economy. There is
now a widespread consensus that we need a strong, coherent, and effec-
tive export program. Improved capital recovery allowances can and
should be an important ingredient of that program.

E. IMPACT OF INFLATION ON REAL VALUE OF DEPRECIATION ALLOWANCES

In January of 1979, Martin Feldstein and Lawrence Summers
published a paper on "Inflation and the Taxation of Capita] Income
in the Corporate Sector." The paper examined the effect of inflation
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on the taxation of capital used in the nonfinancial sector of the U.S.
economy. It concluded that:

... the effect of inflation with the existing tax laws was to raise the 1977 tax
burden on corporate sector capital income by more than $32 billion, an amount
equal to 69 percent of the real after tax capital income of the nonfinancial corpo-
rate sector.... This extra tax raised the total effective tax rate from 43 per-
cent to 66 percent of capital income in the nonfinancial corporate sector.

The paper concluded that the principal reason for this increase in
the effective tax rate on capital income is that the historic cost method
of depreciation causes a major overstatement of taxable profits.

Specifically, Messrs. Feldstein and Summers found that inflation
reduced the depreciation allowed on existing plant and equipment by
$39.7 billion in 1977. Thus, the impact of inflation on depreciation al-
lowances alone increased corporate tax payments by $19 billion or al-
most one-third of the $59 billion of corporate tax liabilities for 1977.

The increased taxes resulting from inflation in 1977 should be com-
pared with the revenue cost of the "10-5-3" capital cost recovery pro-
posal. It will be seen that the revenue "losses" resulting from this pro-
posal are far less than the increase in corporate taxes due to inflation
described and, although a start in the right direction, do not fully
restore business profits to the level necessary to offset inflation.

F. INTERNATIONAL COMPARISON OF CAPITAL RECOVERY SYSTEMS

As indicated earlier, one of the key results of improved capital re-
covery allowances would be to bring our system in line with the most
progressive of our trading partners.

Based on the implications of productivity data and other informa-
tion, it is widely assumed that some of our trading partners (Japan
and West Germany, for example) already have relatively more
modern plants and equipment than does the United States. One of the
principal reasons for this situation is the fact that for years Japan
and West Germany provided capital recovery allowances which were
far more realistic than those in the United States.

The United Kingdom and Canada, which have had levels of plant
and equipment modernization far closer to those of the United States
than the levels of Japan or Germany (see productivity data above),
have come to recognize the importance of adequate depreciation. They
liberalized their depreciation systems and are now far more effective
in providing for more adequate capital formation than is the United
States.

Specifically, the United Kingdom permits 100 percent of the cost of
machinery to be written off in the year of purchase. Similarly, Canada
permits machinery and equipment to be written off over a two-year
period. By these standards, the United States is obviously far out of
date. I

A full comparison of the major industrialized nations has been pro-
vided by Price Waterhouse and it is attached as appendix B.

II. The "10-5-3" Capital (]o8t Recovery Proposal

Clearly, there is overwhelming evidence of the need for improved
capital recovery allowances in our tax system. Although there are
other ways to move toward this goal, the "10-5-3" capital cost recovery
proposal seems to be the most practical and effective approach.
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"10-5-3" proposal would greatly simplify our capital recovery sys-
tem and accelerate the recoverv. It would remove at last the useful live.
concept from our tax code and replace it with a more reasonable and
simpler method of computing depreciation allowances. It would
remove the factor of salvage values in capital recovery computations.
It would strengthen the investment tax credit. Capital recovery allow-
ances and the investment tax credit would no longer be deferred until
the property is placed in service but rather would be allowable in the
taxable year in which funds are expended to acquire the property. The
"10-5-3" proposal would also remove the distinction between invest-
ments in new and used property for purposes of capital cost recovery
allowances.

The "10-5-3" proposal would substantially benefit small businesses
by replacing the current complexity of the Asset Depreciation Range
system. A Treasury Department study completed in 1974 (the most
recent data available) found that only one-half of one percent of all
corporations with less than $5 million in total assets elected the ADR
system. Thus, even the modest benefits of the last major improvements
in depreciation (20 percent ADR) are readily usable for only a small
portion of American businesses. By way of contrast, the "10-5-3" pro-
posal is simple, direct, and can be used by large and small businesses
alike. Table VIII shows the results of the Treasury study.

TABLE VIII.-USE OF ADR BY U.S. CORPORATIONS

Total number Firms electing ADR
of firms in

Size of tota' assets population Number Percent

$1 to $500,000- 1,493, 000 5, 482 0. 4
$I,000,000 to $5,000,000 - --- ,--- ------ - ----------- - 5 000 1,788 5.0
$5,000,000to $10,000,000 -5,000 665 13.0
$10.000,000 to $50,000,000-- 4, 000 991 38.0
S50,000,000 to $100,000,000-- ------ 625 804 49.0
$100,000,000 to $200,000,000 -396 242 61.0
5200,000,000to$300,000,000 -156 107 69.0
$300,000,000 to $600,000,000 - 203 167 82.0
$600,000,000to$1,000,000,000 -88 80 91.0
Over $1,000,000,000 ----------------------------------- 166 152 94. 0

Total -1, 601,634 11,042 .7

Source: 1974 Statistics of Income, Department of Treasury.

A. EFFECTIVENESS OF "10-5-3"A IN STIMUTLATING INVESTMENT

There appears to be a growing consensus that enactment of legisla-
tion along the lines of "10-5-3" would be an extremely effective and
efficient way to. stimulate increased capital investment. The following
items are submitted as evidence of this view:

Action taken by the Senate Finance Committee on September 15,
1980, in reporting H.R. 5829 which included a "2-4-7-10" capital
cost recovery provision. The Report accompanying the bill in-
cluded the following statement regarding the reasons for the com-
mittee's action:

The committee believes that the present rules relating to depreciation and
the investment credit-the principal means of recovering costs of tangible
personal property-require substantial revision. Because of current rates of
inflation, the present timing of deductions, even when coupled with the in-
vestment credit, often is inadequate to reflect recovery of the original cost
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of an asset expressed in terms of the purchasing power which was invested
in that asset. This is particularly true of longer-lived assets. Reductions in
the real value of depreciation deductions can seriously impair the ability of
businesses to finance the repacement [sic] of old equipment with newer,
more modern equipment which reflects recent technology. In addition, the
committee believes that it is important to provide business with additional
incentives to make investments in equipment because additional investments
are required to improve productivity.

Unanimous report of the Joint Economic Committee, March
1979: "Some of the tax changes in the Revenue Act of 1978 will
stimulate investment, but these are not sufficient. The Committee
believes that per dollar of revenue loss, liberalization of deprecia-
tion allowances would be the most efficient stimulant.

Statement by the Honorable G. William Miller, then-Chairman
of the Federal Reserve Board, before the Commonwealth Club of
California, July 19, 1979: "My own proposal has been that we en-
dorse a simple formula: 1-5-10. 1-5-10 stands for a new policy of
liberalized depreciation under which all mandated investments
for environment, safety and health would be written off in one
year; all new investments for productive equipment would be
written off in five years; and all capital in structures and perma-
nent facilities would be written off in 10. This acceleration of the
depreciation allowance offers the most direct and efficient way to
boost investment, for two reasons: first, accelerated depreciation
ties each dollar of revenue loss directly to capital investment; and,
second, because this formula reduces risk and thus gives strong
incentive for investment in the cost-saving and modern produc-
tion facilities. Our estimates indicate that 1-5-10, after five years,
could raise the investment share of output close to 1 per cent
higher than what it would otherwise have been."

Statement by Allen Sinai before the Committee for Effective
Capital Recovery, September 13, 1979: "Of the various tax in-
centives to capital formation most often considered, the impacts
from the accelerated capital recovery rank near the top in terms of
instrument effectiveness. Only the investment tax credit would
produce an equivalent or greater bang-for-a-buck."

In addition, the "10-5-3" proposal has been cosponsored in
the 96th Congress by over 300 Members of the House and by over
55 Members of the Senate and is supported by the National
Association of Manufacturers, Business Roundtable, Chamber of
Commerce, National Federation of Independent Business, and
the American Council for Capital Formation and virutally every
business organization in the United States which has studied the
matter.

B. APPLICATION OF THE "10-5-33 PROPOSALS TO STRUCTURES

Notwithstanding the evidence in support of the "10-5-3" proposal,
a degree of controversy has arisen with respect to a provision of the
proposal which would require a ten-year write-off for nonresidential
buildings and structures.

The Committee for Effective Capital Recovery believes that the
ten-year depreciation schedule is an extremely important component
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of the "10-5-3" bill. We subscribe to the views outlined by then-
Secretary of the Treasury Michael Blumenthal in his testimony before
the House Ways and Means Committee on January 30,1978:

a particularly weak aspect of the current economic recovery is the low
rate of business investment in long-lived structures; investment in structures
reached its peak almost four years ago and is now 11 percent below that level.
The tax preference for depreciation of structures has been reduced through the
operation of the "recapture" rules and the minimum tax....

While Secretary Blumenthal's statement was in support of the
Administration's proposal to have structures qualify for the invest-
ment tax credit, the argument applies equally well to the need for
improved depreciation allowances for buildings and structures. In
the case of the "10-5-3" proposal the recapture rule for buildings has
also been tightened.

C. ECONOMIC IMPACT OF 4410-5-319

Allen Sinai, Vice President and Senior Economist of Data Re-
sources Inc., prepared an analysis of the "I0-5-3" proposal 1 using the
DRI Model of the U.S. economy. The DRI analysis assumes that the
"10-5-3" proposal is enacted and will be effective for taxable years
ending after December 31, 1979. The DRI analysis is attached to this
testimony as appendix C.

Of the tax incentives for capital formation most often considered,
Data Resources, Inc. found that the accelerated capital recovery pro-
posal is particularly effective. The program would provide strong
stimulus to business fixed investment. real economic growth, produc-
tivity, and employment, without a significant rise in inflation.

The analysis done with the DRT model (see table IX) indicates
that the "10-5-3" proposal would raise-real business fixed investment
bv $10 billion per year between 1980 and 1984. would boost the growth
of real GNP by 0.3 percent annually, and would increase productivity
growth by 0.7 percent. An additional 500.000 persons would be em-
ployed by 1984 who would not be employed without enactment of the
"10-5-3" proposal.

TABLE IX.-INCREMENTAL ECONOMIC EFFECT OF THE 10-5-3 ACCELERATED CAPITAL RECOVERY PROGRAM;
10-5 PHASE-IN, DRI. MODEL SIMULATION RESULTS

[Billions of dollars, relative to baselinel

1980 1981 1982 1983 1984

Real business fixed investment0 O. 2 4.1 9.8 15.3 20.9
Real equipment spending-. O2 3.2 7.4 11.7 16.3
Real plant spending- 0.1 O.9 2.4 3.6 4. 5

Revenue losse.:
With feedback 4.2 9.8 11.8 14.6 16.1
Without feedback(i.e., static) -4.8 12.6 19.2 26.3 32.9

-Productivity growth (percent) increase over current law - 0. 1 0.6 0.7 1.0 0.9
Additional-growth in real GNP (percent) -0 0.4 0.3 0.4 0.4
Added employment (millions) -0 0.1 0.2 0.4 0. 5

1 One difference between the simulation and the "10-5-W" nroposal. is that the latter
uses a five-year transition period for Class I pronerty (buildings) and the DRI analbsis
assumed a ten-year period. Thus, both the stimulus from the measure and revenue loss
are somewhat underestimated.
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Because of -the stimulus to the economy which careful calculations
show would result from this proposal, it would be partially self-
financing. The study shows revenue costs both with and without feed-
back from other parts of the economy. The benefits of cash flow are
partly paid for by increases in employment, productivity, and GNP.

The large cash flow generated by the improved capital recovery
provide financing for a higher rate of capital expenditures. The ratio
of cash flow to capital outlays of nonfinancial corporations should rise
five to six percentage points higher than the baseline case, yielding a
much stronger financial position for the nonfinancial corporate sector
as a result of the measure. Particularly in view of the very high inter-
est rates business is facing, every extra dollar of internally generated
capital means a reduction in interest costs that can either be passed
along to consumers in the form of lower prices or recycled again
within the company in the form of additional investment.

The DRI concludes that apart from the investment tax credit the
"10-5-3" plan would have a more favorable impact on the economy
(more "bang for the buck") than would occur from any other tax
policy change studied.

D. COMPARISON OF THE CAPITAL COST RECOVERY PROPOSAL WITH THE

SIMPLIFIED COST RECOVERY PROPOSAL

Three months ago the Senate Finance Committee approved a capi-
tal cost recovery proposal known as the "Simplified Cost Recovery"
("SCR") proposal. Although that proposal represents an improvement
over present law the Committee for Effective Capital Recovery be-
lieves that any economic agenda for the 1980's should include the
"10-5-3" proposal rather than the "SCR" proposal.

Both proposals replace the existing depreciation rules with systems
which provide accelerated methods of depreciation and useful lives
which are generally substantially shorter than the useful lives provided
under present law. However, substantial differences exist between the
two proposals. More specifically, the proposals differ in the recovery
periods provided for machinery and industrial buildings; the recovery
methods utilized; the carryover of depreciation deductions; and the
treatment of gains and losses on the disposition of recovery property.

The "SCR" proposal in general, retains a useful life concept for
the depreciation of machinery and real property. In the case of
machinery the "SCR" proposal utilizes recovery periods of 2, 4, 7 and
10 years. In contrast. "10-5-3" uses a single recovery period of 5 years
for all machinery. The use of 4 recovery periods in the "SCR" pro-
posal raises two significant problems. Fir-st,the use of different periods
continues the present tax bias against longer-lived assets. Second, the
use of different recovery periods produces a "cliff" effect for taxpayers.
For example, an asset having an ADR midpoint life of 16.5 years
would be assigned a 7 year recovery period. On the other hand, an
asset with an ADR midpoint life of 17 vears would be assigned a
recovery period of 10 years. The "cliff" effect would also exist with
respect to the investment tax credit. For example, an asset with an
ADR midpoint life of 7 years would be eligible for a 6 percent invest-
ment tax credit, while an asset with an ADR midpoint life of 6.5
years would only be eligible for a 21/2 percent investment tax credit.
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Although, the effect of the reduction in the investment tax credit
would to some extent be ameliorated through the shorter recovery
period allowed the asset having an ADR midpoint life of 6.5 years,
the shorter recovery period would be of less benefit to small businesses
in lower marginal tax brackets.

The "10-5-3" proposal avoids the "cliff" effect and the bias against
longer-lived assets through the use of the single 5 year recovery period,
for machinery. However, in certain cases the "10-5-3" proposal pro-
vides a longer recovery period than the "SCR" proposal or present
law. However, the existence of the longer recovery is offset to an extent
through the allowance of a 10 percent investment tax credit and
through the 3 year recovery period for up to $100,000 of trucks and
automobiles.

The two proposals also differ significantly in the recovery period
provided for industrial buildings. Under the "SCR" proposal indus-
trial buildings would be depreciable over 20 years using straight-line
depreciation or, if owner-occupied, over 15 years using the 150 percent
declining balance method of depreciation. Under the "10-5-3" proposal
industrial buildings would be depreciable over 10 years. The recovery
deduction is determined under a statutory percentage which utilizes
a hybrid double declining balance and the sum-of-the-year's-digits
method of depreciation. In addition, the "10-5-3" proposal would al-
law a 10 percent investment tax credit for industrial buildings.

We believe that the greater benefits provided in the "10-5-3" pro-
posal for industrial buildings are a vital element in any effort to
restore the health and competitiveness of the American economy and
therefore endorse the "10-5-3" proposal in this regard. We also would
point out that the "10-5-3" proposal embodies a significant tax reform
in that it provides for the recapture of all depreciation with respect
to real property. In contrast, under the "SCA" proposal and under
present law no depreciation recapture would occur where real prop-
erty is depreciated under the straight-line method.

The "10-5-3" proposal also provides a significant benefit to business
in the allowance of an unlimited carry-forward or unused depreciation
deductions. In this regard the "SCR" proposal utilizes two elections
and the existing net operating loss rules which, in general, allow a 7
year carryforward and 3 year carryback. The two elections allow a tax-
payer to choose a 200 percent, 150 percent or 100 percent declining
balance method of depreciation and to place assets in the recovery
account having the next longer recovery period than the recovery
period otherwise prescribed. Although, these elections provide some
flexibility to taxpayers and may prevent the loss of depreciation de-
ductions, we believe that the "10-5-3" proposal offers a simple method
of achieving these objectives.

The two proposals also utilize the diffeernt asset grouping principles
and recovery methods. The "10-5-3" proposal uses "vintage accounts"
for depreciable personal property. Under this procedure assets ac-
quired in the same year are placed to a single account. The recovery
deduction for each year's account (i.e. each "vintage account") is
determined by applying a statutory percentage to the capital cost in
the "vintage account." The "SCIR" proposal utilizes a pooled asset
account concept with respect to depreciable personal property. Under
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this procedure the capital cost of each asset is assigned to one of 4
open-ended recovery accounts (representing the 2, 4, 7 and 10 year
recovery periods assigned to the assets). The recovery deduction
would then be computed by applying one o fthe allowable declining
balance methods of depreciation to the account balance. This procedure
would not require the use of yearly ("vintage") accounts since the
accounts are open-ended. However, because the declining balance meth-
od of depreciation must be used, the cost of an asset will not be recov-
ered over the recovery period. For example, assume that a 4 year
recovery account has an account balance of $1,000 and the Taxpayer
elects the 200 percent declining balance method of depreciation. DTfr-
ing the first 4 years of use the account would produce the following
recovery deductions and account balances.
Year 1:

Account balance---------------------------------------------- $1, 000.00
Recovery deduction -500.00

Year 2:
Account balance --- --- ------------------------------ 500.00
Recovery deduction -250.00

Year 3:
Account balance -250. 00
Recovery deduction -125.00

Year 4:
Account balance---------------------------------------------- 125.00
Recovery deduction -62.50

Year 5:
Account balance --- 62.50

Therefore at the end of the recovery period a portion of the assets
capital cost will remain unrecovered. This effect known as the "tailing"
effect is avoided under the "10-5-3" proposal through the use of "vin-
tage accounts."

The use of pooled asset accounts under the "SCR" propsal also
produces a distortion on the sale of assets. Because separate basis com-
putations are eliminated under the pooled asset account procedure
gains and losses on the disposition of assets are deferred. Thus if a loss
is realized on the sale of an asset the loss will not be recognized and will

be deductible only through the normal recovery deductions allowed
with respect to the asset. On the other hand, if a gain is realized on
the sale of an asset the gain will reduce the balance in the account. If
the gain realized reduced the balance in the account to 'a negative
amount, that amount will be recaptured as ordinary income even
though the gain would be treated as Section 1231 capital gain under
present law.

The "SCR" proposal also contains an election which allows busi-
nesses to expense up to $25,000 in the cost of machinery and equip-
ment. This provision was designed to benefit small businesses and re-
places the additional first year depreciation allowed under present law.
However, where the election is made no investment tax credit is al-
lowed.

Although this provision of the "SCR" proposal was designed to
benefit small business, in some instances a small business would re-
ceive greater benefits under present law. For example a taxpayer in
a low marginal tax bracket would receive greater benefits through de-
preciation deductions and an investment tax credit.
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The final area of difference between the "SCR" proposal and the
"10-5-3" proposal is with respect to revenue loss. The staff of the
Joint Committee on Taxation determined that the revenue loss under
the two proposals is as follows:

10-5-3 SCR

Year Calendar year Fiscal year Calendar year Fiscal year

1981 -5.6 2.4 10.1 4.3
1982 -14.9 9.6 18.5 13.7
1983 -25.6 19. 5 18.8 18. 6
1984 -40.6 32.1 19.3 19.0
1985 -57.7 48.0 20.1 19.7

These tables show that during 1981 and 1982 the "SCR" proposal
produces W greater revenue loss than the "10-5-3" proposal and in 1983
the losses under "10-5-3" are somewhat higher. During 1984 and 1985
the cost of "10-5-3" is greater than the cost of "SCR." However, we
believe that all the losses shown in the tables are too high in that they
fail to take into account the feedback which would be produced under
a capital recovery program.

In light of the above discussion, we believe that the differences in
the two proposals are significant and the "SCR" proposal would be
harmful to many businesses. As a whole, we believe the "10-5-3" pro-
posal would do more to simplify the tax law, increase savings and en-
hance our nation's economic health than would the "SCR" proposal.
In this regard our views coincide with the views of Senators Dole,
Roth, Ranforth, Chafee, Heinz, Wallop and Durenberger, who stated
in the Senate Finance Committee Report on the "SCR" proposal that
the "SCR" proposal is "more complicated and contains less of a lib-
eralization" in the depreciation than the "10-5-3" proposal.

111. Coclwmion

For all of these reasons, the Committee for Effective Capital Recov-
ery supports prompt enactment of the "10-5-3" capital cost recovery
proposal.

It should be remembered that what is involved here is not tax for-
giveness but rather deferral of tax revenues. At a reasonable cost in
terms of deferred corporate tax payments, passage of this legislation
will constitute a significant step in the direction of improving the
productivity performance of our nation's economy. This improved
productivity will mean a higher standard of living for American fam-
ilies, an enhanced competitive posture in world trade, a fiscally health-
ier business community, and, ultimately, will hold the key to breaking
the inflation spiral that threatens us all.
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Appendie A

COMMITTEE FOB EFFECTIVE CAPITAL RECOVERY

Membership

AMCA International Corp.
AMP, Inc.
ASARCO, Inc.
A-T-O, Inc.
Acme-Cleveland Corp.
Air Products and Chemicals, Inc.
Airco, Inc.
Akzona Inc.
Albany International Corp.
Allegheny Ludlum Industries, Inc.
Allegretti & Co.
Allen-Bradley Co.
Allied Products Corp.
Allis-Chalmers Corp.
ALUMAX, Inc.
Aluminum Casting & Engineering Co.
AMAX, Inc.
Amerace Corp.
American Brands, Inc.
American Can Co.
American Financial Corp.
American Greetings Corp.
American Hoechst Corp.
American Hoist & Derrick Co.
American International Group, Inc.
American Natural Service Co.
American Petrofina, Inc.
American Thread Co.
Ampex Corp.
Amtel, Inc.
Anchor Hocking Corp.
Apache Corp.
Arcata National Corp.
Arkansas Best Corp.
Arrow Gear Co.
Arvin Industries, Inc.
Ashland Oil, Inc.
Atlantic Metals Corp.
Atlantic Richfield Co.
Automatic Catering, Inc.
Avnet, Inc.
Avon Products, Inc.

Bache Halsey Stuart Shields, Inc.
Ball Corp.
Baltimore Gas and Electric Co.
BankAmerica Corp.
Barry Wright Corp.
Bartlett-Brainard & Eacott, Inc.

.Baxter Travenol Laboratories, Inc.
Bear Creek Corp.
Beard Oil Co.
Beatrice Foods Co.
Beech Aircraft Co.
Belden Corp.
Bell & Howell Co.
Bemis Co., Inc.
Beneficial Corp.
Betz Laboratories, Inc.

Big V Supermarkets, Inc.
Black & Decker Manufacturing, Co.
Blandin Paper Co.
Bloom Engineering Co., Inc.
Blue Bell, Inc.
Blue Ridge Stone Corp.
Boeing Co.
Bowater, Inc.
Brunswick Corp.
Bucyrus-Erie Co.
The Budd Co.
Bunker Ramo Corp.
Burlington Industries, Inc.
Burroughs Corp.
Bush Bros. & Co.
Butler Manufacturing Co.

CBS, Inc.
CCI Corp.
C/E Construction Co.
CF Industries, Inc.
California Casualty Insurance Group
Carlisle Corp.
Carnation Co.
Carolina Freight Carriers Corp.
Carpenter Technology Corp.
Carrier Corp.
Casa Grande Valley Newspapers, Inc.
Castle & Cooke, Inc.
The Ceco Corp.
Cessna Aircratf Co.
Champion International Corp.
Chart House, Inc.
Chemetron Corp.
Chesapeake Corp. of Virginia

-Chesapeake & Ohio Railway Co.
-Chesebrough-Pond's, Inc.
Chicago Bridge & Iron Co.
Chicago Pneumatic Tool Co.
Chloride,Inc.
Christie Electric Corp.
Chromalloy American Corp.
Cincinnati. Inc.
Cincinnati Mine Machinery Co.
Citibank N.A.
Cities Service Co.
Citizens & Southern National Bank.
City Investing Co.
Clark Equipment Co.
Clearprint Paper Co., Inc.
Clow Corp.
Coachmen Industries, Inc.
Coastal States Gas Corp.
Coats & Clark, Inc.
Coca-Cola Bottling Co. of New York,

Inc.
Coca-Cola -Bottling Co. -of South

Arkansas
Collins & Aikman Corp.
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Hember8hip-Continued

Colt Industries, Inc. Jas. D. Easton, Inc.
Columbia Gas System Service Corp. Eaton Corp.
Columbus McKinnon Corp. The Echlin Manufacturing Co.
Commercial Shearing, Inc. Economics Laboratory, Inc.
Comtel Corp. Edwards Bros., Inc.
ConAgra, Inc. EL-GE Potato Chip Co., Inc.
Concise Casting Corp. Elgin National Industries, Inc.
Congoleum Corp. Elk Cotton Mills
Connecticut General Insurance Corp. Davis H. Elliot Co., Inc.
Conoco, Inc. Eltra Corp.
Consolidated Foods Corp. Emerson Electric Co.
Consolidated Freightways, Inc. Entelco Corp.
Consolidated Papers, Inc. Erb Lumber Co.
Consumers Power Co. Erie Castings Co.
Consumers Steel Co., Inc. Esmark, Inc.
Container Corp. of America Eubanks Engineering Co.
Continental Group, Inc. Evans Products Co.
Continental Illinois Corp. Everett/Charles, Inc.
Continental Machines, Inc. Ex-Cell-O Corp.
Continental Telephone Corp.
Cooper Industries, Inc. FMC Corp.
Cooper Tire & Rubber Co. Fairfield Manufacturing Co., Inc.
Copper Range Co. Farmland Industries, Inc.
Crankshaft Machine Co. Federal-Mogul
Crocker National Bank Federal Paper Board Co., Inc.
Crompton & Knowles Corp. Federated Department Stores, Inc.
Crouse-Hinds Co. First American Bank, N.A., Washington
Crutcher Resources Corp. First Bank System, Inc.
Cubic Corp. First National Bank of Chicago
Cyclops Corp. Flintkote Co.
Cyprus Mines Corp. Ford Motor Co.

Foxboro Co.
Dana Corp. Franklin Electric Co., Inc.
Dart Industries, Inc. Fruehauf Corp.
Dataproducts Corp. Fuqua Industries, Inc.
Daylin, Inc. Furnas Electric Co.
Dearborn Rubber Corp.
Deere & Co. GK Technologies, Inc.
De Kalb Agresearch, Inc. Gamble-Skogmo, Inc.
DeLaval Turbine, Inc. Gannett Co., Inc.
Delsteel, Inc. Gast Manufacturing Corp.
Delta Brick & Title Co., Inc. General Care Corp.
Delta Steamship Lines, Inc. General Cinema Corp.
Dennison Manufacturing Co. General Dynamics Corp.
Detroitbank Corp. General Foods Corp.
Diamond Shamrock Corp. General Portland, Inc.
Dibrell Bros., Inc. General Signal Corp.
AD B. Dick Co. General Telephone & Electronics Corp.
Di Gilorgio Corp. Getty Oil Co.
Digital Equipment Corp. Giddings & Lewis, Inc.
Dixie Yarns, Inc. Gifford-Hill & Co., Inc.

Do~~~ll Co. ~~~Globe-Union, Inc.
Dominion Mortgage & Realty Trust Gould, Inc.
Donaldson Company, Inc. X. R. Grace & Co
R. R. Donnelley & Sons Co. Grafton Foundry Co.
Dover Corp. Great Northern Nekoosa Corp.
Dresser Industries, Inc. Green Bay Packaging, Inc.

Dynamics Cor. of AmericaGreif Bros. Corp.

ESB Ray-O-Vac Corp. Greyhound Leasing & Financial Corp.
E-Systems, Inc. S. J. Groves & Sons Co.
Eagle Picher Industries, Inc. Grow Group, Inc.
Earth Resources Co. Guardian LifeInsurance Co. of America
Eastern Gas & Fuel Associates Gulf Oil Corp.;
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Membership-Continlued

H. & H. Industries, Inc.
. Hannaford Bros. Co.

Harnischfeger Corp.
Harris Corp.
Harris Trust & Savings Bank

* Harsco Corp.
Hart Schaffner & Marx
Hayes-Albion Corp.
Walter E. Heller International Corp.
Hesston Corp.
Hewlett-Packard Co.
Hillyer Corp.
Edward Hines Lumber Co.
Houdaille Industries, Inc.
Household Finance Corp.
Harvey Hubbell, Inc.
S. E. Huffman Corp.
Hughes Tool Co.
Hurco Manufacturing Co., Inc.
Hyster Co.

IC Industries, Inc.
IU International Corp.
Iandoli's Super Markets, Inc.
Ideal Basic Industries, Inc.
Illinois Tool Works, Inc.
Ingersoll-Rand Co.
Inland Steel Co.
Intel Corp.
International Business Machines Corp.
International Minerals & Chemical

Corp.
International Multifoods Corp.
International Paper Co.
International Telephone & Telegraph

Corp.

JLG Industries, Inc.
Jewel Co., Inc.
Johns-Manville Corp.
Johnson & Johnson
Earle M. Jorgensen Co.
Josten's Inc.
Joy Manufacturing Co.

Kaiser Cement Corp.
Kaman Corp.
Keebler Co.
Kennametal, Inc.
Kennecott Copper Corp.
Kerr-McGee Corp.
Kingsbury Machine Tool Corp.
Kirsch Co.
Kraft, Inc.
Kuhlman Corp.
.Kysor Industrial Corp.

The LTV Corp.
Laclede Steel Co.
Lakeview Forge Co.
Lampert Lumber Co.
Lance, Inc.
Land O'Lakes, Inc.

Lear Siegler, Inc.
Leaseway Transportation Corp.
K. 0. Lee Co.
Lehigh Portland Cement Co.
Edward C. Levy Co.
Liggett Group, Inc.
Lockheed Corp.
Longyear Co.
Louisiana Land & Exploration Co.
Louisiana-Pacific Corp.
Lucky Stores, Inc.
Ludlow Corp.
Lukens Steel Co.

McCall Oil & Chemical Corp.
McGraw-Edison Co.
McJunkin Corp.
McKee Baking Co.
McQuay-Perfex, Inc.
MBPXL Corp.
MCA, Inc.
Macmillan, Inc.
Marathon Manufacturing Co.
Marathon Oil Co.
The Marmon Group
Marquette Co.
Marriott Corp.
Maryland Cup Corp.
Masonite Corp.
Massachusetts Mutual Life Insurance

Co.
A. T. Massey Coal Co., Inc.
Mead Corp.
Medical Mutual of Cleveland, Inc.
Melville Corp.
Memorex Corp.
Menard, Inc.
Merrill Lynch, Pierce, Fenner & Smith,

Inc.
Mesa Petroleum Co.
Michigan General Corp.
Michigan National Corp.
Microdot. Inc.
Midland-Ross Corp.
Milliken & Co.
Mitchell Energy & Development Corp.
Modern Industrial Engineering Co.
Modine Manufacturing Co.
Mohasco Corp.
Monsanto Co.
Moore-McCormack Resources, Inc.

NCR Corp.
NL Industries, Inc.
NVF Co.
Nabisco. Inc.
Nalco Chemical Co.
National Automatic Tool Co.
National Distillers & Chemical Corp.
National Gypsum Co.
National- Presto Industries, Inc.
National Semiconductor Corp.
National Starch & Chemical Corp.
Newmont Mining Corp.
Norris Industries, Inc.
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Memberahip-Continued

Northwest Industries, Inc. Scott Paper Co.
Northwestern Steel & Wire Co. Scovill Inc.
Northern Natural Gas Co. Seaboard Coast Line Industries, Inc.

Sea-Land Service, Inc.Oak Industries, Inc. G. D. Searle & Co.
Ogden American Corp. Sears, Roebuck & Co.
Olin Corp. Seattle-First National Bank
Otis Elevator Co. Signal Co., Inc
Owens-Illinois, Inc. Signode Corp.
Oxford Industries, Inc. Smitholine Corp.

Snap-on Tools Corp.Pantasote Co. Soundesign Corp.
Parker-Hannifin Corp. Southern Railway System
Parker Pen Co. Southwest Forest Industries
Peabody International Corp. Southwestern Portland Cement Co.Pechiney Ugine Kuhlmann Corp. Sprague Electric Co.
Pennsylvania Power & Light Co. Stanadyne, Inc.
Pepsico, Inc. Standard Brands, Inc.Perkin-Elmer Corp. Standard Oil Co. of CaliforniaPeter Paul, Inc. Standard Oil Co. (Indiana)
Phelps Dodge Corp. Standard Oil Co. (Ohio)
Phillip Morris, Inc. Standard Register Co.Phillips Petroleum Co. Standex International Corp.Pitney-Bowes, Inc. Stanley Home Products, Inc.Pittsburgh-Des Moines Steel Co. Stanley Works
Pittsburgh Forgings Co. Stauffer Chemical Co.
Pittsburgh & Lake Erie RR. Steiger Tractor, Inc.
Pittway Corp. Sterling Drug, Inc.
Portec, Inc. J. P. Stevens & Co., Inc.Porter Paint Co. Storage Technology Corp.Potlatch Corp. Sun Company, Inc.
Processed Plastic Co. Sunbeam Corp.
Public Service Electric & Gas Co. Sundstrand Corp.
Purex Corp.

TRW, Inc.Raybestos-Manhatan, Inc. Tandy Corp.
Red Wing Shoe Co., Inc. Technicon Instruments Corp.Reeves Brothers, Inc. Tecumseh Products Co.
Reliance Electric Co. Telautograph Corp.
Republic Corp. Texaco, Inc.
Riegel Textile Corp. Texas Commerce Bancshares, Inc.Ring Power Corp. Texas Eastern Corp.
H. H. Robertson Co. Texas Industries, Inc.Roegelein Co. Texasgulf Inc.
A. H. Robins Co., Inc. Thiokol Corp.
Rockwell International Corp. Thomas & Betts Corp.
Rogers Corp. Tiger International, Inc.Rohm & Haas Co. Time Inc.
Rohr Industries, Inc. Times Mirror Co
Roper Corp. Timken Co .
Roto-Finish Co. Todd Shipyards Corp.
Royal Industries Transamerica Corp.
Rubbermaid, Inc. Transamerica Interway, IncRussell Corp. Transcontinental Gas Pipe Line Corp.

Travelers Insurance Co.SPS Technologies, Inc. Tropicana Products, Inc.Safeguard Industries, Inc. Tyler Corp.
Safeway Stores, Inc. Ty-Miles Inc
St. Joe Minerals Corp. T
St. Regis Paper Co. UAL, Inc.
Sangamo Energy Management UOP, Inc.
Santa Fe Industries, Inc. UV Industries, Inc.
Scientific-Atlanta, Inc. Uarco, Inc.
Scott, Foresman & Co. Unarco Industries, Inc.
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Member8hip-Continued

Union Camp Corp.
Union Carbide Corp.
Union Pacific Corp.
United States Borax & Chemical Corp.
United States Filter Corp.
United States Shoe Corp.
U.S. Tobacco Co.
United Telecommunications, Inc.
Universal Leaf Tobacco Co.

VF Corp.
VSI Corp.
Valeron Corp.
Van Dorn Co.
Van Pelt Corp.
Varo Inc.
Vollrath Co.
Vulcan Materials Co.

Walker Magnetics Group, Inc.
Wallace Murray Corp.
Ward Foods, Inc.
Warner-Lambert Co.

Warner & Swasey Co.
Wawa, Inc.
Wean United, Inc.
Western Electric Co., Inc.
Western Publishing Co.
Westinghouse Electric Corp.
Weyerhaeuser Co.
Wheelabrator-Frye, Inc.
Whirlpool Corp.
White Castle System, Inc.
Williamhouse-Regency, Inc.
Williams Cos.
Wilsey Bennett Co.
Winn-Dixie Stores, Inc.
Woodward Governor Co.
Woolrich, Inc.
F. W. Woolworth Co.
Wm. Wrigley Jr. Co.
Wylain, Inc.
Wyman-Gordon Co.

Xerox Corp.

Supporting A88ociations

Air-Conditioning & Refrigeration Institute
American Boiler Manufacturers Association
American Chamber of Commerce Executives
American Consulting Engineers Council
American Dental Association
American Feed Manufacturers Association
American Iron & Steel Institute
American Land Development Association
American Machine Tool Distributors Association
American Meat Institute
American Pipe Fittings Association
American Textile Machinery Association
Apartment Owners & Managers Association of America
Associated General Contractors of America
Association of American Railroads
Cast Metals Federation
Concrete Plant Manufacturers Bureau
Dairy & Food Industries Supply Association
Edison Electric Institute
Expanded Shale Clay & Slate Institute
Ferroalloys Association
Foodservice & Lodging Institute
Foreign Credit Interchange Bureau
Gummed Industries Association, Inc.
Imported Hardwood Products Association, Inc.
International Quorum of Motion Picture Producers
Mechanical Contractors Association of America
Meat Machinery Mftrs. Institute
Narrow Fabrics Institute. Inc.
National Air Transportation Association
National Association of Home Manufacturers
National Association of Business & Educational Radio, Inc.
National Association of Coin Laundry Equipment Operators
National Association of Manufacturers
National Food Processors Association
National Concrete Masonry Association
National Industrial Distributors Association
National Ocean Industries Association
National Paper Box Association
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National Ready Mix Concrete Association
National Tank Truck Carriers, Inc.
National Wool Growers Association
Northeastern Lumber Manufacturers Association
Packaging Machinery Manufacturers Institute
Portland Cement Association
Printing Industries of America, Inc.
Railway Progress Institute
Rubber Manufacturers Association
Screen Printing Association International
Shipbuilders Council of America
Truck Mixer Manufacturers Bureau
United Fresh Fruit & Vegetable Association
Woodworking Machinery Distributors Association
Woodworking Machinery Manufacturers of America

Arpendix B'

The following table summarizes a comparison of cost recovery allowances
for industrial machinery and equipment in leading industrial countries with
similar allowances in the United States. The capital cost recoveries for each
of the countries have been computed on the assumption that the investment
qualifies for any special allowances, investment credits, grants or deductions
generally permitted.

It is practice in some foreign countries, prior to investment in fixed assets
therein, for investors to agree with the tax authorities as to the rate of depre-
ciation and other benefits available. Such agreements would, in many cases, have
the effect of substantially increasing the cost recovery allowances presented in
the table below.
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COMPARISON OF COST RECOVERY ALLOWANCES

Aggregate cost recovery ellowances (percentage
of cost of assets)

Representative -
cost recovery Ist taxable Ist 3 taxable Ist 7 taxable

periods (years) year years years

United Kingdom …… 1 100.0 100.0 100.0
Canada …22 60.1 108.3 10& 3

3 2 64.2 111.7 111.7
Sweden 4 4 48 2 86.2 118.2
Italy … 6 25. 0 75.0 100.0
Australia … 6 50.0 70.0 110.0

7'8 30.0 50.0 90.0
Japan - - 8 37.2 66.6 96. 8
France - ------------------------------ ' 8 31. 3 67.6 94.6
Netherlands s- 8 36.0 56. 0 96.0

II9 24.0 44.0 84.0
Germany. *210 25.0 57.8 86.7
Belgium- 1310 26.0 54.8 86.3
United States:

1962 law1 4 15 10 30.7 56. 1 86.1
1969 law -1612 16.7 42.1 72.1
1971 law- 14 178 35.1 64.8 97.0
1975 law -16- 7 41.1 70.8 103.0
1978 law. -- s 7 42.8 72.5 104. 7

1 Full cost recovery the Ist taxable year.
2 Canada has an investment tax credit of 5 percent of the cost of new buildings, machinery and equipment to be used

in manufacturing and processing and other specified activities. The cost of the property acquired is reduced for Federal
tax purposes by the investment tax credit received. Canada permits 50 percent of the cost of machinery to be recovered
the 1st yr and the other 50 percent in the following year.

3Assumesthatthe 7lpercent investmentcreditas proposed by the 1979 budgetwill be enacted.
4 Sweden has a 25-percent investment allowance. The investment allowance, which does not affect the basis of the asset

for depreciation purposes, is deductible for State corporation income tax purposes but not for municiple corporation income
tax purposes. This results in an effective additional investment allowance of 18.2 percent.

40 percent of a Swedish corporation's taxable income may be allocated to a reserve for future investment in fixed assets.
Where the acquisition is deemed to have been made from this reserve, full cost recovery occurs before the investment is
made.

aStraight-line depreciation with 15 percentadditional depreciation in each ofthe lst 3 taxable years.
O Depreciation in Australia is based on an estimate of "effective life" and taxpayers may elect to use either the prime

cost (straight-line) method or the 150-percent diminishing value (declining-balance) method. In addition, a 40-percent
investment allowance for new property may be deducted from the tax base in the year the property is ready for use. This in-
vestment allowance is reduced to 20 percent for assets acquired pursuant to a contract entered into after June 30, 1978, or
placed in service after June 30, 1979 (regardless of the date the contract was entered into). This calculation assumes the
machinery was purchased prior to June 30, 1978, and therefore eligible for the 40-percent allowance.

7 Assumes the machinery is eligible foi the 20-percent allowance (see footnote 6).
I A declining balance method of depreciation is used. The current rate is 206 percent on an asset with a 10-yr life. The

computation assumes that the 10-percent investment tax credit (equivalent to a 16.6 percent deduction at the present
national and local maximum tax rate) is available. This investment credit, however, may be abolished in 1979.

' 250- percent declining-balance depreciation, which is switched to straight-line after the 5th yr. Although not considered
effect may be given to multiple shift operations by reducing the service life of the assets.

snStruight-line depreciation. A 7-percent premium for new investments in fixed assets is given in the form of an invest-
ment tax credit It the total of the premiums exceeds the tax liability, the excess of the premium over the tax liability is
payable in cash to the taxpayer.

Is addition, bonus premiums from 0.25 to 6 percent for small investments up to DOf 800,000 ($398,000) is available. This
calculation assumes machinery i eligible for this 6-percent bonus premium. The tax benefit for the premiums is computed
using a 48-percent corporate tax rate.

x Assumes machinery is only eligible for the 7-percent premium for investment (see footnote 10).
i2 250-percent declining-balance depreciation.
'3 Double-declining depreciation which is switched to straight-line after the 5th year. As a temporary measure to pro-

mote investments, a 1-time special deduction of 15 percent is allowed on certain acquisitions of fixed assets made during
1979 and 1980. The special deduction will be allowed to the extent that 1979 or 1980 investments in fixed assets exceed
the average annual investments for the years 1974 to 1976. The 15-percent deduction is only applicable to a maximum
of 40 percent of the total new investments.

14 The tax benefit of the investment credit is computed using a 50-percent corporate tax rate. Therefore, the investment
credit increases the capital cost recovery by 14 percent the lst yr for a 7-percent credit and by 20 percent the lst yr for a
10-percent credit The credit does not reduce the recoverable base cost

1i Guideline life of 12 yrs and 7-percent investment credit Double-declining balance depreciation, which is switched to
straight-line after the 6th yr.

16 Guideline life of 12 yin but no investment credit Double-declining balance depreciation, which is switched to straight-
line after the 6th yr.

sADRlifeof 9.5 yrsand 7-percentinvestment credit Double-declining-balance depreciation, which is switched to
straightli ne after the 5th yr.

is ADR life of 9.5 yrs and 10-percent investment credit Double-declining balance depreciation, which is switched to
straight-line after the 5th yr.

19 The tax benefit of the investment credit is computed using a 46-percent corporate rate. Therefore, the investment
credit increases the capital cost recovery by 21.7 percent for the Ist yr. Computation assumes that the assets do not quality
for the additional 10-percent investment credit for energy savings property or the 1-percent ESOP credit
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Appendix (7

Economic Impacts of
Accelerated Capital Cast Recovery

by Allen Sinai*

During the past twenty years, Federal tax policy has been used in several ways:
first, as a contracyclical tool to stabilize the economy; second, to promote
spending in socially desirable areas; and third, to improve the structure of the tax
system. In the decade of the 60s, tax policy was designed primarily to stimulate
economic growth and close the gap between potential and actual output. In the
70s, a series of adjustments to limit the drag of a tax system buffeted by inflation
and measures to enhance household and business saving have been put into place.

What tax policies are appropriate for the 80s? What are the goals to be
accomplished? Does "accelerated capital recovery" fit into the "optimal" tax
policy framework of the 80s? In particular, how would the Capital Cost Recovery
Act of 1979 impact on the U.S. economy? What would be its benefits and costs?
And, how does the accelerated depreciation that is the hallmork of the Capital
Cost Recovery Act rank in the range of potential tax actions that could be
undertaken?

In brief:

- Tax policy for the 1980's should be concerned with promoting capital formation
and increasing productivity to help lessen the severe inflation that is plaguing
the U.S. economy. This means tax measures favoring saving and business
investment spending are preferable to more typical aggregate demand policy
stimuli, such as across-the-board cuts in personal income taxes. A measure
such as the Capital Cost Recovery Act of 1979 should be seriously considered
for implementation, since both capitol formation and business saving would be
enhanced by its enactment.

*The research reported here was based on work done with the DRI Model of the
U.S. Economy, in a series of studies prepared for the Committee for Effective
Capital Recovery. Terry Glomski of Data Resources collaborated in the studies thatwere performed.

ITax policy to stabilize the economy was employed in 1964 (rate reductions for
both personal income and corporate profits taxes), 1968-70 (tax surcharge on
personal income and elimination of the investment tax credit), and in 1978
(personal income and corporate profits tax reductions). Tax incentives to promote
business investment were enacted in 1962 (investment tax credit and shorter
equipment lifetimes), 1971 (reinstatement and liberalization of the investment tax
credit and ADR service lifetimes for machinery and equipment), 1975 (higher
investment tax credit), and 1979 (liberalization of the investment tax credit).
Changes in the exemptions for personal and corporate income taxes were enacted
in 1970, 1971, 1972, and 1978, offsetting to some extent the "bracket" effect of
inflation, as did the per capita tax credits of 1975, 1976, and 1977. Earned income
credits were instituted in 1975. Household and business savings were aided by a
reduction to 50% in the maximum tax on the earned income of persons in 1972, the
1978 reduction in capital gains taxes, the liberalized depreciation of 1971, and
corporate profits tax reductions in 1971, 1975, and 1978.
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In the current environment of near full employment and high inflation, public

policy should be concerned with measures to restrain growth in demand while at

the some time promoting a more rapid rise in potential supply. In this way, the

inflation potential for the U.S. economy in the 1980s can be limited. The U.S.

economy of the late 70s is vastly different from the early 60s, when aggressive

measures to stimulate aggregate demand were needed. Now, a policy mix of

restraint in government spending combined with tax policies that simultaneously

enhance investment demand, potential supply, and the flow of savings would be

preferable.

The Capital Cost Recovery Act of 1979, also known as the "10-5-3" program,

would provide a strong stimulus to business fixed investment, real economic

growth, productivity, and employment at almost no cost in additional inflation.

Analysis with the DRI model of the U.S. economy shows that the Conable-Jones

proposal would raise real business fixed investment by $10 billion per annum

between 1980 and 1984, raise the growth in real GNP by 0.3% per year, and

increase productivity growth by 0.7 percentage points compared to a situation

with existing tax lows. Employment gains would range between 100,000 and

500,000 persons over the next five years. No significant rise of inflation would

result.

The net cost of the Capital Cost Recovery Act as simulated in the DRI model

would be $11.3 billion per year over 1980 to 1984, ranging between $4.2 billion

in 1980 and $16.1 billion during 1984. The simulated program assumes: I) a

phase-in of new structures lifetimes over a 10 year period toward a 10 year

lifeti-ne; 2) a phase-in of new equipment lifetimes, except for autos and light

trucks, over a five year period toward a five year lifetime; and 3) a 10% tax

credit oail equipment except autos and light trucks, which receive a 6%

credit. These figures are gross of all Federal tax receipts after taking account

of the stimulus to the economy generated by the measure. Given the tax

structure, the higher GNP that would result from the Capital Cost Recovery Act

will induce additional Federal tax revenues that offset the static revenue loss

obtained when considering the program in isolation from its effects on the

economy.

The Capital Cost Recovery Act is self-financing to a degree, both for the

Federal Government and for corporations. Because of the stimulus provided to

the economy, induced personal income and corporate profits tax receipts should

offset $7.8 billion per annum of the expected tax loss, a return of $0.41 per

dollar per year of the ex-ante or static revenue loss. In addition, the huge cash

flow generated by the reduced lifetimes will provide much of the financing

necessary to carry out a higher rate of capital expenditures. The ratio of cash

flow to the capital outlays of nonfinancial corporations rises 5 to 6 percentage

points higher than in the baseline case, indicating a much stronger financial

-position for the nonfinancial corpoate sector as a result of the measure.

The "bang for a buck" from the Capitol Cost Recovery Act, defined as the rise

in real business fixed investment per dollar of revenue loss, would be $0.53 per

year between 1980 and 1985, before-economy feedback is considered. This is a

signficantly. greater impact than would occur from equivalent reductions in

corporate profits taxes. When allowance is made for the full feedback effects

of the economy stimulus on tax receipts, the bang for a buck of the accelerated

capital recovery measure is even greater.

2

2The actual proposed legislation, H.R. 4646, the Jones-Conoble bill, uses a 5 year

transition for structures. The net cost is $2 to 3 billion a year compared with a 10

year phase-in.
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- Of the various tax *ncentives to capitol formation most often considered, the
impacts from the accelerated capital recovery rank near the top in terms of
instrument effectiveness. Only the investment tax credit would produce an
equivalent or greater bang-for-a-buck. In addition, there are side benefits to
productivity and the financial markets from the improved corporate liquidity
that would result. There is also essentially no rise in inflation from the highly
stimulative measure, given the rises in productivity and potential output that
occur.

The organization of the statement is as follows: Section I discusses the changing
economic environment and its effect on tax policy. In Section 11, the relation
between the poor performance of capital formation, productivity growth, and
inflation is indicated. Section III deals with the notion of accelerated capital
recovery. In Section IV the economic impacts of the Jones-Conoble Capitol Cost
Recovery Act of 1979 are presented and discussed. The final section summarizes
the benefits of the program to the economy, as simulated in the DRI model of the
U.S..

1. The Backdrop for Tax Policy in the 80s

The focus of fiscal policy is radically changing as a result of 15 years of
intensifying inflation in the U.S. economy. Whereas most previous major tax
measures were designed to promote economic stability and growth, the severe
inflation, low productivity, and high unemployment that hove been occurring
suggest the need for a different approach. Regardless of the source of inflation,
continually rising prices reduce the effective purchasing power of households
through the bracket effect of rising nominal incomes under a progressive income
tax structure. In the case of business, there is an analogous effect that arises
because of historic replacement costs and FIFO inventory accounting. The inflation
drag on expendable cash flows in a period of rapid inflation thus is a deterrent to
private sector spending. If the spending category is business capitol formation,
then growth in productivity is also hampered and inflation worsened further. In
addition, a high inflation environment is suggestive of excess demand pressure
against supply. Tax measures designed to increase the supply of work effort,
capitol, and new technology appear to be warranted in light of the need for o more
rapid rise in the potential supply of the economy.

Thus, tax policy in the current, highly inflationary environment must be different
from what was employed in the slack economy of the 60s. Continued raises in
exemptions and reductions in nominal tax brackets may be needed to sustain
purchasing power. More importantly, without measures designed to promote
capital formation and productivity, the inflation process will continue to be self-
generating, with rising inflation dragging down capital spending, cutting the growth
in productivity, raising labor costs, and bringing on more inflation. To break this
loop, creative approaches to Federal taxation are required, including methods that
would accelerate the depreciation writeoffs of business. Policies that stimulate
the after-tax return to savings, supply of work effort, and capital formation are
more approporiate if the goal is to limit inflation and reduce unemployment
simultaneously.

This backdrop for tax policy in the 80s suggests measures designed to promote a
balanced growth in demand and potential supply, along with enhancing the savings
flows of households and business. Hints of a tendency toward such measures have
already appeared, starting with the maximum tax on earnings in 1972, the reduction
in capital gains taxation during 1978, and the swelling interest in measures to
promote business capital formation and saving. Further evidence of the emerging
trend also appears in proposals to increase the after-tax return on savings by
households, through exemption or deductions of some interest earnings from taxes.
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II. Capital Formation, Productivity, and Inflation

The spiraling inflation in the U.S. economy since 1966 is a national crisis. The
undesirable economic and political effects of continuing high rates of inflation ore
well documented. Like a cancer, the ingredients of inflation ore multi-dimensional.
No single cure exists for the problem, the effects of which are exacerbated by
secularly rising rates of unemployment. Between 1966 and 1979, inflation of the
implicit GNP deflator has varied from 3% to an estimated 8.8% for this year. In
only three years were the inflation rates below 5%; 1967 and 1968, and in 1972. In
this last year, the low rate of inflation was the result of the wage-price freeze and
Nixon Administration guidelines.

At the same time inflation has exhibited a secular rise, the rate of capital
formation and growth in productivity have shown a secular decline. Table I shows
the proportion of GNP devoted to non-residential fixed investment during the
postwar period and, aside from a burst in the early 70s, currently'reflects a lower
ratio than previous peaks. In addition, expenditures on pollution and abatement
equipment have token about 0.3 to 0.4% of this ratio, with perhaps more accounted
for by government mandated requirements on business capital formation.

Table I
Capital Formation in the U.S. Economy

(Business Fixed Investment Relative to GNP)

(1) (2)
Nonresidential (I) Less Spending

Business on Pollution
Investment/GNP and Abatement/GNP

1953 9.4
1954 9.3
1955 9.6
1956 10.4
1957 10.5
1958 9.3
1959 9.3
1960 9.4
1961 9.0
1962 9.1
1962 9.1
1963 9.0
1964 9.4
1965 10.4
1966 10.8
1967 10.3 10.2
1968 10.3 10.2
1969 10.6 10.4
1970 10.2 10.0
1971 9.8 9.5
1972 10.0 9.6
1973 10.4 10.0
1974 10.7 10.3
1975 9.8 9.4
1976 9.7 9.3
1977 10.0 9.6
1978 10.4 10.1
1979E 10.7 10.3
1980E 10.6 10.2
1981E 10.6 10.2

E - DRI forecasts.
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Growth in labor productivity has been steadily declining, falling to 2.3% per annum
in 1965-73 after the 3.2% growth from 1947 to 1965, and plummeting lower in
recent quarters. The downward trend has contributed greatly to inflation and
shows no signs of a reversal.

Table 2
Growth of Labor Productivity

(Average Annual Rates of Change)

1 947-65 1 965-73 1 973-78 1 978:4-
1 979:4

Sector

Private Business 3.2 2.3 1.1 -3.3

Nonfarm Business 2.6 2.0 1.0 -4.3

Manufacturing 3.2 2.4 1.6 0.6

Nonfinancial Corporations 3.7* 1.9 1.1 -1.8**

* 953-63; Data not available for years prior to 1958.
** 1978:4 to 1979:1
Source: Bureau of Labor Statistics

The coincidence of reductions in productive capital formation and productivity
with rising inflation is suggestive of an interlocking process in the U.S. economy.
Though the starting point may be hard to define, growth in capital for a given labor
force raises productivity, reduces unit labor costs, and therefore lowers inflation.
A more rapid pace of capital formation thus is one means to raise labor
productivity and mitigate inflation. Though not the only possibility, the effect of
newly formed capital on potential supply, the quality of capital, the marginal
productivity of labor, and the pace of innovation is likely very significant. Indeed,
the periods of most rapid formation of capital, 1962 to 1966 and 1975 to 1977, were
associated with a relatively strong performance in productivity, and improved
results on inflation.

At the same time, higher inflation hurts business capital formation.3 First, higher
inflation causes reductions in real economic growth as purchasing power drops,
interest rates rise, the stock market weakens, higher debt burdens restrain
spending, and unemployment moves up. These events, which unfold with time lags,
affect expectations of final sales and business plant and equipment spending
through the "accelerator." Second, a more rapid rate of inflation reduces the ratio
of product price to the effective price of capital, or the "profit margin" on new
plant and equipment. The combination of a higher supply price of capital goods,

3 See "Inflation and Business Capital Spending't Testimony before the Joint
Economic Committee, U.S. Congress, Hearings on Aspects of Inflation, "The Fixed
Investment Decision," Washington, D.C., June 21, 1978.
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increased nominal costs of financing capital expenditures, and a lower present
value for the tax deductable depreciation expenses, causes the rental price of
capital goods to grow more rapidly than business can increase product prices. The
lower marginal return on new capital goods negatively affects business fixed invest
ment. Third, higher inflation raises both short- and long-term interest rates .Bond
yields rise through the effect of inflation on the premium demanded by investors
for supplying savings. Short-term interest rates rise through the pressure of
increased nominal loan demands against the liquidity of the commercial banking
system and as a result of the tighter monetary policy that is instituted to fight
inflation. Rising interest rates impact business fixed investment by raising the
rental price of capital goods, and by increasing the debt service burden of
nonfinancial corporations relative to cash flow. Fourth, the higher interest rates
damage the stock market, causing a rise in the cost of equity financing and an
increase for the rental price of capital. Fifth, business profits and the internally
generated funds available to finance capital outlays are sharply diminished during
periods of rapid inflation, because of illusory inventory profits and the rising
replacement costs for capital goods. Corporate profits are typically overstated
during periods of inflation because of FIFO methods of inventory accounting and
historical cost expensing for depreciation. In both cases, actual cash outlays for
replacement of inventories and capital goods are much higher. After correction for
these factors, the cash flow for nonfinancial corporations is sharply reduced. Sixth,
higher inflation causes the nominal external financinq requirements of business to
grow and increases bank loan indebtedness, commercial paper issues, and the
mortgage and bond financing necessary to fund desired capital outlays. This rising
indebtedness raises the debt service burden of corporations and eventually restrains
spending through the increased financial risk of corporate balance sheets. Finally,
an autonomous acceleration, of inflation can cause reductions in capacity utilization
by limiting aggregate demand. Reducing the intensity of use of existing capital
lowers replacement investment.

Together, these factors make for sizeable reductions in the rate of business capital
formation during periods of rapidly rising prices. To the above endogenous
influences must be added the potential restraining effects on aggregate demand
from tighter fiscal and monetary policie. The effects of restrictive stabilization
policies on expected sales can be quite substantial and sharply diminish the planned
rate of capital outlays by business.

111. Accelerated Capital Recovery

Accelerated capital recovery refers to a shortening of tax allowable or useful
lifetimes to reduce the period over which capital outlays are fully expensed. While
used to a high degree in some of our trading partners, U.S. tax policy has never
embraced the concept. Although tax allowable lifetimes have progressively been
reduced in a marginal fashion over the years, a switch to accelerated capital
recovery would constitute a much greater change. The notion that capital assets
should be depreciated for tax purposes as real economic depreciation occurs is well
entrenched. Accelerated capital recovery departs from this traditional approach,
recognizing the need to stress capital formation and business saving as a primary
goal.

Accelerated capital recovery would stimulate the demand for physical capital, the
supply of money capital, and potential output. The "income" and "relative price"
effects of such a measure are highly potent in the DRI model framework where
cash flow, interest charges on outstanding debt, stock market effects, and
replacement investment loom so importantly for business capital formation. In
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particular, the cash flow and interest rate impacts, both short- and long-term,
combine to make policies for accelerated depreciation quite powerful. The
provision of additional business saving from accelerated depreciation at the same
time incentives to capital formation are being legislated is particularly appropriate
in an economy that is near full employment. In addition, a program of more rapid
capital recovery would move the economy closer to replacement cost depreciation
and away from the anachronistic historical cost depreciation that currently exists.

IV. A Simulation Analysis of the Capital Cost Recovery Act of 1979

The accelerated capital recovery program considered was a "10-5-3" shortening of
lifetimes on newly purchased plant and equipment, whether new or used. The
program consisted of the following elements:

I) a reduction in the tax allowable lifetimes for buildings to 10 years from the
current 23 year average;

2) a reduction to five years in the tax allowable lifetimes for equipment, except
autos and light trucks;

3) a three year tax allowable lifetime on investment in autos and light trucks;5

4) a uniform investment tax credit of 10% on all equipment, except for autos and
light trucks, to which a 6% credit would apply;

5) the capital recovery is based on tables constructed using accelerated methods
of recovery, i.e., double declining balance with a switch to sum-of-the-years
digit methods.

Given the potential large revenue loss from this "10-5-3" accelerated capital
recovery program, a transition program was instituted where equipment lifetimes,
except for autos and light trucks, were phased-in toward a five year lifetime over a
five year period. New 10 year lifetimes for buildings were phased-in over a 10 year
period. The uniform tax credit was immediately put into effect, along with a 6%
credit for autos and light trucks.

4 H.R. 4646; also introduced in the Senate by Senators Nelson, Bentson, Packwood,
and Chafee. One difference between the accelerated capital recovery program
simulated and the proposed legislation is the transition period for buildings or Class
I property. The bill uses five years; the analysis assumed 10 years. Thus, both the
stimulus from the measure and revenue loss are somewhat underestimated;
approximately $3 to 4 billion a year in revenue loss calculated on a static basis and
$2 and $3 billion on a net, full economy-feedback basis.

5Assets that are not autos or light trucks and that currently have lifetimes shorter
than five years would be changed to five years.
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ruble 3 shows the revenue loss from this "10-5-3" accelerated capitol recovery
rogram, on an ex-ante (static) basis. The ex-ante (static revenue toss)

Corresponds to the Federal corporate tax receipts that would be lost under gives
assumptions on the pace of plant and equipment spending for the next five years.
rhe expected revenue loss can be seen to vary fforn $4.8 billion in 1980 to $32.9
,illion in 1984, averaging $19.1 billion per annum.

Table 3. "10-5-3" Accelerated Capital Recovery Program:
"I0-5' Phase-In Static Revenue Losses

(Billions of Dollars, Seasonally Adjusted Annual Rates, Relative to Baseline)

Year 1980 1981 1982 1983 1984 Avo.

Class I 0.7 2.2 3.7 5.4 7.4 3.9

!Class 11 & 1112 3.3 9.5 14.6 19.9 24.3 14.3

'Uniform Tax Credit3 0.8 0.9 0.9 1.0 1.2 1.0

|Total 4.8 12.6 19.2 26.3 32.9 19.1
I

1Business fixed investment is assumed to grow at 9% for the baseline. Equipment
lifetimes, except autos and light trucks, are phased in towards a 5 year lifetime
over a 5 year period. The baseline assumes an 11 year average lifetime for equipment.
Structures lifetimes are phased in over a 10 year period toward a 10 year lifetime,
while the baseline assumes an average lifetime of 23 years.

2Class I is the National Income and Product Accounts counterpart to Sec. 1250
property (structures) including corporations, proprietorships, and partnerships.
Class 1i is the National Income and Product Accounts counterpart to Sec. 1245
property (equipment), including corporations, proprietorships, and partnerships,
except cars and light trucks. Class Ill property contains autos and light trucks.

3The investment tax credit for autos and light trucks is raised from 3.33% to 6%.
All Class II property receives a 10% credit.

6The assumption for the growth of nominal fixed business investment was 9% per
year, based on estimates by the Joint Committee on Taxation. This assumption was
imposed on the baseline solution of the DRI model used in simulations of the
accelerated capital recovery program.

7The actual revenue loss from the Jones-Conuble bill would be somewhat higher
because of the five year phase-in compared with a ten year lifetime for structures.
Table 3 assumes a 10 year phase-in process. Doubling the Class I revenue loss
would change the figures to range between $6.2 billion in 1980 and $47.7 billion in
1984. The average would be $23.0 billion instead of the $19.1 billion reported. In
ex-ante or static terms, the expected revenue losses over the five year period make
this tax policy one of the most expensive in the postwar period.

8

73-057 0 - 81 - 42
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In Table 3, the tax loss for Federal corporate tax receipts without economy-wide
feedback, yveraged $14.3 billion over the five year period and was $3.4 billion for
structures. The loss due to the uniform tax credit and new 6% investment tax
credit on autos and light trucks was $1 billion per year. A total of $4.8 billion of
Federal corporate tax receipts was lost in the first year of the program, and $32.9
billion in 1984. Appendix Tables A.7 to A.10 show the calculation of the ex-ante
revenue losses in Table 3.

The basic methodology used to calculate the static revenue loss was a computation
of the difference between the assumed depreciation rates under the capital cost
recovery program and the DRI baseline solution. This difference was then
multiplied by the relevant investment series based on growth assumptions in
nominal terms from the Joint Committee on Taxation, producing increased
depreciation expense over the baseline simulation. When multiplied by an assumed
effective tax rate, a static or ex-ante revenue loss was produced.

The "phase-in" or transition program considered used the "10-5-3" lifetimes but
phased them in over a 10 year period (for structures) and 5 year period (for
equipment), i.e.,

I) Class I property was allowed a tax lifetime of 10 years, with the new lifetimes
phased in over 10 years. Appendix Tables A.2 to A.6 contain the phase-in
schedules for each year of investment from 1980 to 1984. This class of assets
coincides with Section 1250 property, including all tangible real property (such
as leases of land), but exempts Section 1245 property, buildings and their
structural components.

2) Class 11 property has a tax lifetime of 5 years, except for certain exceptions,
with the new lifetimes phased in over 5 years. Appendix Tables A.2 to A.6
contain the phase-in schedules for each year of investment between 1980 and
1984. This property coincides with Section 1245 property. Section 1245
property is depreciable property which is either personal property (tangible and
intangible), or 2) other tangible personal property (not including a building or its
structural components), used as an integral port of a) manufacturing; b)
production; c) extraction; and d) the furnishing of transportion, communications,
electrical energy, gas, water, or sewage disposal services. The research
facilities used in connection with these activities are also included.

3) Class III assets were allowed a lifetime of 3 years. Class IIl assets are the
classifications of Section 1245 property that are either automobiles or light
trucks.

4) Class 11 property received a 10% investment tax credit. There was a 6% tax
credit for Class III assets.

5) All categories of eligible assets used a combination of double declining
balances (DDB) and sum-of-the-years digits (SYD) depreciation methods.

6) A half-year convention was included. All assets purchased in a given year were
depreciated as if bought at mid-year.

8 Corporations, proprietorships, and partnership tax revenues were simulated via
corporate tax revenues in the DRI model. Reference to "corporate" taxes
therefore includes proprietorships and partnerships.
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The transitional schedule operated as follows. For the first year of the program,
Class 11 property was broken into 5 lifetime categories, each based on ADR lower
limits. These categories were 1) S year-or-less, 2) 6 year, 3) 7 year, 4) 8 year, and
5) 9 years, or more. Depreciation was then calculated, using the double declining
balance and sum-of-the-years digits based on these lifetimes. For subsequent years,
the lifetime categories were shortened so that in each successive year the average
lifetime of all subgroups moved toward S years, ultimately reaching so by the fifth
year of the program. Capital purchased in any specific year of the phose-in period
was depreciated using these lifetimes and associated depreciation rates. This
procedure was continued until 1984, when all Class 11 lifetimes reached a 5 year
span. Appendix Tables A.2 to A.6 display the subgroups for Class 11 assets and their
depreciation schedules for the first few years of their lifetimes. Table 4 shows the
final capital cost recovery table in the Jones-Conoble bill.

Table 4
Capital Cost Recovery Table

(In percent)

Class of investment
Ownership

year I 11 III

I ___________ 10 20 33
2 --------- 18 32 45
3 16 24 22
4 ------ 14 16
S ------------- 1 I2 8
6 ----- 10
7 --------- 8
8 ---- I- 6
9 ----- 4
10 --------------- 2

100 100 100

The accelerated capital recovery program describes was then simulated in the DRI
Quarterly Econometric Model of the United States. The DRI Model is particularly
well suited for simulating the impacts of tax incentives on business fixed
investment, capital formation, productivity, real output and inflation, given its
detailed treatment of business flow-of-funds, the integration of tax policy
parameters into the investment equations, and the role of cash flow along with
other financial ingredients on investment spending, capital formation, real
economic growth, and productivity.

9For other studies on tax incentives and capital formation using the DRI model, and
a description of the mechanism and framework behind the results, see Andrew F.
Brimmer and Allen Sinai, "The Effects of Tax Policy on Capitol Formation,
Corporate Liquidity and the Availability of Investment Funds: A Simulation Study,"
Journal of Finance, May 1979, pp. 287-308; Christopher Caton, Otto Eckstein, and
Ale-nSini, 1'aox Reform and Capital Formation in the U.S. Economy," Data
Resources Review. August 1977; Allen Sinai and Terry Glomski, "The Carter Tax
Proposal: Is It Needed?" Data Resources Review January 1978, pp. 11-17; Allen
Sinai, "Tax Expenditures and Business Cap:Fa-ending," Testimony presented at
the Hearings on Tax Expenditures Committee on Ways and Means, Subcommittee on
Oversight, March 27, 1979, and Otto Eckstein and Allen Sinai, eds., The Data
Resources Model of the U.S. Economy, (Amsterdam: North-Holland, forthcoming),
ch. 7.0 10
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Each element of the accelerated capital recovery program was translated to
changes in the parameters for tax policy represented in the DRI model. This
included the baseline or Control values for equipment lifetimes, structures
lifetimes, the depreciation rule assumed, and the investment tax credit. The
baseline case assumed that the lifetime for Class I assets (structures) was 23 years,
with the combined Classes 11 and IlIl (equipment) at II years. The baseline
depreciation rules were sum-of-the-years digits in Class II and a weighted average
of 40% straight line and 60% 1.5 declining balances for Class 1.

The method employed was to calculate the difference in depreciation rates
between each program and the baseline, then to derive the additional depreciation
expense by multiplying these differences by the relevant. investment stream. The
greater depreciation expense was then entered into the DRI model solution as an
increase in book value capital consumption. This caused, without considering
feedbacks, a rise in cash flow equal to the average corporate tax rate multiplied
by the rise in depreciation, which was also the static revenue loss. The shorter
lifetimes for Class I and combined Class II and IlIl assets were entered explicitly
into the DRI model, as the main channel of influence to business fixed investment
for the Capital Cost Recovery Act. The vehicle for this effect was the lessened
price of capital relative to product prices. The tax credit effects were entered by
changing the value for the effective investment tax credit to a level that would
produce the additional tax losses associated with the program's new 6% tax credit
for autos and light trucks without model feedback.

Table 5. "10-5-3" Accelerated Capital Recovery Program:
l "10-5 Phase-In", DRI Model Simulation Results

(Billions of Dollars, Seasonally Adjusted Annual Rates, Relative to Baseline)

1980 1981 1982 1983 1984 Average

Real Business Fixed Investment* 0.2 4.1 9.8 15.3 20.9 10.0

Real Equipment Spending* 0.2 3 2 7.4 11.7 16.3 7.7

Real Plant Spending* 0.1 0.9 2.4 3.6 4.5 2.3

Revenue Losses
Total 4.2 9.8 11.8 14.6 16.1 11.3

Corporate 4.1 10.0 14.6 20.6 26.8 15.2
Personal 0.1 0.0 -1.4 -3.3 -6.0 -2.1
Social Security 0.0 -0.3 -1.2 -2.5 -4.3 -1.6
Excise 0.0 0.0 -0.1 -0.2 -0.4 -0.2

Productivity Growth(%)
10-5 Phase-In 2.7 1.8 2.2 2.9 3.2 2.6
Baseline 2.6 1.2 1.4 1.9 2.3 1.9
Difference 0.1 0.6 0.7 1.0 0.9 0.7

Growth in Real GNP(%) 0.0 0.4 0.3 0.4 0.4 0.3

Employment(Millions) 0.0 0.1 0.2 0.4 0.5 0.2

Ratio: Increase in Real 0.06 0.42 0.68 0.74 0.78 0.53
Fixed Investment to
Corporate Tax Loss

I I
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The results are shown in Table 5, relative to the baseline case, i.e., as increments
to the baseline, except for the productivity figures. These reflect the dynamic
simulation and feedback from the effects of the tax stimulus an the economy,
inflation, corporate finance, and capital stock. In the real world, the full impacts
of any change in a tax policy instrument include both autonomous and induced
effects. In evaluating the strength of the various tax expenditures, the full
endogenous response of tax receipts to the various changes in the economy should
be taken into account. Monetary policy vns assumed neutral, operating to keep
nominal short-term interest rates constant.

In this "10-5-3" phase-in case, the loss in corporate tax receipts averaged $15.2
billion per year. The gain in real business fixed investment averaged $10 billion per
annum. Growth in real GNP was 0.3% higher per year, and employment averaged
200,000 persons above the baseline solution over the five year period. Growth in
productivity was 0.7 percentage points a year above the baseline value of 1.9%,
averaging a respectable 2.6% for the period. The "bang-for-a-ppck" was $0.53
under this accelerated capital recovery program, before feedback.

Other results indicate that there would be little change for inflation from the
accelerated capital recovery program. Whereas most programs to stimulate capital
formation hove been inflationary as the stimulus to demand outpaces the rise in
supply, the effects of the Capital Cost Recovery Act on inflation were minimal.
Neither the All Urban Consumer Price Index nor implicit GNP deflator showed any
significant change from the baseline simulation. The inflation of wholesale prices,
on the other hand, did show a slight increase in 1982 to 1984, when the program was
most stimulative. The rise in the inflation of commodity prices was 0.1 to 0.2%
during those years. However, the benefit to unemployment was much greater, with
0.2 to 0.4% declines in the overall unemployment rate relative to the baseline
solution.

This minimal effect on inflation from the strong stimulus to business capital
formation arises because the increased capital formation and improved cash flow
promote a sizeable rise in productivity, declines in unit labor costs, and rises in
potential output. Other tax poaiiies, e.g., the investment tax credit, have been
found to be more inflationary. Thus, the cost of the program in terms of
additional inflation is essentially nil with considerable benefits to capitol
formation, productivity growth and employment.

10The huge injection of additional cash flow from the accelerated capitol recovery
program caused a drop of interest rates in the DRI model as business external
financing requirements eased and excess funds in the near-term flowed into short-
term investments. Since corporate spending lagged the stimulus, the early effects
pressed interest rates lower. Treasury financing of the additional deficit did not
increase as much because of the extra tax receipts induced by the program. To
eliminate any extra stimulus from this source, the Federal Reserve was assumed to
cut bank reserves to raise short-term interest rates to their baseline values.

11 The "bang-for-a-buck" refers to the rise in real business fixed investment per
dollar of corporate tax revenue lost. It is the gain in real capital outlays per dollar
of revenue cost to the Federal government. Of course, the loss in business taxes is
less after allowing feedback than when the extra tax receipts generated by higher
corporate profits is included. If all induced tax receipts from the stimulus are
accounted for, corporate and otherwise, the gain per dollar of revenue loss would
be even greater.

1
2 See A. Sinai, ibid, "Tax Expenditures and Business Spending."



622

V. Concluding Comments

The salient features from the simulation of the Capitol Cost Recovery Act of 1979
in the DRI model suggest a string of benefits to enactment of such a measure.

I) The accelerated capital recovery program has a powerful effect on business
fixed investment. In real terms, business spending rises a total of $50 billion
over the five year period, with increasingly larger impacts into the mid-80s.
Few policies to promote business capital formation would be so stimulative,
while at the some time generating a means of financing and virtually no
additional inflationary pressure.

*2) The net cost of the Capital Cost Recovery Act is considerably less than the
pre-enactment static estimates. Taking acount of the full feedback effects
from the stimulus on the economy, the revenue loss is only $11.3 per onnum,
varying from $4.2 billion in the first year to $16.1 billion in the fifth year.
Taking account of the induced tax revenues, both personal and corporate,
that arises from the policy stimulus, is necessary for a realistic assessment
of the program costs. Fully $0.41 of the initial cost of the accelerated
capital recovery program is recaptured because of its beneficial impacts on
the economy.

3) The accelerated capital recovery program is self-financing, both for the
government and for corporations. The induced tax revenues diminish the
amount of deficit financing that must be undertaken and the huge rise in
cash flow provides aomeans for business to finance the higher rate of capital
spending. Few other tax policies would provide this degree of financing.

4) Growth in productivity is enhanced, rising 0.7% percentage points above the
baseline. Thus, instead of the forecasted 1.7% per annum growth in labor
productivity for 1980 to 1984, a respectable 2.6% pace of growth occurs.
The increased-productivity arises from the effects of the induced capital
formation on potential output and productivity. It is primarily the large rise
in the pace of business capital spending that generates the better
performance on productivity.

5) The inflation costs from the accelerated capital recovery program are
minimal, with virtually no change in key inflation rates arising from the
policy stimulus. -Most other tax stimuli push demand up faster than supply,
giving rise to inflationary effects. The path for demand and supply would be
more balanced under the Capital Cost Recovery Act, permitting rising
employment and increased economic growth without a serious reacceleration
of inflation.

6) There are substantial benefits to business liquidity from the accelerated
capital recovery program, stemming from the large rise in cash flow that
occurs. Some of the increased cash flow is used to finance capital outlays.
Other portions are directed toward reductions in debt and improvement in
the asset side of the corporate balance sheet. To the extent that these
feedback effects occur, the "financial risk" of the corporate sector is
diminished and a more aggressive posture on capital spending can be
undertaken.

13
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In this time of high inflation, low productivity growth, and rising unemployment,
the time may well have come for implementation of a decidedly different tax
policy from what has been used in the decades of the 60s and 70s. Simulation of
the Capital Cost Recovery Act of 1979 with the DRI model suggests significant
beneficial effects on real economic growth, capital formation, productivity,
employment, and the financial position of corporations. These benefits are
obtained at little cost in terms of additional inflation. Along with other
advantages, such as simplification of the tax code, these quantitative impacts on
the economy from accelerated capital recovery suggest the measure is well worth
serious consideration instead of the more typical expansive fiscal policies that hove
been used to bring the U.S. economy out of post recessions. History indicates that
each round of these efforts has brought more inflation and further economic
instability. For the revenue loss associated with accelerated capital recovery, the
potential gain appears to be substantial.
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APPENDIX

Table A.I Baseline Depreciation Schedule in DRI Model*
(Percent)

Year of
Asset
Lifetime Closs I Class 11, III

1 8.4 2.9
2 16.0 5.6
3 14.4 5.3
4 12.9 5.1
5 11.4 4.8

Assumes a 23 year lifetime for Class 1, II years for combined Classes 11 and
Ill. Sum-of-the-years digits was the depreciation rule for Classes 11 and Ill, while
40% straight-line and 60% 1.5 declining balances were assumed for Class I assets.
A half-year convention was assumed.

Table A.2 Phcse-In Depreciation Schedule - "10-5" Program
(First Effective Year)

For Investment Made in 1980

Class of Investment

Class 11 Class I
Lifetime (5) (6) (7) (8) (9) (19)

Year
After
Asset
Purchased

1 20% 17% 14% 13% 11% 5%
2 32% 28% 25% "% 20% 10%
3 21% 20% 19% 17% 16% 9%
4 15% 15% 15% 15% 14% 9%
5 12% 11% 12% 12% 12% 8%
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Table A.3 Phase-In Depreciation Schedule '10-5" Program
(Second Effective Year)

For investment Made in 1981

Class of Investment

Class 11 Class I
Lifetime (5) (6) (7) (18)

Year
After
Asset
Purchased

1 20?6 17% 11% 6%
2 32% 28% 20% 11%
3 21 % 16% 10%
4 15% 15% 14% 9%
5 12% 11% 12% 9%

Table A.4 Phase-in Depreciation Schedule - "10-5" Program
(Third Effective Year)

Far Investment Made in 1982

Class of Investment

Class 11 Class I

Lifetime (5) (6) (7) (17)

Year
After
Asset
Purchased

1 20% 17% 14% 6%
2 32% 28% 25% 11%
3 21% 20% 19% 10%
4 15% 15% 15% 10%
5 12% 11% 12% 9%
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Table A.S Phase-In Cepreciation Schedule - "l0-5" Program
(Fourth Effective Year)

For Investment Made in 1983

Class of Investment

Class II Class I
Lifetime (5) (6) (16)

Year
After
Asset
Purchased

1 20% 17% 6%
2 32% 28% 12%
3 21% 20% 11%
4 15% 15% 10%
5 12% 11% 9%

Table A.6 PhCse-In Depreciation Schedule
For Investment Made in 1984
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Table A.7 takes the subgroups of Class 11 assets and creates a single depreciation
schedule for each year by taking the average across the subgroups.

Table A.7 Aggregate Depreciation Schedule for Class 11
(Phased-In Method, Percent)

Assets - "10-5" Program

Year
After
Asset
Purchased 1980 1981 1982 1983 1984

I IS 17 18 19 20
2 25 27 30 31 32
3 19 19 20 21 21
4 15 IS 15 IS IS
5 12 12 12 12 12

Average
Lifetime 8.4 8.3 6.7 5.7 5.0

Since there is only one Class I lifetime assumed for each year, it is not necessary to
aggregate Class I depreciation rates. Table A.8 displays these depreciation rates,
derived from the lifetime assumptions for each year of the phase-in.

Table A.8 Depreciation Schedule for Class I Assets
(Phased-In Method, Percent)

- 110-5" Program

Year
After
Asset
Purchased 1980 1981 1982 1983 1984

1 5.3 5.6 5.9 6.3 6.7
2 10.1 10.6 11.2 11.8 12.5
3 9.3 9.7 10.2 10.6 11.2
4 9.7 9.1 9.5 9.9 10.4
5 8.2 8.5 8.9 9.2 9.6
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The DRI baseline deoreciation rates were then subtracted from the new program
schedules (Tables A.7 and A.3). The resulting-differences in deareciation rates
(Tables A.9 and A.10) were then multiplied by the relevcnt investment series to
cclculate the increased depreciation expense under the vcrious programs. When the
additional depreciation expense was then multiplied by the average effective
corporate tax rate, ex-ante corporate tax losses could be computed.

Table A.9 Differences in Depreciction-for
Class I Assets in 10 Year Phcse-In Plan and Baseline (Percent)

Year
After
Asset
Purchased 1980 1981 1982 1983 1984

1 2.4 2.7 3.0 3.4 3.8
2 4.5 5.0 5.6 6.2 6.9
3 '4.0 4.4 4.9 5.3 5.9

3 ~~3\4 34 3\o 4.0 4.4 4.8 5.3
5 3.4 3.7 4.1 4.4 4.i

Table A.10 Difference in Depreciation Rates
for Class 11 Assets in 5 Year Phase-in Plan and Baseline (Percent)

Year
After
Asset
Purchased 1980 1981 1982 1983 1984

o6.6 3.4 9.8 11.0 11.6
2 9.4 11.4 13.8 15.2 16.0
3 4.2 5.0 6.0 6.6 6.o
4 1.9 1.9 2.1 2.1 2.1
5 0.4 0.4 0.4 0.4 0.6

A.S
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STATEMENT OF THOMAS S. WATSON, JR., PRESIDENT, WATSON RIcE & Co.

We should now put our emphasis on productivity with the hope that
it will impact inflation and employment. To do that, we need leader-
ship from the President, Congress, business, labor and academia to
focus the nation's attention and emphasis on productivity.

This kind of leadership has worked before. President John F. Ken-
nedy, with his early leadership, moved our entire country's focus to-
ward health and fitness. As a result, we have an entire new industry
of entrepreneurs promoting health foods, exercise equipment, health
and exercise facilities, diet books, etc. He started this movement in 1960
by his emphasis on health and an appointment of a Presidential Com-
mission to keep the thought in the minds of the American people.

President Dwight D. Eisenhower, with his emphasis on the scientific,
moved an entire country to give attention to mathematical and scien-
tific education. Entire schools and school systems changed their edu-
cational focus and an industry of entrepreneurs and consultants de-
veloped to support the scientific programs and discoveries which put
us into the space race.

We have a tried and proven way of moving this society. It is to pro-
vide leadership and direction and let the resourcefulness of our entre-
preneurial society move us there.

We have similar resources and creativity among our young and they
must also be included in this process. We must find ways to bring the
importance of their input into the fore again.

Our interest in Japan's accomplishments is good. But, we must re-
member that Japanese productivity was fired by an economy that was
young and developing. As we make analogies, we should compare their
activity with that of the U.S. from 1860 through 1920, for a fair and
reasonable comparison. They now seem to be entering a mature eco-
nomic stage and are experiencing some of the same problems and
declines in productivity which began to show up in the U.S.A. after
the post-civil war surge.

We are presently overlooking the real and substantial human re-
sources in our small business and minority communities, in favor of
a "quick fix" to resolve a long-developing problem. If President Elect
Reagan follows that approach, we will find ourselves compounding
the problem rather than correcting it. Our political, business, labor and
academic leadership must emphasize long-term>, 8y8tematic solutions
for there to be a lasting effect.

We do not need to look overseas to find solutions to our current prob-
lems. Small and minority entrepeneurs can find the answers if pro-
vided the direction and encouragement. The statistics support this.
More than 50 percent of U.S. inventions come from small business;
86 percent of the changes in unemployment statistics comes from
changes in the small business workforce; 40 percent of the gross na-
tional product is produced by small business. These numbers are
inclusive of the minority business impact.

Minority unemployment is more than twice the national average and
is even higher among Afro-American youth and young adults. This is
unproductive talent being wasted, left to dissipate. Our source of
strength, energy, creativity and ambition is there. We should find ways
to develop it, cultivate it and harvest it.
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My specific recommendations for immediate action are:
(1) A Presidential emphasis on productivity in the work place with

-public statements, a Pre8idential Commnis8ion and all the appropriate
support. A part of this effort must include involvement from busi-
ness (large and small), Congressional, labor, academic and minority
leaders to make it effective.

(2) Amend the current tax proposals to include specific incentives
which encourage the development of small and minority business. A
tax credit which would encourage compliance with the subcontracting
provisions of PL 95-507 would be a good start. (See proposal sub-
mitted to Rep. Parren J. Mitchell by Watson, Rice & Co., Inc.)

(3) Reinstatement of the jobs credit. This has particular and sub-
stantial benefits for small and minority businesses.

0


