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PROGRESS ON INFLATION

FRIDAY, APRIL 23, 1982

CONGRESS OF THE UNITED STATES,
SUBCOMMITTEE ON MONETARY AND FISCAL POLICY

OF THE JOINT ECONOMIC COMrITTEE,
Washington. D.C.

The subcommittee met. pursuant to notice, at 10:30 a.m., in room6226. Dirksen Senate Office Building, Hon. Roger W. Jepsen (chair-
man of the subcommittee) presiding.

Present: Senators Jepsen. Abdnor. and Mattingly.
Also present: Bruce R. Bartlett. deputy director; Charles H. Brad-ford, assistant director; and Douglas N. Ross and Richard Vedder,

professional staff members.

OPENING STATEMENT OF SENATOR JEPSEN, CHAIR-MAN

Senator JEPSEN. The meeting will come to order. I'd like to welcome
Mr. Weidenbaum. From our brief visit beforehand, it seems like thismay be quite a red letter day as very good news continues on inflation.

During the first 3 months of this year the Consumer Price Index hasbeen running well below 5 percent, but last month's drop in the Con-
sumer Price Index of 3.6 percent on an annual basis is an historic
event. Not since Augiust of 1965 has the CPI actually declined, and ithas not been since Ni'ovember of 1953 that it fell as much as it did lastmonth. If the trend in prices for the last 3 months holds for the balance
of the year, prices will rise just 1 percent in 1982. This would be the
lowest annual inflation rate since 1961.

I think this disinflationary trend is real and is going to hold for thebalance of the year. I don't think there is any question that we willfinish 1982 with the lowest inflation rate in at least 15 years. Obviously,
this has enormous implications, both political and economic. As we allknow, for many years people have been telling us that inflation is theNo. 1 problem in America-and they were right. Inflation is what
caused the recession. Inflation is what led to double-digit interest rates,
and inflation has been an anchor around our economy's neck for over adecade.

Now we are finally casting that anchor aside. I believe that thedeclino in inflation is just one part of a general economic upturn,
which is becoming more obvious to me and many of my colleagues
every day. Interest rates on Treasury bills have fallen all week. Lastmonth durable goods orders were up substantially. And despite all the
talk of recession, much of our economy is prospering.

(1)
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Indeed, I would go so far as to say that these positive developments
cast a great deal of doubt on the wisdom of any hastily drafted budget
compromise. After all, if inflation is declining, why should we go
through the anguish of making cuts in cost-of-living adjustments for
people on social security and Federal pensions? And if interest rates
are declining and the economy is recovering, wlhy should we feel com-
pelled to impose surtaxes on the people? If inflation and interest rates
are falling and the economy is recovering, isn't this more likely to
prove to be the solution to our deficit problem rather than cutting social
security or raising taxes?

I hope my colleagues will consider these issues carefully. I intend to
visit with some of those who are on budget making committees-com-
mittees that have been meeting practically around the clock for the
last 2 weeks-later on today, and I welcome any comments that Mr.
Weidenbaum may have to make in this regard as well.

I now would ask my very distinguished colleague who's made an
economic mark and reputation for his expertise since he's come to the
Senate, Senator Mattingly, from Georgia, to make his remarks.

OPENING STATEMENT OF SENATOR MATrINGLY

Senator MATNGLY. Thank you, Mr. Chairman.
Mr. Weidenbaum, I know as Chairman of the Council of Economic

Advisers, you're happy to be here today.
Mr. WEIDENBAUM. Yes, sir.
Senator MArNc.,Y. For the first time since the mid-1960's the work-

er's paycheck is going to be worth nmore rather than less. After years of
being ravaged by inflation brought on by the big spenders in Congress,
we all agree that the dollar is not. going to be eroded by inflation.

This is a victory for Reaganomics. The first objective of the Reagan
economic recovery program was to bring inflation under control.

I believe the recession that really began in 1980 is finally bottoming
out. We need to further decrease the interest rates in order to stimulate
the growth in the economy. With the pent-up consumer demand just
waiting to be unleashed by lower interest rates, I believe the country
is on its way to economic recovery.

There always are going to be the doomsayers who are betting their
political future on the economy's failure. They seek to poison the
budding recovery with their pessimism which will never prevail. The
people believe in this country and in the President's economic recovery
program. No matter what the hard sell, the people will never buy the
pessimistic philosophy about our economy from sorehead losers.

We have beaten inflation and soon I believe we will be able to say
the same about high interest rates. It took decades of free spending in
Washington to get us into this economic mess, and I believe the Ameri-
can people are willing to give the President the few more months he
needs to finish his repairs on our long battered economy.

Thank you, Mr. Chairman.
Senator JEPSEN. Thank you.
Senator Abdnor.
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OPENING STATEMENT OF SENATOR ABDNOR

Senator ABDNOR. I just want to welcome Mr. Weidenbaum to our
session today. I, like my colleague from Georgia, greet you on the
upbeat, for a change, instead of the gloom and doom we've had to listen
to in the past. If this isn't one of the really solid indications of what's
to come. I don't know what is.

I probably return back to my State as much as any Member of
Congress and if there's been one overriding issue over all this time it's
certainly high interest rates. It used to be inflation, but since interest
rates shot up, they became the priority concern. And when I see the
compound annual rate over the 3 months ending in March for all items
was only 1 percent, that's something to shout and scream about.

Let me ask you. I'm not an economist. I'm not a banker. But I keep
hearing that interest rates should always be 3 or 4 percent greater than
the inflation rate. Am I right and correct, when I associate myself with
the remarks of my colleague here from Georgia, that if we do our part,
if we can work out a program with the President, if we can show that
we are sincere in slowing down this growth in Government, and really
come up with the proof in the form of some kind of a budget compro-
mise, then we should witness better days ahead. That's a pretty fair
statement, isn't it, Mr. Weidenbaum, from the way you see it?

Mr. WEIDENBATJI. Well, 1 would like to give you a full response as
part of my statement, if I may, Senator.

Senator ABDNO1. Thank you. Any way, we welcome you to the sub-
committee. I'm sorry I got carried away. It's just so nice to have some-
thing good to talk about for a change that I can't quit.

Senator JEPSEN. Senator Hawkins, although unable to attend the
hearing today, has provided us with an opening statement for the
record.

[The opening statement of Hon. Paula Hawkins follows:]

OPENING STATEMENT OF SENATOR HAWKINS

Today is indeed historic. Two years ago, the inflation rate was over 12 percent,
and the doomsayers warned us that hyperinflation was just around the corner.
But today, for the first time in 26 years, consumer prices are falling.

In fact, since the beginning of this year, consumer prices have hardly changed
at all; the country has enjoyed price stability. That suggests falling interest rates
may not be far behind. This must be welcome news to homebuyers, farmers, and
businessmen. in fact, for all Americans.

The American economy has suffered. However, our patience in 1981 appears to
have paid off. We have finally earned the right to be optimistic about America's
economic future.

Senator JrPSEN. Mr. Weidenbaum, you may proceed.

STATEMENT OF HON. MURRAY L. WEIDENBAUM, CHAIRMAN,
COUNCIL OF ECONOMIC ADVISERS

Mr. WEIDENBAUM. Mr. Chairman, Senator Mattingly, and Senator
Abdnor, it is a great pleasure indeed to be here this morning and report
that inflation is coming down.

I do not know that when Americans go shopping, sometimes it is still
hard to notice the difference. And the Consumer Price Index, when you
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measure it over the past 12 months, is still going up faster than we
would like. But I urge us to look at the facts. Over the past 12 months,
consumer prices have gone up much more slowly than the previous
year. Over the past 12 months, the CPI rose 6.8 percent [see table].
The CPI rose 10.6 percent, double digit, for the previous 12 months.
And, as we know, this March, for the first time in 17 years, the CPI
actually fell.

I also want to point out that the experimental CPI-that's the one
that more appropriately measures housing costs and to which the
Bureau of Labor Statistics is moving-did rise in March, but for the
past year it remains below the level shown by the currently used index.
In other words, no matter how we look at it, we have seen during the
past year a very substantial reduction in the rate of inflation.

Frankly, I'm not contending that the inflation problem has gone
away. Inflationary pressures still exist in this society, in this economy,
but the progress made has been fundamental. Cutting the rate of infla-
tion has meant that the consumers' dollars are going a lot further to-
day than if inflation had stayed up there in those double digits. If
shoppers are buying a pound of hamburger or i loaf of bread, chances
are they are riot paying any more today than a year ago and some are
paying less. And if someone is heating a home with oil or driving a car,
they surely know that oil and gasoline prices are much lower today
than they were several months ago.

Now getting inflation under control just doesn't happen. It takes
difficult decisions, as we have seen. Inflation, of course, is too much
money chasing too few goods. As a result, however, of Federal Reserve
policies which the administration supports, the money supply is grow-
ing, but at a slower rate than in the past. In other words, inflation,
which is the cruelest tax of all, is coming under control. That un-
legislated tax on the earnings of the over 99 million Americans at
work and on the savings of millions of households, that unfair, un-
legislated tax is coming down and it is coming down fast.

ADJUSTING TO LOWER INFLATION

Few people are trying to beat inflation any more. And those that
thought they could by borrowing and speculating in precious metals
and other inflation hedges may be having some problems. But that is
part of the process of adjusting to a less inflationary environment.

Having grown accustomed to inflation, all of us-government, busi-
ness, farmers, and consumers-have borrowed more and more, all too
often intending to repay that debt with cheaper dollars or with infla-
tion-swollen tax receipts and capital gains. But as inflation recedes
and as price increases in a multitude of products, services and capital
assets become smaller and smaller, there will be a growing realization
that the burden of a dollar of debt is not shrinking as it used to; there
will be a growing realization that inflated capital gains on land and
real estate are not what they used to be; and a growing realization that
wage settlements erroneously predicated on the assumption of double-
digit inflation in producer price indexes can unexpectedly now squeeze
profits and employment opportunities.

I suggest that the administration's policies have already made for
a new sense of realism in economic decisionmaking both in the public
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and private sectors. Companies are becoming more cost-conscious and
they're learning the advantages of being competitive in an economy
in which the Federal Government does not assuredly come to bail out
the losers in the marketplace. Employees are learning that their wagles
salaries, and fringe benefits are vitally dependent on the success of
their company. Many workers appear to be increasingly willing to ac-
cept adjustments in work rules and job practices to insure their com-
pany's success and, thus, to contribute to the productivity of the Amer-
ican economy.

All Americans-managers and workers, consumers and savers,
young and old-are experiencing the benefits of lower inflation rates.
These benefits result from restraining the growth of the supply of
money and credit, and permitting market forces to signal the reality
that the inflationary practices of the past are not part of this adminis-
tration's approach to economic policymaking. As we look to the months
ahead and respond to Senator Abdnor's specific question about inter-
est rates, it's my hope and expectation that a prompt resolution of the
budget question will send that positive signal to the financial markets.
That positive signal that they want to hear is that we do have the
budget under control; that next year's deficit will be substantially
smaller than this year's; that the 1984 deficit will be substantially
smaller than the 1983; and thus, that a rising share of private savings
in this country will once again be devoted lo the private sector and
finance the strong, ioninflationary recovery that we all anticipate.

Thank you very much.
[The table referred to by Mr. Weidenbaum, together with the Con-

sumer Price Index press release, follows:]
RECENT PRICE PERFORMANCE

jPercent change, seasonally adjusted annual rate]

Percent change to March 1982 from-

1 mo ago 3 mos ago 6 mos ago 12 mos ago

Consumer Price Index -- 3. 3 1.0 3.2 6.8
Energy'- -- 18. 3 -8.0 -5.2 -. 8
Home purchase, finance, insurance, and taxes _ -8. 3 -2. 3 -1. 0 8. 9
Food -_ -4.2 3.9 2.8 4.0
Other -6.1 5.4 7.0 8. 7

' Not seasonally adjusted.

97-205 0 - 82 - 2
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United States* New s Department
of Labor P

Bureau of Labor Statistics Washington, D.C. 20212

Patrick C. Jackman (202) 272-5160 USDL-82-148
272-5064 TRANSMISSION OF MATERIAL IN THIS RELEASE

Kathryn Hoyle (202) 523-1208 Is EMBARGOED UNTIL 8:30 A.M. (EST)
Charles Wallace 523-1913 Friday, April 23, 1982

Advance copies of this release are made available to the press with the explicit
understanding that, prior to 8:30 a.m. EST: (l) Wire services will not move over
their wires copy based on information in this release, (2) electronic media will not feedsuch information to member stations, and (3) representatives of news organizations will not
contact anyone outside the Bureau of Labor Statistics to ask questions about or solicit
comments about information In this release.

THE CONSUMER PRICE INDEX--MARCH 1982
The Consumer Price Index for All Urban Consumers (CPI-U) declined 0.1 percent before

seasonal adjustment in March to 283.1 (1967=100), the Bureau of Labor Statistics of the U.S.
Department of Labor announced today. The All Items experimental measure using a rental
equivalence approach (CPI-U, X-1) Increased 0.2 percent to 258.4. The Consumer Price Index
for Urban Wage Earners and Clerical Workers (CPI-W) declined 0.1 percent before seasonal
adjustment in March to 282.5. Compared with their levels in March 1981, the CPI-U was 6.8
percent higher, the CPI-U, X-1 6.4 percent higher, and the CPI-W 6.5 percent higher.

CPI for All Urban Consumers (CPI-U)--Seasonally Adjusted Changes
On a seasonally adjusted basis, the CPI for All Urban Consumers declined 0.3 percent inMarch, following moderate increases in each of the preceding 5 months. The CPI-U, X-1

increased 0.2 percent. The 0.3 percent decline In the official CPI-U represents the first
decrease since August 1965 and the largest drop registered since a 0.4 percent decline In
November 1953. The transportation, housing, and food and beverage components all declined

Table A. Percent Changes in IPI for All Urban Consumers (CPI-U)
Seasonall Unadjusted

CompoundExpenditure Changes from precedin moth annual rate 12-mos.
category 1981 1982 3-mos. ended ended

Sept. Oct. Nov. Dec. Jan. Feb. Mar. Mar. '82 Mar. '82

All Items 1.1 .4 .5 .4 .3 .2 -.3 1.0 6.8
Food and beverages .7 .2 .1 .1 .7 .6 -.3 4.2 4.0Housing 1.3 .0 .5 .4 .3 .4 -.3 1.3 8.5
Apparel and upkeep .3 .3 -.1 .1 -.1 .4 .4 3.2 3.2Transportation 1.1 1.3 .9 .6 -.2 -.7 -1.0 -7.2 4.2
Medical care .9 1.0 1.1 .7 .8 .7 1.0 10.2 12.0
Entertainment .8 .8 .8 .3 .7 .7 .5 7.4 6.7
Other goods and services 1.5 1.0 .5 .6 .6 .9 1.0 10.1 10.3
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in March. The indexes for apparel and upkeep and entertainment continued to rise moderately,
while large increases were recorded for the medical care and other goods and services
components.

During the 3 months ended in March, the CPI-U rose at a seasonally adjusted annual rate
of 1.0 percent, the smallest quarterly increase since 1965. This compares with an advance of
5.4 percent in the fourth quarter of 1981 and substantially larger quarterly increases
during the preceding 4 years. The continued deceleration in the first quarter figures was
largely due to a sharp decline in the Index for transportation and futher moderation in the
housing component.

The transportation component recorded Its third consecutive monthly decrease in March,
declining 1.0 percent. Gasoline prices dropped 4.0 percent. Over the past 12 months, the
gasoline index has declined 8.7 percent. Partially offsetting the March decline in gasoline
prices were moderate Increases in most other transportation components. The index for used
cars rose 0.5 percent, the same as in February. The new car index increased 0.1 percent,
following seasonal adjustment, after recording declines in both January and February. The
indexes for public transportation and automobile finance charges were both unchanged in March.

The housing component declined 0.3 percent in March. A 0.9 percent decline in
homeownership costs was partially offset by moderate increases in the indexes for other
shelter costs, fuels and utilities, and household furnishings and operation. Home financing
costs declined 1.6 percent, reflecting a 1.3 percent decrease in mortgage interest rates and a
0.4 percent drop in house prices. The rent index rose 0.5 percent. The index for fuel and
other utilities also increased 0.5 percent as Increases in charges for gas and electricity
more than offset a 3.0 percent decline In fuel oil prices. Over the past 12 months, fuel oil
prices have declined 5.3 percent.

The index for food and beverages declined 0.3 percent in March. Grocery store food
prices declined 0.6 percent, following increases of 1.0 and 0.8 percent in January and
February, respectively. Fresh vegetable prices declined sharply -- down 12.5 percent. Beef,
poultry, and egg prices all registered moderate declines, while prices for pork increased
slightly. All other major grocery store food groups recorded either moderate increases or
small declines in March. Prices for the other two components of the food and beverage index
-- restaurant meals and alcoholic beverages -- both increased 0.2 percent.

The medical care index rose 1.0 percent in March, somewhat more than earlier this
year. Over the past 12 months, the medical care index rose 12.0 percent. The index for
medical care commodities, which includes prescription and nonprescription drugs and medical
supplies, increased 1.2 percent in March. Charges for hospital rooms and physicians' services
rose 1.3 and 0.5 percent, respectively.
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The Index for apparel and upkeep advanced 0.4 percent in March, the same as In
February. The index for women's and girls clothing rose 1.2 percent, reflecting both a
return to regular prices from sales and the introduction of spring wear. Prices for other
clothing Items registered either small Increases or declines in March.

The entertainment Index increased 0.5 percent in March. The other goods and services
component rose 1.0 percent in March, following a 0.9 percent Increase In February. For the
second consecutive month, a sharp Increase in tobacco prices was largely responsible for the
advance.

CPI-U Experimental Measure
On a seasonally adjusted basis, the CPI-U using rent substitution (X-1) rose 0.2

percent in March. The official CPI-U declined 0.3 percent. The large differences In movement
in March reflects the differences in the treatment of homeownership costs In the two Indexes.
The CPI-U, X-1 uses rental charges to represent movements In shelter costs of homeowners.
Rental charges increased 0.5 percent in March. The official CPI-U employs house prices,
mortgage Interest rates, property taxes, property insurance, and maintenance and repair
costs. This measure of homeownership costs declined 0.9 percent in March as a result of a
decrease in mortgage Interest rates and house prices.

CPI for Urban Wage Earners and Clerical Workers (CPI-W)--Seasonally Adjusted ChangesOn a seasonally adjusted basis, the CPI for Urban Wage Earners and Clerical Workers
declined 0.2 percent In March, following moderate increases in each of the preceding 5 months.
The food and beverage component decreased 0.2 percent. Grocery store food prices declined 0.5
percent, following increases of 1.0 and 0.6 percent In January and February, respectively.
The housing component also declined in March. An 0.8 percent decrease In homeownership costs
more than offset moderate increases In the indexes for other shelter costs, fuel and other
utilities, and household furnishings and operation. The transportation component declined for
the third consecutive month -- down 1.0 percent in March -- primarily due to a 3.9 percent
decline In gasoline prices. The index for medical care rose 0.8 percent, reflecting large
Increases In charges for hospital rooms and prices for prescription and nonprescription drugs
and medical supplies. The Index for apparel and upkeep Increased 0.7 percent. The other
goods and services component advanced 1.0 percent in March, the same as in February. The
entertainment index rose 0.3 percent.
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Table B. Percent Changes I CPI for Urban Wage Earners and Clerical Workers (CPI-W)
Seasonally adusted Unadjusted

Compound
Expenditure Changes from preedin mnth annual rate 12-mom.
category 1981 1982 3-mos. ended ended

Sept. Oct. Nov. Dec. Jan. Feb. Mar. Mar. '82 Mar.'82

All Items 1.1 .4 .5 .4 .3 .2 -.2 1.0 6.5Food and beverages .6 .2 .1 .1 .8 .4 -.2 4.3 3.9Housing 1.3 0 .4 .4 .2 .3 -.3 1.2 8.5Apparel and upkeep .1 -.2 .1 -.1 0 .4 .7 4.5 3.4Transportation 1.2 1.3 .9 .6 -.2 -.7 -1.0 -7.1 4:4Medical care .9 .9 1.1 .7 .8 .7 .8 10.1 10.6
Entertainment .6 1.1 .5 .2 .4 .7 .3 6.0 6.2Other goods and services 1.2 .9 .5 .6 .6 1.0 1.0 10.8 9.9

Homeownership Changes
On October 27, 1981, the Bureau of Labor Statistics announced Its intention to change the

way in which homeownership costs are measured for the Consumer Price Index. Effective withdata for January 1983, the Consumer Price Index for All Urban Consumers (CPI-U) will
Incorporate a rental equivalence measure for homeownership costs. Effective with data for
January 1985, the Consumer Price Index for Urban Wage Earners and Clerical Workers (CPI-W)will also incorporate the rental equivalence approach. Details of these changes can be foundin USDL news release 81-506, October 27, 1981.

Postponement of Rebasinq of Consumer Price Index
Because of severe budget constraints, the Bureau of Labor Statistics did not carry out

the Government directive to rebase the Consumer Price Index and the Producer Price Index tothe new U.S. Government 1977=100 reference base. Postponement was required because of thehigh cost of both the direct production work necessary to prepare the data and the Informationservices to explain the change. No alternative date for adopting the 1977 reference base hasbeen set. All Items indexes on a 1977=100 reference base are available upon request from theBureau.



Table C. Official CPI-U and Experluotal Measures using alternative approaces to homeonership costs: 1967=100.

Relative Unadjusted percent Seasonally adjusted percent dcanges
Importance Unadjusted indexes change to Mar. 1982 from fros-

December 1977 Feb. 1982] Mar. 1982 Mar. 1981 Feb. 1982 Dec. to Jan. Ian. to Feb Feb. to Mar.

ALL ITEMS

CPI-U 100.0 283.4 283.1 6.8 -0.1 0.3 0.2 -0.3

Flow-of-Services Measures
CPI-U-X1 (Rent Substitution) ........ 100.0 258.0 258.4 6.4 0.2 0.4 0.1 0.2
CPI-U-X2 (User Cost Current Interest) 100.0 284.0 283.9 9.5 0.0 0.1 0.4 -0.5
CPI-U-X3 (User Cost Avg. Interest) 100.0 275.3 275.7 9.6 0.1 0.3 0.4 -0.1

Outlays Measures
CPI-U-X4 Current Interest) ......... 100.0 279.5 279.4 6.9 0.0 0.3 0.1 -0.1
CPI-U-XS (Average Interest) ......... 100.0 270.3 270.8 6.9 0.2 0.4 0.1 0.2

HOMCEOWERSHIP

CPI-U 22.8 368.7 365.7 8.6 -0.8 -0.1 0.4 -0.9

Flow-of-Services Measures
CPI-U-X1 (Rent Substitution)'/ 14.5 218.6 219.6 8.2 0.5 0.6 0.4 0.5
CPI-U-X2 (User Cost Current Tnterest). 11.4 414.6 411.7 27.5 -0.7 -1.4 0.8 -2.4

CPI-U-X3 (User Cost Avg. Interest) 10.0 345.4 346.8 33.9 0.4 -0.5 1.5 -1.7

Outlays Measures
CPI-u-X4 (Current Interest) .10.0 450.5 446.0 12.2 -1.0 -0.5 0.6 -1.2
CPI-U-XS (Average Interest) 8.7 336.9 339.7 14.1 0.8 1.3 0.9 0.8

1/ Residential rent, not seasonally adjusted



11

Explanations of Homeownership Measures

Official Cr1-U includes five components. (1) The weights
for property taxes, property insurance, and home main-
tenance and repairs represent expenditures of all home.
owers in the base period. The weights for house prices and
contracted mortgage interest cost represent only those
homeowners who actually purchased a home in the base
period. Included are the total price paid for the home and
the total amount of interest expected to be paid over half
the stated life of the mortgage. (2) Current monthly prices
are used for each of these components.

Experimenral Measure X-l: (I) The weight for this
rental equivalence measure is the estimate of the rental
value of all owner-occupied homes in the base period com-
piled from a specific question asked on the 1972-73 Con-
sumer Expenditure Surrey. This covers the entire stock of
owned homes. (2) Prices used are the current rents col-
lected for the residential rent component of the CPI. The
CPI rent component is designed to represent changes in
residential rents for all types of housing units, not just
changes in rents for units that are typically owner occupied.
The CPI rent component is, therefore, not appropriate for
this measure.

Experimentrl Measure X-2: (I ) The weight for this user
cost method includes expenditures for mortgage interest,
property taxes, property insurance, maintenance and re-
pairs, the estimated base-period cost of homeowners' equity
in their houses, and the offset to shelter costs resulting
from the estimated appreciation of house values in the base
period. This measure covers the entire stock of owned
houses. To derive the weights for mortgage interest costs
and equity costs, the total value of the housing stock in the
base period was apportioned into its debt and equity
components. The debt component equals the amount owed,
and the equity component is the amount owned, i.e., pay-
ments on principal plus appreciation from the time of pur-
chase to the base pertod. Each component was sub-
sequently multiplied by the average mortgage interest rate

in the base period to determine its cost. (2) Prices used are
current ones except for the appreciation term which uses
a 5-year moving average of the changes in appreciation
rates.

Experinenral Measure X-3: (I) The weights are the sama
as in Experimental Measure X-2, except that mortgage in-
terest costs are calculated as the total interest amount
paid out by homeowners in the base period. As in X-l and
in X-2, this measure covers the entire homeowner popula-
tion. (2) The prices for all components except mortgage
interest costs and appreciation are current monthly prices.
As in X-2, appreciation is represented by a 5-year moving
average of the changes in house prices. However, X-3 uses
past and current mortgage interest costs in a 1 5-year
weighted moving average, which reflects the base period
age disrtibution of mortgage loans.

Experimental Measure X-4: (1) The weights for this out-
lays approach include expenditures actually made in the
base period for property taxes, property insurance, and
maintenance and repairs. The weight for the mortgage in-
terest term is calculated in the same manner as in X-2. How-
ever, no appreciation or equity terms axe included. Not all
homeowners are represented in this measure because those
who made no mortgage debt payment in the base period
are excluded. (2) The prices used for each of these items
are current ones.

Expermental Measure X-5. (1) The weights for this
outlays approach include, as in X-4, expenditures actually
made in the base pertod for property taxes, property in-
sruance, and maintenance and repaiis. The weight for the
mortgage interest cost term is the same as for the X-3. No
appreciation or equity elements are used. As in X4, not
all homeowners are represented in this measure because
those who made no mortgage debt payment in the base
period are excluded. (2) Current prices are used in X-5 ex-
cept for mortgage interest which umes the 1 5-year weighted
moving average also used in the X-3.
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Technical Notes

Brief Explanation of the CPI

The Consumer Price Index (CPI) is a measure of the
average change in prices over Wime , a fixed market basket
of goods and services. Effective with the January 1978
index, the Bureau of Labor Statistics began publishing
CPI's for two population groups: (1) A new CPI for AD
Urban Consumers (CPI.U) which covers approximately
80 percent of the total nonnstitutional civilian population;
and (2) a revised CPI for Urban Wage Earners and Clerical
Workers (CPI-W) which represents about half the popula.
tion covered by the CPI-U. The CPI.U includes, is addition
to wage earners and clerical workers, groups which histori-
cally have been excluded from CPI coverage, such as
professional, managerial, and technical workers, the self-
employed, short term workers, the unemployed, and
retirees and others not in the labor force.

The CPI is based on prices of food, clothing, shelter, and
fuels, transportation fares, charges for doctors' and dentists'
services, drugs, and the other goods and services that people
buy for day-to-day living. Prices are collected in 85 urban
areas across the country from about 18,000 tenants, 18,000
housing units for property taxes, and about 24,000 esta-
blishments--grocery and department stores, hospitals,
filling stations, and other types of stores and service esta-
blishments. AU taxes directly associated with the purchase
and use of items are included in the index. Prices of food,
fuels, and a few other items are obtained every month in
all 85 locations. Prices of most other commodities and
services are collected every month in the five largest
geographic areas and every other month in other areas.
Prices of most goods and services are obtained by personal

visits of the Bureau's trained representatives. Mail question-
naires are used to obtain public utility rites, some fuel
prices, and certain other items.

In calculating the index, price changes for the various
items in each location are averaged together with weights
which represent their importance in the spending of the
appropriate population group. Local data are then com-
bined to obtain a U.S. city average. Separate indexes are
also published by size of city, by region of the country,
for cross-classifications of regions and population-size
classes, and for 28 local areas. Area indexes do not mea-
sure differences in the level of prices among cities; they
only measure the average change in prices for each area
since the base period.

The index measures price changes from a designated re-
ference date--1967--which equals 100.0. An increase of
122 percent, for example, is shown as 222.0. fhis change
an also be expressed in dollars as follows: The price of a

base peurod "market basket" of goods and services in the
CPI has risen from $10 in 1967 to S22.20.

For further details see the following: The Consumer
Price Index: Concepts and Conrent Over the Years, Report
517. revised edition (Bureau of Labor Statistics, May
1978); The Revision of the Consumer Price Index, by
W John Layng, reprinted from the Statistical Reporter,
February 1978, No. 78-5 (U.S. Dept. of Commerce),
Revisions in the Medical Care Service Component of the
Consumer Price Index, by Daniel H. Ginsburg, Monthly
Labor Review, August 1978; and CPI Issues, Report 593,
(Bureau of Labor Statistics, February 1980).

A Note About Calculating Index Changes

Movements of the indexes from one month to another
are usually expressed as percent changes rather than Ied.^ P.

changes in index points because index point changes are cr1
affected by the level of the index in relation to its base LA i.rtr. dnd.

period while percent changes are not. The example in the Eq.ual Ind.. Point sh.n.

accompanying box illustrates the computation of index
point and percent changes.

Percent changes for 3-month and 6-month periods are n aos dlflr
expressed as annual rates and are computed according to DWIdd by e ..

the standard formula for compound growth rates. These nA.sms. vlrP1 beon

data indicate what the percent change would be if the Enua.rp--unni h-,.:

current rate were maintained for a 12.month period.
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A Note on Seasonally Adjusted and Unadjusted Data

Because price data are uaed for different purposes by
different groups, the Bureau of Labor Statistics publishes
seasonally adusted as well as unadjusted changes each
month.

For analyzing general price trends in the economy,
seasonally adjusted changes are usually preferred since they
eliminate the effect of changes that normally occur at the
same time and in about the same magnitude every year-
such as price movements resulting from changing climatic
conditions, production cycles, model changeover, holi-
days, and sales.

The unadjusted data are of primary interest to con-
sumers concerned about the prices they actually pay. Un-
adjusted data also are used extensively for escalation pur-
poses. Many collective bargaining contract agreements and
pension plans, for example, tie compensation changes to

the Consumer Price Index unadjusted for seasonal variation.
Seasonal factors used in computing the seasonally ad-

justed indexes are derived by the X-l1 Variant of the
Census Method 11 Seasonal Adjustment Program. The up-
dated seasonal data at the end of 1977 replaced data from
1967 through 1977. Subsequent annual updates have re-
placed 5 years of seasonal data, e g., data from 1975
through 1979 were replaced at the end of 1979. The
seasonal movement of all items and 35 other aggregations
is derived by combining the seasonal movement of 45
selected components. Each year the seasonal status of
every series is reevaluated based upon certain statistical
criteria, If any of the 45 selected components changes
its seasonal status, seasonal data from 1967 forward for
the all items and for any of the 35 other aggregations,
that have that senes as a component, are replaced.

97-205 0 - 82 - 3



14

24 Hour CPI Mailgram Servic
Consumer Price Index data now are available by

mailgram within 24 hours of the CPI release. The new
service is being offered by the Bureau of Labor Statistics
through the National Technical Information Service of
the U.S. Department of Commerce.

The CPI MAILGRAM service provides unadjusted
and seasonally adjusted U.S. City Average data both

for the All Urban Consumers (CPI-U) and for the Ur-
ban Waje Earners and Clerical Workers (CPI-W) In-
dexes as shown on the CPI-U sample page below. The
unadjusted data include the current month's index and
the percent changes from 12 months ago and one month
ago. The seasonally adjusted data are the percent
changes from one month ago.

CONSUMER PRtCE ItDE FOR ALL URBAN coNSuMERs (tCP-ust u.S. ciTY
LyEtatE (99 'C Ct)

CROUP

ALL ITEMS
ALL ITENSf9S7-_59-9tt9

FOOD A8D BEVERAGES
FOCD
FOCD AT ONE
EEEAIRS AND UCTEST FADtUCIS
ME tS. PSO~tAIl. FtSO4. 593 EzSS

FRUITS AND VEGETAtLES
FasD A8AY FRO7n HOME

HOUSI`IG

t~llESHDDH .RESIISSSTIRL
ARiEOW' iEASS tP

FUEL 892 STEEN SU7LItIES
FJEL SIL . cAL .y ttCTaL ES GAS
GAs PtPEt svn EtcEtRtcItt
H8USEHALD FURNtStINGS ASND SAERAAIS

APPAREL AND UPKEtP

TRANSPORTA8ION
NEil CANS
SESa CARS

GASOL tHE
PULItC tRA'SPORTAlTIN

MEDICAL CANE
MEDICAL CANE SERAICES

ENTERTAll:"EII

STiER GOOC5 AND SERVNCLS
PERSo.AL C.AE 1E

Cit LSE F PGE
C1!.^DDIE IE S FOOD -D -FVE:C 5

9CvN A R9LES LExS FUSD AH5 IE'C'ArGCS
DURARLES

SERVICES
ALL ITE "S LESS FOOD
SNERCY I,
ALL ITEMS LESS FEtD AS-S FL.E.'Gr

1 H43 SEISOHMLLY ADJUSIED

HAOSJ UNADJUSTED 5 -DJ
ItDE' PER ACN FER cNC PER CxG
MAY FR3M 92 FRtM I FROt -
19;9 MS AGS MS AGt Mo cGO

29 .1 o.S ..2 * I
2AM. t - -

M2.2 112 a 7

2S2.S 9.4 .9 I
2538 X 9. X 7 .8
22M.8 39 .* -2
297.' II 7 9. 1 9

222.9 99~ 3 I2 I 2

272 2 7 7 2 1 2.2
359.3 23 2 *.1 .6
259.6 6 2 2.6 2 6
'89.2 7.5 .3 .9

166.1 3.9 .4 .6

287.7 931. 2:1 6 .:
'65~ t 87 .9 *.-
235.6 19.3 2.7 -.S
247.7 29.' s S 5.t
993.3 31 .6 .7

18 .1 7 .6 .7 .5

993.9 72. 25 9 :

933. 9 . 7 .s6

235~ 8 o~ It 2 A

132.9 1.0 1. I .

19.7 '2.n 5 2 t '.9
2t4.6 9.5 , 9

ORDER FROM: National Technical tnfnmation Service 5285 Pon Royal Rad, Spnngfield Virginia 22161

Please enter sobscription(s) to CONSUMER PRICF INDEX MAILGRAM (NTISUB/158).
Sobscfipliol rates: 95.00 in conuiguous U.S. and Hawaii, $110.00 in Alaskaand Canada.

NAME: E
STREET ADDRESS:-- _____

CITY. STATE. ZP: __ __ _ _ ____

1 *L NCILOSED ____. l hse h.N-hr ........................... _.._ ... _ ____ Poiifr.s Sld_ _Nooi_._wt..
!;iARGE S ... . in i Aor'isn l 1'res- AtenuPT .

(,;I*:BNRGE S. _ _ __ . zoinyNIiSl~rpsulAci.vaint a A .. -..

I 1 BII 1. ME a ... SIGNA IsUli RFQiIiRIE._)
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Senator JEPSEN. Thank you, Mr. Weidenbaum. I'm sure that there
will be some people who will downplay the significance of this
dramatic decline in inflation because we're in a recession. There's no
doubt that unemployment is too high and interest rates are still too
high. We recognize that even in our state of jubilance here this
morning. People in this country aren't worried today about getting
ahead; they're worried about falling behind or just keeping up,
worried about keeping their job.

People out in my part of the country are worried about getting
their crop in.

But neither should we forget the misery of the high inflation we
had when prices rose over 27 percent during 1979 and 1980-quite a
market difference than the last several months. It's very obvious that
hyperinflation has led to the double-digit interest rates that we're in
now.

If we just don't panic and don't foul it up, we are on the right
track, as many have said for a long time. The President in his resolve
and commitment has stood fast and refused to be intimidated, and it
is starting to really show signs of turnaround.

Mr. WEIMENBAUM. Yes, sir. Mr. Chairman, I think it's important
to note that the progress on bringing down inflation started before the
recession. That is why I am confident that it will continue after we
pull out of the recession. In fact, if you look at previous business
cycles. it turns out. generally. that progress on inflation has been made
primarily during the initial phases of the upturn as the economy is
pulling out of the recession. As more overhead costs and fixed costs are
spread over larger and larger production runs, unit costs are brought
down. Quite clearly, recession by reducing unit production often has
an upward pressure on unit cost.

I think it's quite clear that the reason we are seeing this progress
on inflation is fundamentally that fact that we have shifted away from
that unsustainably rapid growth in the money supply such as in the
second half of 1980, which was the fastest growth rate in the money
supply at least since the end of World War II. Shifting away from
that to a lower but sustainable growth in the money supply has been
and will continue to be the key to unwinding the inflation in the
American economy.

Senator JEPSEN. Along that line, Mr. Weidenbaum, this would be a
good time to discuss again-for both information and education-
what is the relationship between inflation and interest rates? More
importantly, with inflation rates down the past 6 months, is that not
now a potent force to bring interest rates down? And then, the real
question everybody is asking is, how long will it take to convince the
money markets that our current low interest rates are for real?

Mr. WEIDENBAUM. Let me provide some perspective as I respond to
the question. In January of 1977, the prime rate was 7 percent. In
January of 1981, the prime rate was in the neighborhood of 21 per-
cent. It tripled during that 4-year period.

Since then, the trend of interest rates, especially short-term rates,
has been downward. The prime is now at 16.5 percent. I suggest that
is still a painfully high rate, but it is measurable progress from Jan-



22

nary 1981. It's not enough progress. We've got to get those interest
rates down and down substantially.

Part of it, of course, is the fact that this new situation that we're
describing this morning of fundamental lower inflation is just that:
It is a new situation which financial markets are only slowly taking
into account. They've been burnt many times in the past by stop and
go policies of prior administrations, and I can understand their re-
]uctance in adjusting to this new, but what in my estimation is a dur-
able, environment of lower inflation.

So I do anticipate that the trend of interest rates will continue to
come down. But as participants in the financial markets tell us time
and time again, they are concerned about the budget. They are very
concerned about those budget deficits. And, as I said in my earlier
statement, they want to receive a signal from the Federal Government,
both Congress and the administration, that the deficits are coming
down.

They're reconciled reluctantly-we all are reluctantly-to a large
$100 billion deficit approximately this fiscal year, a period of reces-
sion. However, what the financial markets tell us they want to hear
and want to see, are budget deficits coming down, double digit not
triple digit, in fiscal 1983 and 1984.

Senator JEPSEN. Is there a relationship between the large deficits
and inflation?

Mr. WEIDENDAU3M. There has been in the past. Thankfully, there
isn't today because, quite clearly, what we are seeing, I'm pleased to

say, are two things. We're seeing a very substantial decline in inflation.

At the same time-very frankly, it's not on the chart but in my invisible

blackboard I would draw it in-we are seeing an increase in the budget

deficit. That quite clearly shows there's no necessarily direct one-to-

one relationship, but why? Because, unlike administrations in the past,

we are not monetizing the deficit. I think that is the key, monetary

restraint which refuses to monetize the deficit, and that eliminates the

inflationary effect of deficit spending.
Senator JEPSEN. You said the financial community wants to see the

Congress send that signal. That would indicate that there is a crisis of

confidence in the financial community as to what, over the years-what

they've expected is what they got-they're grown to expect from gov-

ernment. Government basically has never done what it said it was

going to do, whether it be in a political or nonpolitical year; whether

on a projection basis by way of promises to not raise taxes or to not

get further involved in the personal lives of people by way of regu-

lations. Too, they've properly grown to expect a topside government

tinkering, whether it be priming the money machine or putting on

the brakes.
Now we have an administration led by a President who has been

very consistent and very firm in his commitment. What is it going to

take to prove to the financial community that this course is for real?

Is the final step. in fact-as I think vou indicated. our solution of the

fiscal side-getting hold of these deficits and coming out and showing

them that whatever the deficit amounts to this year, that next year is

less and the following year is less and the following year is less and we

establish a trend.
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Mr. WEIDENBAuJM. First of all, I would describe the situation in the
financial markets in my own terminology, which would be somewhat
different. They are concerned about the budget and the deficits and,
yes, Mr. Chairman, I think it would have a salutory effect on financial
markets to see those deficits come down.

I think it's quite clear at every level from the CEO's of major finan-
cial institutions to the analysts, they are concerned about those num-
bers we all see in the media about the possibility of rising deficits.

It is within our command surely to take those difficult actions which
will continue the policies of this administration-and I think you're
absolutely right to point out the need to maintain the continuity of
policy-and that is to reduce the role of Government in all its dimen-
sions. We're certainly doing that on the regulatory front. There's an
unparalleled program of regulatory relief. We certainly have done that
on the tax front, and I think it's important that the percentage of per-
sonal income taken by the Federal Government continues to decline and
decline very substantially.

But I also think it's important that on the spending side we see
enough spending cuts so that the Federal Government is taking a
smaller and smaller percentage of the GNP. That's not been true in
recent years.

And finally, in the vital financial markets and our credit markets, it's
important that the Federal Government take not a rising share but a
declining share. of credit so that more funds are available to the private
sector to finance healthy economic growth.

Now in all of this there's a common long-term theme, reducing the
role of Government. reducing the resources available to Government,
so that the private sector once again can be the primary engine of
growth and progress in our economy. That. as I see it, is the fundamen-
tal consistency in Ronald Reagan's economic program.

Senator JEPSEN. Senator Mattingly.
Senator MATrINGLY. Thank you. Mr. Chairman.
Mr. Weidenbaum. in the final analysis, I agree that the control of the

budget must be permanent and I think it almost is permanent. High
rates of inflation must be broken. and also we must get interest rates
down and control Federal spending.

What sort of impact do you think that this major decrease in the rate
of inflation will have upon the automatic indexation of Federal
programs?

Mr. WEIDENBAUI. Well, quite clearly, the billions of dollars that the
Federal Government spends each year to provide annual cost-of-living
adjustments to help recipients of these transfer payments keep abreast
of inflation, that drain on the budget will be lowered because it will
take smaller costs of living adjustments to help the same people keep
abreast of a lower rate of inflation. This will help reduce the growth of
spending. It will help reduce the deficit.

Senator MATTINGLY. The lower inflation-
Mr. WEIDENBAU31. On the other hand, I need, in all candor, to point

out that in the short run lower inflation means smaller tax bases and a
smaller than otherwise flow of revenues into the Treasury, which is part
of the short-term budget deficit problem.
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Senator JEPsEN. In the short term, this past year I've chaired con-
gressional oversight on the CPI. In talking about the CPI as it im-
pacts all the indexed programs, one other question that I would like to
ask you is in reference to the lag time.

Do you feel like the lag time problem with such indexed programs
will interfere with the recovery, knowing that there is approximately
a 15-month lag?

Mr. WEIDENBAUM. Well, let me respond this way. I think the status
quo in handling those COLA's means in practice during the coming
year, a period we anticipate of lower inflation, the COLA adjustments
will be based not on the current low rate of infation but on the earlier,
much higher rate of inflation, and there is an anomaly there.

Senator MATrINOLY. And there's going to be a tremendous differ-
ence in the next index period.

Mr. WEIDENBAUM. Yes, indeed. That's a fact. And I point out that
so muchl of the earlier period when inflation was rising, because of a
quirk in the law which Congress has cleared up, those programs were
overindexed.

Senator MAmNGLY. That's true. I think in the last 4 years a figure
amounting to more than $20 billion has been paid out because of over-
indexation. It's not that anybody here is trying to recollect that
amount, but we should stop such overpayments. In reference to tVe
lag time-which even the former head of the Bureau of Labor Statis-
tics testified as being a problem-we must change it. It's conceivable
that possibly the last 3 or 6 months of the COLA should be given a
different weight. Possibly, 15-month fi ure that we use to figure the
indexed CPI to calculate the COLA's should be changed.

Mr. WEIDENBAUM. That's a new idea. We don't get many new ideas
here in Washington.

Senator MATTINGLY. Obviously we need some.
Mr. WEIDENBAUM. I'd be glad to give you my considered judgment

on that.
Senator MATrINGLY. Are you ready now?
Mr. WEIDENBAUM. For the record.
[The following information was subsequently supplied for the

record:]
As I understand from the testimony this April of Geoffrey Moore before the

Governmental Affairs Subcommittee on Congressional Operations, he has sug-
gested comparing the Consumer Price Index for the first calendar quarter with
the average index for the preceding four quarters, and then expressing this
percentage increase on an annual basis. Under current law, benefits rise by the
percentage increase in the CPI between the first quarter of the current year and
the first quarter of the previous year.

The primary effect of shifting to a formula such as Mr. Moore has proposed
Is to shorten the lag between the cost-of-living adjustment and the inflation for
which it is adjusting. When inflation is rising, beneficiaries are better protected
against it, and when inflation is falling, the adjustments are more in line with the
actual price increases during the benefit year.

This effect has implications for the budget. During periods when inflation is
rising, such as the 1970s, outlays for social security would have grown faster
under Mr. Moore's proposal than they actually did. When inflation is dropping,
as has happened recently and as we expect will continue to be the case. reducing
the lag in the COLA adjustments would produce budget savings. If Mr. Moore's
suggestion were to go into effect with the July 1982 COLA, it would save ap-
proximately $1.6 billion in FY 1983 and a total of $20 billion by 1987, based on
our current economic assumptions.
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Senator MAmNGLY. Does the automatic indexing provision that is
used for many Federal programs assume that our Nation's rate of
inflation will be controlled as today's figures would indicate then?

Mr. WEIDENBAUMf. Let me emphasize, along with this excellent news
on March inflation, that the inflation battle isn't over-or I should say
the war against inflation hasn't been won even though some battles
have gone our way. I think that it is vitally important that every sector
of our economy understand that monetary and fiscal restraint are nec-
essary as a long-term, continuing proposition in order to squeeze out
and keep out what has been such a serious inflation. It's taken not years,
but decades, for inflationary pressures and the inflation psychology to
work itself into the system, and I think it's essential that everyone
understand that the Federal Government on both sides of Pennsylvania
Avenue is determined to carry through this noninflationary program
because whether I look at budget cuts, whether I look at reductions of
deficits, continuation of programs of regulatory relief-there's so much
work that needs to be done in the years ahead to maintain the momen-
tum in fighting inflation. It's too soon, very frankly, in my judgment,
to declare victory in this war, but the tide is turning and I'm delighted
to report it this morning.

Senator MAYMNGLY. Let me ask you one other question about lag
time. Just as the indexed programs went up due to increased inflation,
when the inflation rate comes down dramatically as it is now, isn't it
true that the payout is going to be at an accelerated pace in the other
direction? Am I correct? That is, decreasing payouts?

Mr. WEIDENBAtTM. I haven't made the specific calculations on that,
but quite clearly-and I think if I sense the thrust of your question,
Senator Mattingly, because the revenues are based on current incomes
and the outlays are based on previous inflation rates-there's an im-
balance there in the short term that puts additional pressures on the
budget and on the deficit.

Senator MArrINGLY. I think you should note also that no matter
what indexed program we're talking about, none would be decreased,
but in fact, they would just be increased at a smaller rate.

Mr. WEIDENBAUM. Senator, that is such a fundamental point that I
think it's been overlooked. I get calls from social security recipients,
and one very important one, my father, and he often has been con-
cerned by what he sees on the television and reads in the newspaper on
this subject in terms of will he continue to receive his social security
check. I assure him, like every other social security recipient, he is
going to continue to receive his monthly check, at least what he is
receiving now. The only question, of course, depending on what the
COLA adjustments are, how fast will that monthly check go up. But
I get the inevitable question, "But, Murray, you mean I'm going to get
that monthly check I'm getting now?" "Dad, yes, of course." And
that's the message, very frankly, that we need to get across to our
senior citizens who I think needlessly have been upset by misinforma-
tion.

Senator MATINGLY. I would give you one other good piece of infor-
mation to go along with the good piece that you brought along today is
that there will be some information released soon that will show that
the perception out there has changed and people do understand more
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now and they don't think that somebody is trying to give them the ax,
but they understand what is going on.

Mr. WEIDENBAUM. I'm delighted to hear that. I guess my dad must
be passing on the word.

Senator MArrINGLY. Or watching the wrong channel on TV. One
other comment. I wish some of our colleagues from the other side were
here today. I notice that the day the CPT went up that they were here,
but I wish that they would also come on the good news days. Thank
you, Mr. Weidenbaum.

Senator JEPsEN. I miss them. Senator Abdnor.
Senator ABDNOR- Thank vou, Mr. Chairman.
Mr. Weidenbaum. I recall when the President presented his budget

and I heard the size of that deficit I was rocked back on my feet. It
was unbelievable to think in terms of such a figure and, of course,
after all of us got into the details we realized we would be fortunate
to come up with that deficit figure. But there is good news on inflation
and it looks like it's going to be durable, at least we hope so.

That being the case, deficits do play a big part in the performance of
the economy. In your judgment, what do we have to bring that deficit
down to, to really make this low inflation pay off so we can get those
interest rates down?

Mr. WEIDENBAUL. I can't specifically give you a figure. I can say

this in all sincerity, the sooner the budget agreement is reached, the
better; the lower those deficits in the future years, the better in terms
of the impact on financial markets and of course on interest rates.

In my judgment and in the judgment of a great many analysts,
those high interest rates are the most serious obstacle to a prompt and
strong recovery in the economy. I don't think there's any magic for-
mula in getting those interest rates down because we've addressed our-
selves to the inflation premium in interest rates. Even when you put
that aside, you still have a very high level of real interest rates, reflect-
ing not just the deficit financing in the United States but the even
proportionately greater deficit financing in countries around the world,
and that's one reason why I expect a continued high level of real
interest rates. Howeverv we can make a very important contribution
there by getting the deficit down, although I can't give you a specific
number. I don't think with any assurance anyone can, with any as-
surance, specify how much of a decline in interest rates will ocur,
but the direction of movement is there.

Senator ABDNOR. Even more important than the deficit figure. might
the kind of action we take in arriving at our budget be even more im-
portant, such as the restraints we put on the growth in the long term
rather than just some immediate qiick fix to our budget? For instance,
the entitlement programs are frequently talked about. Isn't this the
key that some of these money market people must be looking for?

Mr. WEIDENBAUM. Of course, and to report their concerns, there are
two areas of spending that they focus on in their discussions. The first,
of course, is the entitlements, and they see the same numbers that
we see-a growing share of the Federal budget over the years going
to those so-called uncontrollable entitlements.

The second area of Government spending that the financial markets
are concerned about is the defense program. They watch with con-



27

siderable concern the very rapid buildup in budget authority and
appropriations for that important sector of the budget.

Those are the two areas that are watched most closely in financial
markets in terms of curbing, slowing down the growth of deficit
spending.

Senator ABDNOR. There's been a great concern on entitlements and
trying to slow down the growth. I was home in South Dakota for a
week and made 23 appearances and that's all I talked about. At first,
they said what is he talking about, but that phrase has come a long
way in the last 60 or 70 days, and more and more people are becoming
familiar with it. I think those with the greatest concern might be
going along with us now and would like to see a long-term period
of stability in this program. There is something to it, and I think
it is a key.

Where is this fine line between inflation control and economic
growth and employment? Do you have both low inflation and high
employment at the same time?

Mr. WEIDENBAUM. We have had some-as I look at American
history. we have had periods of rapid economic growth and low infla-
tion. And. in fact., just the reverse. When we've had high inflation,
often we've had the weakest period of economic activity. As we say
in much detail in the Economic Report which we released in February,
there is no so-called Phillips curve, that there is no tradeoff between
inflation and unemployment on any durable basis. It's really important
to bring down the inflation as part. of an effort to restore economic
growth and in fact that's precisely why, at the outset, the Reagan
administration came in with a comprehensive program. The tax cuts
and the regulatory relief are essential for the economic growth, in
my judgment.

Senator ABDNOR. Just one last question. You know, some reference
was made to our colleagues who normally sit to my left and are not
here today to receive some of the good news.

Mr. WEIDENBAU3. I've noticed they're to your left, Senator.
Senator ABDNOR. I was skipping the chairman. There are a lot of

critics even in this period of what we think is a brighter picture. Some
people on the other side say the decline in the inflation rate can be
attributed to nothing but luck because of the softening in all prices
and depressed farm prices, and certainly I know what that means.

I'd like to think that the recent improvement in the inflation rate
is a result of more than the onset of the recession going out of this
recession, and instead, the result of some of the programs we've put in
in the past have been greater reason for the success. Would you agree
with that or there's no luck in this? I think it's the result of a long-
term course of action, is it not?

Mr. WEIDENBAU3M. First of all, in my judgment, the major reason
for the progress on inflation is a shift to monetary restraint which
is squeezing out the inflation. But, second, some of the specific sectors
such as the oil area you mentioned were helped along by regulatory
relief. I think we shouldn't forget the action by the President in
January 1981. By promptly decontrolling gasoline prices and elimi-
nating gasoline allocations. he truly helped conservation. domestic
production, and, in the process, reduced our dependence on world



28

petroleum markets and contributed to the softness in those markets,
and to the price declines that occurred in recent months.

That's isn't just dumb luck. That was wise action. The reason I
emphasize it, very frankly, is that we were criticized for it back in
January 1981 and in retrospect that's a perfect example of where de-
regulation worked. But, as I pointed out at the outset, the progress on
inflation preceded the recession.

Senator ABDNOR. Thank you.
Senator JEPSEN. Mr. Weidenbaum, isn't it true that banks could

have a lower amount of interest and still maintain their real interest
rates?

Mr. WEIDENBAUM. The short answer is, yes. A somewhat longer
answer would say, of course, like everyone else, the price they charge
as interest has to reflect their costs and the cost of money to an individ-
ual bank is nothing they can control. It's set in financial markets. And
the basic factors involved aren't subject to the control of banks gen-
earally, but, frankly, are controlled here in Washington.

Senator JEPSEN. Well, is it not true that the rates that many banks
are charging today are higher than they have been over the years in
relationship with the T-bill rate?

Mr. WEIDENBAUM. I've noticed in recent months a healthy substan-
tial spread between the cost of money and the price charged for money
and earnings of many financial institutions are reflecting that. This is
why I'm hopeful that we will see, in the months -ahead, interest rates
declining as competition in financial markets-and I need to em-
phasize the importance of competition-as competition in financial
markets drives down what I think is an excessive inflation premium.

Senator JEPSEN. It seems to me one of the reasons T-bills may be
holding up as high as they are now, with all the good economic signs
in place, is that the recession increases demand for short-term loans.
In your opinion, is it possible that the high interest rate has continued
because of this demand for the short-range loans?

'Mr. WEIDENBAUINM. It's a chicken and egg problem, in part. I sense
that there's considerable demand for short-term money or short-term
borrowing, at a time when people anticipate-and in a sense this is a
good sign-that long-term interest rates are going to be declining in
the future. Rather than locking themselves into long-term obligations
at these fixed current high interest rates, they'd rather borrow short,
even though those are even highei interest rates, to tide them over
until a period in the near future when long-term rates are coming
down. That's a good sign.

Senator JEPSEN. It's kind of a paradox. Everybody is kind of in a
wait-and-see posture.

Mr. WETDENBAUIMr. Mr. Chairman let me just point out the reverse
of that-and this is not the case-if investors expected long-term in-
terest rates to be rising, you'd have the reverse: you'd have people
borrowing long rather than borrowing short. That's why I say, on bal-
ance, this is a healthful sign.

Senator JEPSEN. At the same time. Mr. Weidenbaum. economists,
financial planners, and others are scrambling to try to understand
what is actually happening with Federal revenues. For the first 6
months of the fiscal year Federal revenues are running well above
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last year-markedly above last year. If the trend continues revenues
will be about $656 billion, which is some $28 billion above the projec-
tion. At this point in time-assuming that those figures are true. and
they are actually true as of today-that would be lowering the deficit
to about $72 billion.

Now, in addition to that, some more good news is that the depart-
ments and the various bureaus in Government seem to be actually
operating more efficiently and the cost of Government is markedly
reduced.

You combine those things and the question I present to you is this:
Don't you think that we should take a second look, before forming the
1983 budget on the basis of the huge deficit forecast? Do you think
these figures warrant them looking at it again?

I understood you to say that you think the quicker we get this thing
settled, the better; and generally that's true. But are we going to make
haste and miss something?

Mr. WErDENBAUM. No, sir. I've examined that question and I'm con-
vinced within the normal range of error, $2 billion and not tens of
billions of dollars. We, unfortunately, will experience a deficit in the
neighborhood of $100 billion. If there's anything I've learned in the
many years I worked in the Budget Bureau and in the Treasury De-
partment, it is that you should not take the first half of the year and
multiply it by two and assume you have an actual estimate of the year's
budget results. That, more often than not, leads to erroneous results
and, in this case, we had so many factors in the first 5 months that by
all likelihood will be different in the second period of the year.

Let me just give you a few of them if I may. Let's take corporate
profits. There's about half a year lag between collection and the time
your liability is incurred, the time the profit is received. So the profits
taxes that the Treasury will get in the second half of the year will be
based on recent, very low corporate profit performance, while the
revenues they collected in the first half of the year were based on the
previous 6-month period which is a period of greater profitability.

So it's quite clear to me and to others who've looked into the detail
that the corporate profits collections for the fiscal year will be close
to what the budget estimate showed and not simply the result of
grossing up, so to speak, or extrapolating the first 5 months.

There's another factor-interest penalty on tax liability has gone
up. In other words, the cost of deferring tax payments has gone up.
Quite clearly, the response is what you would expect. Large taxpayers
that used to defer their tax liability because they could earn more
investing it short term, now find because of the increase in tax interest
penalty that they'd better pay what they owe the Treasury more
promptly. This is a recent change and, again, this has been reflected in
the high figures for the first 5 months.

But also on the expenditure side, we see that in the first 5 months
the VA and HHS, the Department of Health and Human Services,
in paying out the SSI benefit checks, they have issued five checks,
while in the first 5 months of last year they issued six checks. This
means we will see more checks than last year issued in the second half
of the year.
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Similarly, for unemployment compensation expenditures. It turns
out that last fiscal year unemployment, if you compare the first half to
the second half, declined as the basis for the unemployment compensa-
tion. This fiscal year, in my estimate and the estimates of OMB, we'll
see the reverse-a higher average unemployment rate in the second
half of the year than in the first half of the year.

For all these reasons and for many others, I think that we have to
reconcile ourselves not to the rose-colored glasses view, as much as
I'd love to see a $70 billion deficit this year, but to what I think is the
more realistic view. I would urge the more realistic view for a very
fundamental policy reason. I truly believe it is essential to keep up
the pressure on Government spending.

Senator ABDNOR. One last question. Have you had an indication in
the last 4 or 5 months that the reservoir for savings is increasing, the
American people are putting more into savings?

Mr. WEIDENBAUM. Yes. Not overwhelmingly, but measurably. First
of all, if you take the first 9 months of 1981, the savings rate was about
5 percent. In the last 3 months, following the tax cut and following
the progress we've made on inflation, the personal savings rate rose to
6 percent. The first 3 months of this year, as you would expect, as con-
sumers adjust their expenditures, they start spending that tax cut, but
not all of it. The savings rate has backed off a bit from the 6 percent,
but it's still above the 5 percent level wihich preceded the tax cut.

I expect we'll see a variation of that same movement later this year.
In other words, after the July 1 tax cut takes effect. I think we'll see
a sharp spurt in the savings rate to 7 percent or maybe 8 percent.
I wouldn't be surprised if you see some backing off, but, again, the
maintenance of a higher savings rate than before the tax cut.

Senator ABDNOR. Wouldn't it be extremely important to our re-
covery-I think we concede now that as we bring this deficit to $100
billion we're doing great, and that's a lot of dollars?

Mr. WEIDENBAUM. Yes, indeed. For every 1 percent increase in the
savings rate we generate, at current income levels, another $20 billion
of savings.

Senator ABDNOR. One percent more savings and we get $20 billion
more?

Mr. WEIDENsBAuM. That's right?
Senator ABDNOR. But when vou add that-I'm just saying that with

the $100 billion deficit, just using that figure, plus all the off-budget
involvements we're in, if we really hope to get our economy moving
and businesses expanding, they need dollars; and if we are to move
housing, they need dollars. Where's the money going to come from?

Mr. WEMDENBAUM. There's another factor that we should be aware
of, and that is improvement in the quality of saving. In other words,
during this past period of rapid inflation, so many investors shifted
from traditional savings instruments-savings accounts, stocks,
bonds-to purchases of inflation hedges-coins, postage stamps, works
of art-not because they wanted to have these as permanent items but
because they wanted to invest in these as inflation hedges. Those are
not productive forms of savings.

I see now people moving out of those items back into traditional pro-
ductive forms of savings-savings accounts, purchases of securities-
all of which finance the growth of American industry.
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Senator A BDNOR. Thank you.
Mr. WE1DENMAUX. By the way, Senator, I know frequently you ask

me about the farm sector which clearly has been hurting during this
period. I have some good news to report and that is the tremendous
progress on inflation means that costs on the farm for purchases
that farmers make, those costs are increasing much less rapidly. In fact,
during March, for the year ending March 1982, prices paid by farmers
rose by only one-half of the rate that they rose the year ending March
1981. We've seen a 50-percent reduction in the inflation rate of items
purchased by farmers in the past year.

Senator ABDNOR. Well, that's very encouraging. This is one of the
reasons the recovery program has helped. Part of it is also that farm-
ers are so broke right now they haven't got any money to purchase
anything and retailers have to cut prices to keep sales going. Decreas-
ing inflation can be one of the greatest benefits to farmers, along with
lowering these high interest rates. You put those two together, even
though farm prices are deplorable, they wouldn't be nearly as bad off
and in as tough shape.

Senator JEPSEN. Several times a week I have early morning visits
with my brother who's managing and farming our family farms.
There have been much brighter reports, just in the last few weeks, in
the farming community and agricultural areas. We have cattle prices
now that broke $70 a hundred, hog prices broke over $50 a hundred;
and this means in both instances that we're talking about profits in
those areas for the first time in many years. We look at one of the
major items for gettin the crops in that is a big item: that's your fuel
and energy. And that s markedly lower. It's not that it's increased;
it's dramatically lower.

So there are some good signs. There are some signs that are woven
in the fabric of this whole economic recovery that are very positive for
all America and I think if I had a word for all of us consumers it is
that the day has returned when we can find good prices if we pick and
choose. I drove into a gas station this morning in the Washington,
D.C., area and I paid $1.59 a gallon, partly because I was in a hurry
and I got in a line that wasn't self-service and that costs more. But
I was in Iowa last weekend and gas was 99 cents a gallon.

Mr. WEIDENBAUM. I'll tell my daughter in Des Moines to gas up the
family car in Des Moines before she drives here.

Senator JEPSEN. No, what I'm saying is that regardless what market
you are in, if you shop around you will find gas prices that are down
all over. not just in Iowa.

Regardless of that, the recession makes this a very tough year for
Congress and the President and we've been kind of basking here in a
little bit of good news this morning. On the more sober side, there
are no easy or palatable options available. This has been a tough busi-
ness. It means we've got to establish our priorities swiftly, and as you
indicated this morning, we've got to do it with care. It's not an easy
task.

But one of the things the American people are looking for to see
everybody here work together to deal with the problems that have
been building over many years. We're going to have a major break-
through in favor of economic recovery. I think the thing we're report-
ing on here this morning is a major breakthrough. The signs are there.
The signposts are good.
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Economic problems can only be addressed by joint effort all
around-Congress, the President, Democrats and Republicans. I
would suggest that those that seek partisan advantage from our eco-
nomic dilemma are mistaken, very mistaken. If we hang, we're all
going to hang together, regardless of party. What people want is re-
sults. The President has been steadfast and firm in his commitment in
holding to the four basic steps which are the same as they were on
January 21, 1981, in his economic recovery program: Getting control
of Government spending; a tax structure giving individuals incentives
to invest and giving people an opportunity to have a piece of the Amer-
ican dream; regulatory reform, 23,762 pages less last year and we're
just beginning; and a stable monetary policy. Those steps haven't
changed today. They are as good today as they -were then. They are
starting to show signs that we are on the right track. It's been a tough
job and we've got some tough times ahead, but we need to work to-
gether.

I thank you for coming here today. Do you have any closing re-
marks?

Mr. WEIDENBAUM. I just wanted to express my great appreciation
for your closing statement, Senator Jepsen. That statement is most
heartening and I wish all of us truly can take it to heart because I
think you put your finger on precisely the approach we need to take
to get this economy turned around.

And we are, as the President said, determined to do our full share
and, as the President said, he'll walk that extra mile.

Senator JEPSEN. Thank you. The subcommittee stands adjourned.
[Whereupon, at 11:40 a.m., the subcommittee adjourned, subject to

the call of the Chair.]
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