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THE 1983 ECONOMIC REPORT OF THE PRESIDENT

TERURSDAY, FEBRUARY 3, 1983

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC CoMMirrrE,

Wahingtom, D.C.
The committee met, pursuant to recess, at 10:10 a.m., in room 6226,

Dirksen Senate Office Building, Hon. Roger W. Jepsen (chairman
of the committee) presiding.

Present: Senators Jepsen, Abdnor, Mattingly, and Sarbanes; and
Representatives Scheuer, Wylie, Holt, Lungren, and Snowe.

Also present: Bruce R. Bartlett, executive director; James K. Gal-
braith, deputy director; Charles H. Bradford, assistant director; and
Louis C. Krauthoff II, Marian Malashevich, Sandra Masur, and
Robert J. Tosterud, professional staff members.

OPENING STATEMENT OF SENATOR JEPSEN, CHAIRMAN

Senator JEPSEN. I wish to welcome today's distinguished witness,
Ambassador William E. Brock, the U.S. Trade Representative. The
challenges we are facing in international trade grow greater and
greater with each passing day, and we will need innovative solutions
if we are to take full advantage of the benefits trade can offer.

In 1982, due to worldwide recession and unfair foreign trading
practices, the deficit in U.S. trade grew to an alarming $44 billion.
It is expected to soar to new heights in 1983. This means lost sales
opportunities here and abroad, idle plant capacity, and fewer jobs for
Americans here at home.

The picture for agriculture, normally the brightest spot in our trade
performance, is not much better. In 1982, agricultural exports declined
nearly $5 billion from the previous year. That was the first year-to-
year decline in more than a decade and USDA is projecting a further
$2 billion decline in 1983, with obvious results for farm prices, farm
revenues and the health of our farming community.

If we are going to reverse those declines in industrial and agri-
cultural trade, we are going to have to become tougher with our trad-
ing partners and tougher in our trading efforts.

The administration made a good start last year and in 1981 by sup-
porting the passage of the Export Trading Company Act and by re-

ucing the taxes American citizens have to pay when working
overseas.

But more-much more-remains to be done. Due to high interest
rates, the U.S. dollar is still seriously overvalued, and U.S. goods and
services are virtually priced out of the international marketplace.

(1)



2

The Japanese market remains closed to U.S. exports, particularly beef,
cars and services, and insurance. The Europeans continue to subsidize
their exports of agricutural products to the. Middle East, the Far East,
and Latin America. driving the United States out of markets we have
traditionally supplied. The developing countries continue to impose
prohibitive duties on imports from all countries, denying us legitimate
export opportunities and distorting trade.

All of these actions and more must be addressed in Congress and by
the administration-and they must be acted on now, or we will see our
trade position erode further and our prospects for significant employ-
ment growth fade away.

Our Trade Representative has had a very distinguished career and
has an important task before him. Ambassador Brock, we look for-
ward to your comments on where we are going in the international
arena.

Before we proceed, I would ask if there's anyone on the committee
who desires time for an opening statement.

Representative HOLT. I have no opening statement.
Senator JEPSEN. Senator Mattingly.
Senator MATrINGLY. Not at this time.
Senator JEPSEN. Congressman Wylie.

OPENING STATEMENT OF- REPRESENTATIVE WYLIE

Representative WYLIE. Thank you very much, Senatlor Jepsen.
Mr. Ambassador, welcome to the Joint Economic Committee. Our

service together began on the House Banking Committee several years
ago so I know something of the distinguished career you have had
that was referred to by Senator Jepsen.

May I say that you have one of the toughest jobs in Washingon
from my objective. We had Chairman Volcker, for example, of the
Federal Reserve before our Banking Committee yesterday and he was
asked some of the same questions that you will be asked today, I'm
sure. You have to sell American goods and services abroad in the face
of tremendous obstacles-a cavalier attitude among many business and
government leaders that export markets are not all that important
to the large U.S. economy a strong U.S. dollar that pushes up U.S.
export prices, inadequate financing terms and conditions, aggressive
selling techniques by foreign competitors, and restrictive trade prac-
tices and export subsidies by foreign nations. All of this contributes
to your very significant problem as I see it. These present some pretty
formidable challenges. We all have a common goal to make the United
States a strong and viable competitor in world markets. I hope we can
come up with some answers this morning. I look forward to your
testimony.

Thank you very much.
Senator JEPSEN. Congresswoman Snowe.
Representative SNOWE. I have no statement. Thank you.
Senator JEPSEN. All right. Senator Abdnor, who will join us later

on this morning, has requested that his opening statement be inserted
in the record, without objection.

[The opening statement of Senator Abdnor follows:]
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OPENING STATEMENT OF SENzATOR ABDNOR

Welcome, Ambassador Brock. If you recall, Mr. Brock, a couple of months
ago you and I had a heart-to-heart discussion concerning my perception that
this administration was being less than aggressive in meeting foreign trade chal-
lenges. You advised me that this was not the case and to expect proof in the near
future. You can imagine how pleased I was to hear about the flour sale to Egypt.
Earlier this week Secretary of Agriculture Brock commented before this com-
mittee that this one sale of 1 million metric tons of flour generated $850 million
in additional economic activity and created over 9,000 Jobs. Now, that's a Jobs
program.

But that's the good news. As you are well aware, Mr. Ambassador, this is a"what have you done for me lately" town. My concern, of course, is in regard
to the administration's recent decision to impose restrictions on textile imports
from the People's Republic of China which has led them to retaliate against our
agricultural exports to their country. According to the Department of Agri-
culture there is only one major growth market -for wheat and wheat flour in
1982-83--(Thina. USDA also sees only one major growth market for course
grains-China. Mainland China also has a projected import need of 400,000
tons of soybeans during 1982-83. During 1981-82 China purchased 400,000 tons
of soybeans from the United States. These sales represented the bulk of Chinese
imports last year.

Now I do not know the magnitude of benefits that the textile industry of this
country may realize, but they are going to have to be sizable so as to offset the
immediate, long-run, and perhaps permanent, costs of this decision on agriculture.

Frankly, Mr. Ambassador, our trade policy-if indeed we have one-does not
appear to be that of leadership but rather of counterpunching. I agree entirely
that the United States must take the lead toward freer world trade, but a parade
with but one participant is a pitiful-and many of our competitors consider a
laughable--sight. I-am confident that this Congress is more than willing, even
anxious, to provide you with whatever policy tools you need to successfully de-
fend the interests of U.S. businesses in the international marketplace.

I look forward to your remarks.

Senator JEPsEN. All right. With that then, welcome, Mr. Ambas-
sador, and you may proceed.

STATEMENT OF HON. WILLIAM E. BROCK, U.S. TRADE
REPRESENTATIVE

Mr. BROcK. Thank you, Mr. Chairman. I first want to express my
gratitude for being given a chance to come back before the committee
on which I served with great pleasure in the 1960's. I do value greatly
this committee and its work and I appreciate the willingness of the
members to serve on it because it is one of the fundamental committees
of the Congress and one that helps us maintain a larger perspective
outside the areas of specialization that the Congress has to engage in
most of its committee work.

If I may, Mr. Chairman, I will make a very brief statement and sub-
mit a more complete prepared statement for the record.

The creation of millions of new jobs is dependent upon our ability
to compete, in the rest of the world. In recent years four out of five of
the new U.S. jobs in manufacturing have come in foreign trade. Two
out of every four acres planted by American farmers is produced for
export; andwe have only begun.

With $2 trillion of goods and services already being traded around
the globe, the new opportunities for our workers are almost unlimited.
We are the most creative, productive, and competitive people in the
world. We have, with all of our present troubles, the strongest free
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enterprise system ever developed in the history of mankind. The
-future is ours-and we must seek it.

However, in this Nation, as in other countries, there are those who
propose a "fortress" mentality-the adoption of policies that, in effect,
would pull up the drawbridge, insulate our markets from world com-
petition, and protect our industries from change. I believe that this is
a self-defeating course of action. Nations which protect their econ-
omies from adjustment today will pay the costs by a decline in
productivity tomorrow. Inevitably this would mean less economic
growth, fewer jobs, a lower standard of living and more government
intervention to divide up an even smaller economic pie.

All major trading nations are feeling the impact of momentous
changes in the structure of their economies-in a movement toward
technologically more advanced industries that are more capital and
less labor intensive. Over the short term, these changes may cause
painful social and economic adjustments, but if successfully managed,
over the long term they will lead to greater economic opportunities-
to more and better jobs, to the greater production of goods and serv-
ices and to a higher standard of living.

Efforts to deflect and slow down the adjustment process would, if
successful, mortgage our future and that of our children and grand-
children to an outmoded, unproductive, and inflationary economy. We
would run the grave risk of falling far behind those nations which
have the foresight and discipline to successfully navigate their way
through the rapidly changing world economy.

I believe the correct course lies in the other direction-toward more
open markets, greater competition among nations and trade ex pan-
sion. While we believe we are the most open of the major trading
nations, we are, all of us, far from perfect. Subsidies, tariffs, and even
nontariff barriers remain in this country and even more so among
many of our trading partners. In either case, they raise our prices,
limit the creation of new jobs, and stifle improvements in our standard
of living.

As we seek to minimize negative steps at home, we must recognize
that others will choose a different course. In the real world govern-
ments do intervene in the marketplace, and unless we respond, Amer-
icans may be injured unfairly. Together with the Congress, we will
provide:

One, economic policies at home that allow the U.S. economy to
adjust to wealth-creating innovations;

Two, effective enforcement and, where necessary, strengthening of
U.S. trade laws to help insure that U.S. industries compete on a fair
and equal basis in international markets; and

Three, effective and persistent negotiations with other countries
to remove trade barriers and unfair trade practices abroad which
burden U.S. exports.

Domestically, the challenge is to fashion economic policies that
will generate sufficient growth to allow the Nation's economy to adjust
to rapidly changing technological and competitive conditions. As
economic recovery proceeds, American industries will emerge leaner,
more efficient and better able to compete at home and abroad.

Other steps are also required by all of us. Education, training, and
retraining are as fundamental to our success as are research, develop-
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ment, and productivity. Labor, management, and government at all
levels can and, must participate in improving these tools of growth.
Tax policy, regulatory practices, and government programs all need
constant reevaluation in terms of our competitive opportunity. In the
final analysis, every American has a tole, and a stake, in international
trade.

Open and fair competition for U.S. industries requires rigorously
enforced U.S. and international trade codes. This administration has
been aggressive in pursuing unfair trade practice complaints against
our trading partners for their violations under the GATT. We will
continue to be vigilant and forceful in defending U.S. workers against
unfair predatory practices. We also will review the adequacy of our
trade laws, and work with the Congress in strengthening them where-reied.

t me reaffirm that this administration stands committed against
the siren call of protectionism, but all should understand clearly that
we will not sit on our hands if other governments act in such a way
as to injure U.S. workers and industries. Just as we do not intend to
shift our unemployment to other countries, so do we not intend to
allow other countries to shift their unemployment to us. We will act
to defend and advance the legitimate interests of the United States
and all free nations in the international trading system.

Internationally, the United States will continue its vigorous efforts
to strengthen international agreements. Our leadership is essential.
We must stop the drift toward short-term, inward looking policies
that would cause the nations of the international trading system to
repeat the disastrous history of the 1930's, when protectionism and
trade wars eventually led to unprecedented suffering. As a leader of
the free world, the United States cannot and will not accept this result.
We will provide this leadership by act, and by example.

Our success will be measured not in laws or lofty statement, but in
jobs, growth, and real income. We can compete with anyone, and our
potential is almost limitless.

Thank you, Mr. Chairman.
[The prepared statement of Mr. Brock follows:]
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PMMARED STATEMENT Or HoN. WLLUAM E. BROCK

The creation of millions of new jobs is dependent upon our ability to

compete in the rest of the world.- In recent years 4 out of 5 of the

new U.S. jobs in manufacturing have come in foreign trade. Two out

of every four acres planted by American farmers is producing crops

for export. And we have only begun.

With 2 trillion dollars of goods and services already being traded

around the globe, the new opportunity for our workers is almost unlimited.

We are the most creative, productive, and competitive people in the

world. We have, with all of our present troubles, the strongest free

enterprise system ever developed in the history of mankind. The future

is ours - and we must seek it.

Bovever, in this nation, as in other countries, there are those who propose

a "fortress" mentality - the adoption of policies that, in effect, would

pull up the drawbridge, insulate our markets from world competition,
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and protect our industries from change. I believe that this is a self-

defeating course of action. Nations which protect their economies

from adjustment today will pay the costs by a decline in productivity

tomorrow. Inevitably this would mean less economic growth, fewer jobs,

a lower standard of living and more government intervention to divide up

an even smaller economic pie.

All major trading nations are feeling the impact of momentous changes in

the structure of their economies -- in a movement toward technologically

more advanced industries that are more capital and less labor-intensive.

Over the short-term, these changes may cause painful social and economic

adjustments, but if successfully managed, over the long-term they will

lead to greater economic opportunities -- to more and better jobs, to

the greater production of goods and services and to a higher standard

of living.

Efforts to deflect and slow down the adjustment process would, if

successful, mortgage our future and those of our children and grandchildren

to an outmoded, unproductive, and inflationary economy. We would run

the grave risk of falling far behind those nations which have the fore-

sight and discipline to successfully navigate their way through the

rapidly changing world economy.

I believe the correct course lies in the other direction -- toward more

open markets, greater competition among nations and trade expansion.
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While we believe we are the most open of the major trading nations, we

are, all of us, far from perfect. Subsidies, tariffs, and even non-

tariff barriers remain in this country and even more so among many of

our trading partners. In either case, they raise our prices, limit the

creation of new jobs, and stifle improvements in our standard of living.

As we seek to minimize negative steps at home, we must recognize that

others will choose a different course. In the real world governments

do intervene in the marketplace, and unless we respond, Americans may

be injured unfairly. Together with the Congress, we will provide-

I. Economic policies at home that allow the U.S. economy to adjust

to wealth-creating innovations;

2. Effective enforcement and, where necessary, strengthening of

U.S. trade laws to help ensure that U.S. industries compete

on a fair and equal basis in international markets;

3. Effective and persistent negotiations with other countries

to remove trade barriers and unfair trade practices abroad

which burden U.S. exports.

Domestically, the challenge is to fashion economic policies that will

generate sufficient growth to allow the nation's economy to adjust to

rapidly changing technological and competitive conditions. As economic

recovery proceeds, American industries will emerge leaner, more efficient

and better able to compete at home and abroad.
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Other steps are also required by all of us. Education, training, and

retraining are as fundamental to our success as are research, development,

and productivity. Labor, management, and government at all levels can

and must participate in improving these tools of growth. Tax policy,

regulatory practices, and government programs all need constant re-

evaluation in terms of our competitive opportunity. In the final analysis,

every American has a role, and a stake, in international trade.

Too, open and fair competition for U.S. industries requires rigorously

enforced U.S. and international trade codes. This Administration has been

aggressive in pursuing unfair trade practice complaints against our

trading partners for their violations under the GATT. We will continue

to be vigilant and forceful in defending U.S. workers against unfair

predatory practices. We also will review the adequacy of our trade laws,

and work with the Congress in strengthening them where required.

Let me reaffirm that this Administration stands committed against the

siren call of protectionism, but all should understand clearly that we

will not sit on our hands if other governments act in such a way as to

injure U.S. workers and industries. Just as we do not intend to shift

our unemployment to other countries, so do we not intend to allow other

countries to shift their unemployment to us. We will act to defend

and advance the legitimate interests of the United States and all free

nations in the international trading system.
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Internationally, the United States will continue its vigorous efforts

to strengthen international agreements. Our leadership is essential.

We must stop the drift toward short-term, inward looking policies that

would cause the nations of the international trading system to repeat

the disastrous history of the 1930s, when protectionism and trade wars

eventually led to unprecedented suffering. As a leader of tne free

world, the United States cannot and will not accept this result. We

will provide this leadership by act, and by example.

Our success will be measured not in laws or lofty statements -- but

in jobs, growth, an. real income. We can compete with anyone, and our

potential is almost limitless. It is time we begun.

Whatever the short-term problems and even crises we may face, we must

keep our policies fixed on the goal of maintaining an open, flexible

economy that allows our industries and workers to adjust to rapidly

changing economic and competitive challenges. We must resist the adoption

of a "fortress mentality" -- the adoption of policies that, in effect,

pull up the drawbridge, insulate our markets from world competition and

shield our industries from innovative change. Nations which protect their

economies from adjustment today wiill pay the price of a decline in

competitiveness tomorrow.
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I believe that if we can develop an understanding of the long-term forces

that are working in our economy -- if we can get the fundamentals right,

in other words -- then we can avoid unwise and self-defeating measure to

impede adjustment toward a more efficient -- and more equitable -- society.

U.S. Trade Performance in the 1970s

There can be no doubt that in the three decades after the Second World War,

international trade, spurred by successive rounds of liberalizing trade

negotiations, generated substantial additional growth in the internal economies

of all trading nations. World trade grew much faster (7.1 percent) than

world commodity production (4.9 percent), and developing countries as well

as industrialized countries benefitted (the GNP of 60 middle-income countries

grew 30 percent faster than industrial nations between 1950 and 1980, though

real per capita GNP grew at about the same pace as that of industrial

nations).

How has the United States performed since the mid-1970s; what is our situation

now, and what are the prospects for the future? Well, to revert to the

popular vernacular, there is both good news and bad news. Let me take the

bad news first.

Certainly during the 1970s the U.S. economy performed poorly in comparison

with earlier decades. Partly, this was due to adjustment to the rise in

oil price, partly to certain long-range trends that for this decade had

a negative impact, and partly the blame must be laid at the feet of the

government itself, which through mismanagement of fiscal, monetary and



12

regulatory policy produced a situation of growing inflation, persistent

deficit and declining investment.

The result of these combined negative forces was that real GDP grew at

an annual rate of 3.1 percent compared with 3.9 percent in the 1960s,

inflation averaged 7.1 percent for the decade but soared to,13.8 percent

in 1980, and productivity growth slowed to only half (1.5 percent) of what

it had been in the 1960s.

Yet for all the problems the U.S. encountered during the 1970s, a closer

examination of some key economic and trade indices reveals that compared to

the record of most of our trading partners, the U.S. economy performed quite

well. And indeed, in some cases -he problems of the 1970s have silver

linings in the 1980s. It is true, for instance, that because of the huge

influx of relatively inexperienced people into the workforce in the 1970s

labor productivity declined temporarily. But it is also true that the

United States created 20 million jobs during this decade, while the

European Community nations added only about 3 million new jobs during the

same period. During the 1980s, there will be far fewer young people and,

after 1983, fewer women entering the work force for the first time. For

instance, the number of men and women in the 16-24 age group will decrease

by 1.5 million during the 1980s. Thus, the U.S. work force will increasingly

be composed of more experienced, skill workers, and this will have a

positive effect on productivity.
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Further, over the past decade, U.S. wage rates in manufacturing became

much more competitive with other developed nations. Though there remain

industries and sectors where wages are a significant factor in a decline

of U.S. competitiveness, U.S. manufacturing wages as a whole between 1970

and 1980 rose far more slowly than those of other industrialized nations.

For instance, manufacturing wages in West Germany increased at a rate

ninefold than that of the United States: for France and Italy, about

eightfold; for Japan almost sevenfold; and for Great Britain, almost

sixfold.

Part of the real and continuing strength of the U.S. economy has been veiled

by shifts in exchange rates during the past decade. U.S. exports have

grown rapidly during periods when the dollar was depreciating (1971-74

and 1977-1980) and exports actually declined while the dollar appreciated

between 1974 and 1977. The upswing in the value of the dollar beginning

in late 1980 again has adversely affected U.S. exports.

However, declining U.S. interest rates and signs of a stronger world economy

are beginning to be felt. The dollar has declined substantially against

the currencies of all our key industrial trading partners except Great

Britain in the past three months, augering well for renewed U.S. export

competitiveness.

The sensitive debt situation of many of the developing countries also has

had a negative effect on U.S. trade. The International Monetary Fund, the

private banks, the United States and other industrial countries are

20-982 0 - 83 - 2 /
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working to help major debtor countries adjust to the realities of living

within their own means.

To accomplish this adjustment such major LDCs as Mexico, Brazil, Argentina,

as well as other developing debtor countries, have embarked on adjustment

programs of great austerity. They will need to continue to increase their

net export earnings in order to correct their growing balance of payment

problems.

However, even during times of fluctuating exchange rates, an uneven

dollar abroad, and the LDC debt problem, the United States has managed to

maintain its share of the total world trade and total world exports. In

fact, our share of the world's exports has actually grown from 11.9 percent

in 1977 to 13.3 percent last summer.

Looking at manufactured items alone, we see that the volume of U.S. exports

climbed almost as rapidly as that of Japan and faster than that of the

EC countries during the 1970s. The U.S. share of OECD exports of manufactures

was two percentage points higher in 1980 than in 1970.

From 1970 through 1981 the United States was in a strong current account

position and our overall trade performance was credible. In that period

the United States earned far more than it paid out in its current inter-

national transactions (goods, services, return on capital invested abroad,

and private remittances).
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For these 12 years our cumulative surplus exceeded $60 billion, more than

that of any other industrial country. Moreover, this reflected the growing

importance of trade in the U.S. economy as the share of exports and imports

as a percentage of GNP roughly doubled over this period to 17 percent.

Administration's Management of the Economy

Despite the fact that compared to other countries we did not do that badly

during the 1970s, this Administration faced a serious and deteriorating

economic situation when it took office at the beginning of 1981: government

spending was out of control, inflation and interest rates were rising and

productivity was falling.

Reversing the policies and trends of three decades has not been an easy task

but I think we have made a good beginning in the past two years. With the

help of Congress, we have cut the rate of growth of Federal spending from

17.5 percent in 1980 to 10.4 percent in 1982. The combined effects of the

1981 and 1982 tax bills are freeing up substantial sums for consumers to

spend and for business to invest. Hundreds of burdensome Federal regulations

have been eliminated or revised.

Over the last few months, the prime rate, which had peaked at over 21 percent

in early 1981, fell to the range of 11-12 percent. Inflation for 1982 dropped

to 3.9 percent, the lowest in a decade. We have reversed the decline in

productivity -- in the last two quarters of 1982, productivity rose at an

annual rate of 30 percent.
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In his State of the Union message, the President announced a series of measures

to spur that recovery and to reduce prospective deficits that could impede

future economic growth. These include:

o a comprehensive freeze on Federal spending;

o structural reform to control the growth of entitlement programs;

o and a standby tax program to insure against continued high deficits.

The President also announced that he will announce a broad trade strategy --

"one that increases the openness of our trading system and is fairer to

America's farmers and workers in the world's market place." The new

proposals include:

o new funding authority for the Export-Import Bank to allow it to

meet the terms of export subsidies of other nations;

o a program to upgrade our port facilities, in order to enhance

our export position, particularly with regard to coal;

o a comprehensive employment bill to address the problem related to

long-term, structural unemployment;

o clear authority for the President to negotiate new agreements

regarding trade in services, high-technology products and foreign

investment.

The Future

Looking ahead, what are the major factors that will influence U.S. trade

policy in the coming months and over the next few years, and what are the

policies that will guide us through this period?
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In the first place, as the President said in the State of the Union Message,

while we still "have a long way to go, America is on the mend." The

fundamental elements of the Administration's economic policies are right,

and our perseverance is beginning to pay off in solid, non-inflationary

growth. For December, the- index of leading indicators rose by a strong

1.5 percent, the largest increase in more than two years. Although long-

term projections are dangerous, we believe that by the second half of 1983,

the economy will be growing at a rate of about 4 percent and that we will

sustain this rate of growth through the scceeding four years. Inflation

should hold in the 5 percent range for 1983 and average slightly less than

that through fiscal 1988.

Against this background of steady growth and lessening inflation, however,

there will be continuing problems that we should anticipate and understand

in order not to be stampeded into short-term, economically senseless policies

and programs. For instance, the United States will lead the way out of the

worldwide recession, but as growth takes hold, our trade balance will almost

certainly worsen. Initially, as a result of our advanced position, we will

import more from other nations, while our exports will lag as these nations

continue their efforts to revive their economies and to solve their difficult

balance of payments problems. The continuing high value of the dollar

is also likely to increase our trade balance deficit for some time.

In time, this situation will improve itself, but we will need to vigilant

against the siren call of proectionism because denying our markets to
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other countries would result in prolonging the worldwide recession and quite

possibly stifling a recovery.

At home, we will continue to face difficult and challenging questions regarding

some of our basic industries that are going through a long-range adjustment

to changing domestic and international competitive conditions. It is my

hope and expectation that the worst times for basic industries such as steel

and automobiles are behind us. In the past three years, each of these

industries has been buffeted not only by the impact of long-term adjustment

problems but also by the swift and wrenching impact of the recession. This

has resulted in a 30 percent decline in employment in both industries. As

we come out of the recession, demand and employment will rise, but we

should not expect to reproduce the past glories -- permanent adjustment factors

will preclude this, including lower demand as a result of energy conservation,

the introduction of more efficient capital equipment and the growing com-

petitiveness of the basic industries of other nations.

Once again, while acting to ameliorate the social costs and to retrain and

relocate our work force through such measures as the 1982 Job Retraining

Act which will aid 2 million people next year, we must continue to follow

policies that will encourage capital and labor to move into more productive

and competitive industries and sectors.

In keeping our goals fixed on the necessity for change and adjustment, however,

this Administration will not hestitate to counter unfair trade advantages
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practiced by any of our trading partners. "Beggar-thy-neighbor" policies,

which injure our industries and workers, will not be tolerated.

Opportunities for Growth: I have tried to be very frank with you regarding

what are likely to be continuing problems for U.S. basic industries and

the prospect for negative trade balances over the next couple of years.

But while there are potential difficulties and even dangers for the United

States to avoid, a more fundamental and important point is that liith 2

trillion dollars of goods and services already being traded around the globe,

the new opportunities for our entrepreneurs and workers are almost un-

limited. The key to our continued leadership and success are policies that

encourage our economy to adapt to change toward technology-intensive

industries and toward the provision of the services that support a

technologically-advanced society. We must build on our strengths, parti-

cularly in four areas where the United States has already established a

strong competitive record and where even greater opportunities lie in the

future: trade in high-technology products, trade in services, trade in

agriculture, and trade with developing nations.

High-Technology Industries -- The United States stands on the brink of a

technology-based, Second Industrial Revolution that will dramatically alter

the kinds of goods the nation produces, how they are produced and where
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they are produced. Industries on the cutting edge of this revolution

constitute the most dynamic element of the U.S. economy -- and the key to

future U.S. competitiveness in world trade in manufactured products.

A recent study by the President's Cabinet Council on Commerce and Trade (CCCT)

found that 9 out of the 10 fastest growing industries in the United States

in the 1980s will come from the high-technology area. These include:

communications equipment, drugs, and medicines; electronic components;

aerospace; industrial chemicals; professional and scientific instruments;

engines; turbines and parts; computers and office equipment; and plastic

synthetic materials.

The CCCT study also points out that since 1930, the rate of growth in high-

technology industries (adjusted for inflation) was more than twice the

average rate of all U.S. businesses (7 percent versus 3 percent). During

the 1970s, productivity in high-technology industries grew, on the average,

six times faster than average productivity in all businesses.

Possessed of a highly-skilled labor force, abundant capita, for investment,

technological know-how and experience, a huge internal market and worldwide

,marketing networks, the United States is uniquely positioned to lead the

way in high-technology trade -- and indeed we are doing so. Trade in

high-technology goods has become a central element in the U.S. trade and

current account balances. During the 1970s, the positive balance of

technology-intensive products increased greatly, reaching over $52 billion
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in 1980. Machinery made up half of this positive balance, including exports

of computers, mining and well-drilling equipment, internal combustion

engines, and construction equipment. Chemicals made up about a quarter of

the favorable balance, with aircraft and parts accounting for about 20 percent.

From advanced electronic equipment manufacture to communications services,

technological change will require and generate new kinds of jobs. By the

year 2020, as many as one-half of U.S. workers would be employed at jobs that

do not exist today. Our high technology industries clearly present existing

new possibilities. These opportunities could be denied us if we do not

address potentially serious trade problems.

Virtually all nations view high-technology industries as critical to their

economic growth and international competitiveness. Technology-intensive

industries, thus have become the central focus of national industrial policies

and a broad range of interventionist policy instruments have been adopted

to protect and foster high-technology sectors.

Some countries, for instance, have identified and targeted priority industries

for special treatment, including low-interest loans, tax subisides, direct

grants and government-industry partnerships. Others have encouraged or

forced rationalization of industries through mergers or other means. Foreign

companies have been directly affected through coproduction requirements,

compulsory licensing and patent agreements and local content requirements.

Government procurement policies and rules have been skewed toward domestic

high-technology firms.
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These are problems we intend to address multilaterally in the GATT,

bilaterally with our principal trading partners, and unilaterally in the

development of our policies.

Trade in Services. The U.S. service sector, like the high-technology sector,

has become a central element in both the U.S. economy and the current

account balance. Composed of widely differing industries from telecommunica-

tions to tourism, from education to banking and insurance and from

advertising to construction work, the service sector is the hallmark of an

advanced industrial society. In the United States, today, services account

for over 65 percent of our GNP, and service industries, including the

government, employ 7 out of 10 workers. Further, the service sector was

responsible for most new jobs created in the 1970s. Between 1970 and 1979,

18 million new jobs were created in that sector, while only 2.5 million new

jobs were generated by the production of goods.

The growing importance of services to the U.S. economy is not confined to

domestic economic activity. Exports of services have become a major source

of export earnings, and helped offset the increasing deficit in U.S. mer-

chandise trade. In 1981, the surplus in services amounted to over $41

billion, and between 1975 and 1981, U.S. international service transactions

provided a net Lurplus of over $190 billion.

Service industries rank with high-technologies industries as growth areas

for international trade ia the coming decades. The value of worldwide

insurance transactions in 1982 totaled $435 billion, with expansion
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averaging 10 percent annually for the past several decades. The world market

for telecommunications services exceeded $180 billion in 1980 (the U.S.

accounted for 40 percent of this), and is expected to expand to almost

$450 billion by 1990 (U.S. expected share: $159 billion).

despite the growing importance, international trade in servLces is

threatened by growing barriers to trade and the absence of international

rules covering services trade.

Trade in services has increasingly been distorted by a growing number of

nontariff barriers, including restrictions on access to markets, though

outright denial of entry, discriminatory licensing requirements; mandatory

joint ownership; restrictions on financial operations, such as discriminatory

taxation and denial of remittance of revenue; and restrictions on com-

petitive equality, through such means as discriminatory government pro-

curement and restrictions on employment of non-nations.

The list of examples of the use of such barriers against U.S. service

companies is almost endless: Australia forbids screening of commercials

made abroad; some European countries do not allow U.S. airlines access

to computer reservations systems; U.S. law firms cannot open branch offices

in Japan; and the Norwegian government refuses to license any foreign

insurance firms.

Though often "invisible," these trade barriers together exert a major

impact on world trade, and concurrently on U.S. jobs and potential earnings.



24

The absence of effective international agreements is something we must

correct. We assigned a high priority to this issue in the GATT Ministerial,

and we will continue to do so.

Agriculture

We have been blessed with a unique combination of soil, climate, and dedicated

people to make us the most effective producers of temperate agricultural

products in the world. Our productivity is the envy of many around the world

who struggle to produce to meet minimum needs. In a world where trade

distortions did not exist, we would be able to take advantage of that

enormous productivity to supply the food demands of much of the world. But,

unfortunately, distortions do exist in the form of import barriers, export

subsidies, unreasonable health and sanitary restrictions, overly stringent

customs procedures,:and a myriad of other devices that tend to reduce

incomes for our producers and raise costs for consumers in other countries.

We are at the point where farmers use almost 40 percent of their cropland

to produce for export; and they have come to depend on exports for one-

fourth of their marketing income. Obviously, if we are to maintain the

health of our national economy we must give a boost to its agricultural

component by maintaining and expanding foreign markets. One way to do

this is to actively seek removal of devices that distort trade.

As a result of the GATT Ministerial, we have established a Committee on

Trade in Agricultural Products within the GATT-context. That group will

hold its first meeting in Geneva in early March. We look to it as a way
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of addressing a number of problems that exist in agricultural trade today.

We will not rely entirely on this mechanism, however.

We will continue our intensive bilateral discussions on agriculttiral trade

issues with the European Community and Japan. I will be in Tokyo next week

and will be discussing the whole range of agricultural issues that we have

outstanding with the Japanese. We must have the total elimination of the

restrictions that they maintain on agricultural products that we could

ship them.

At the same time, my Deputy, David Macdonald, will be in Brussels meeting

with officials of the European Community in an attempt to resolve a number

of trade disputes that involve both export subsidies and market access. Our

sale of wheat flour to Egypt has given us a degree of credibility in dealing

with the community that did not exist before. I think that we have

demonstrated that the President's commitment to actively seek foreign markets

for our agricultural products is .t very real one. We are also examining

other possible markets in an effort to regain the share of the world market

for agriculture that we think we would have if it were not for the unfair

trading practices of some of our trading partners.

I do not mean to imply that we have trade problems in agriculture with only

Japan and the EC. Quite the contrary; but I highlight those two only as

examples of the way in which we are actively seeking to get a fair shake

for a very important sector of our economy.
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Trade with Developing Countries. One of the most significant developments

of the last decade has been the rapidly growing importance of the LDCs as

a factor in the U.S. trade balance. High growth rates in the developing

countries (particularly the NICs) and a bonus of dollar earnings from

petroleum exports for the OPEC nations, provided the means for these

countries to gain a larger share of world trade; and the United States

emerged as a major beneficiary. By 1980, total U.S. trade with the

developing countries amounted to more than that with Europe and Japan combined.

The expanding export capacity of the NICs contributed greatly to the increase

in the LDC share of U.S. imports of manufacturers from 14 percent in 1970

to 24 percent in 1980. Conversely, earnings from exports and demand for

plant and equipment related to development needs have led to an increase in

the LDC share of U.S. exports of manufacturers from 29 percent in 1970 to

39 percent in 1980. Further, in the high-technology area, LDCs also became

important U.S. customers, taking abou t 40 percent of our high-technology

exports as we entered the 1980s. Overall, the U.S. maintained a favorable

balance of trade over the entire decade, with the surplus reaching $26

billion in 1980.

There are both short- and long-term problems that loom in our trade with

developing nations. For the immediate future, the problems associated

with the worldwide recession since 1980 and the steeply rising debt burdens

of many developing countries constitute the greatest threats to continued

growth of trade with these countries. The debt burdens have forced many
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payments and the continued drag of the recession has increased pressure

to embark on aggressive export promotion and import-restriction policies.

We must ensure that our monetary aid and trade policies work together to

address the short-term financial problems without causing damage to our

longer-term trade and financial interest. We must also devise new negotiating

approaches that will enable us to negotiate new trade commitments of

long-term benefit to both the United States and the LDCs.

Policy Alternatives

The United States will need a coherent, but multi-faced response to the

wide-ranging trade issues it will face for the balance of the decade, a

strategy that combines a vigorous defense of U.S. interests through the

use of existing mechanism with the exploration of new tactics and policies.

First of all, we should get our own house in order. This means a careful

scrutiny of our domestir-aws iM policies -- antitrust, R&D, the environ-

ment -- to determine their impact on our competitive trading position.

We must also see to it that our trade laws themselves are responsive to

changing conditions -- the President, for instance, has asked Congress

for a clear mandate to negotiate agreements on technology and service trade

issues.

Beyond this, we will continue to enforce rigorously the trade laws that are

already on the books. We currently have 42 countervailing actions in
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effect and an additional 44 pending. This is an increase of nearly 22

cases over 1980 and an increase of 37 over 1981. We also currently have

87 antidumping actions in effect and 20 actions pending. This is more

than at any previous time. While we intend to facilitate the adjustment

of our own basic industries to competition from other nations, we will not

sit on our hands if these nations employ dumping or other unfair practices

that injure our workers and companies.

Where there are gaps or a lack of clarity in international rules of

competition, the United States will utilize bilateral negotiations to

achieve its goals. To that end, we are now involved in detailed discussions

with the Japanese regarding trade in high-technology goods and services.

Multilateralism still provides the central framework for the pursuit of U.S.

trade goals, and the institutions and rules of the GATT constitute the

best hope for the achievement of global, non-inflationary economic growth.

It was for this reason that the United States took the lead at the GATT

Ministerial Meeting in attempting to persuade the major trading nations

that the real and grave problems facing the international economic system

should be dealt with honestly -- and that emerging issues such as in the

areas of technology and services should be placed on the agenda for future

research and ultimately for incorporation in the rules of international

trading.
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Looking back now, I feel strongly that given the economic and political

atmosphere in which the Ministerial took place, perhaps our great achievement

was in keeping the GATT system together at all and in reaffirming the

political commitment of all of the Contracting Parties to abide by their

GATT obligations, and to "refrain from taking or maintaining any measures

inconsistent with the GATT." The Contracting Parties further committed

themselves to make determined efforts to "resist protectionist pressure in

the formulation and implementation of national policy and in proposing

legislation." The most ambitious part of this political statement is

the promise not to take or maintain any measures inconsistent with GATT,

as this refers to measures the Contracting Parties already have in place.

Over the coming months and years, the depth of commitment made in Geneva in

November will be greatly tested -- but as we go into this period of testing,

we should not underestimate the importance and the influence that the very

achievement of this reaffirmation -- under the most difficult conditions --

can have in defending and advancing the principals of open, competitive

international markets.

Conclusion

In summary, it is the policy of this government to strengthen the competitive

opportunity for U.S. firms and workers in the world markets to ensure that

U.S. firms and workers are not unfairly disadvantaged by the predatory actions

of our trading partners, and to forge a multilateral trade framework for

the further expansion of world trade.

Our trade policy is built on the close cooperative relationship with the

Congress and the private sector. A strong U.S. trade position must be,

and will be, a national priority. It is vital to our domestic well-being;

it is essential to our capacity to provide leadership to the free world.

20-982 0 - 83 - 3
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Senator J~esEN. Thank you, Mr. Ambassador. In your prepared
statement you just touched on one of the most potentially explosive
political issues I think we are faced with and I think based on under-
standing and appreciation of what really happened in 1932 or what's
likely to happen in the event we do succumb to the siren call, as you
call it, of protectionism, it does not bode well for anyone in this age
of Concordes and 3 or 4 hours distance to any part of the globe, not to
mention the fact that our base industry is changing.

The transition from heavy industry to service and high technology
is something that I think is coming on and has not yet been fully
understood, verbalized, or presented to the American people. It's my
understanding in reports I read the other day that some 61 percent
of all the people employed today are employed in the information
services in this country. Between 6,000 and 7,000 articles on high
technology and science are published and printed daily. If we don't
believe this is the age of the computer and high technology, we haven't
been looking in the right places, and it's something that all of us
working together must realize, and that brings to a focus point some-
thing that is very near and dear to my heart, because it's near and dear
to my constituency, and that's agriculture.

We saw what happened just recently when discussions-and that's
what they were-broke down in the textile industry. Those of us in
agriculture, who represent it and are involved in it, know very quickly
because, due to our huge amount of agricultural exports, we still are
the breadbasket of the world and we do have, thank God, the most
productive food producers in the world and the Lord has blessed this
country with the most productive land and the most resources in that
area-something we need to attend to and conserve as it's the very
key to our economy not only today but in the future.

But one of the first things that happened When those talks ended
happened the other day, and that is we re going to shut down the im-
ports of soybeans. Agricultural products are so widely distributed and
traded that they're the first ones that seem to get hit in reprisal or
whatever you may want to call it.

I understand that on February 9, there's a meeting in Europe with
regard to this. Would you tell us a little bit about this meeting and
what you feel you might hope to expect come out of this meeting;
describe what the meeting is?

Mr. BROCK. Yes. We have had, Senator, 10 years of talks on agri-
culture with the European Community. During that 10 years the EC
has gone from the world's largest importer of food products to the
world's largest exporter just in dollar value, if not in volume, because
of the degree of subsidization which they provide in order to bring
their price down to the international market price. We simply have
not resolved that problem.

As you know, it was the most contentious issue at the GATT minis-
terial meeting in November. I do think we made some progress there,
but only in setting up a process that can lead to a solution which will
take a couple years. So we didn't solve it. We set up a procedure for
dealing with it.

As a consequence of the intensity of the American feelings, five of
our Cabinet members went to Brussels in December following that
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meeting in Geneva to meet with the European Commission and try to
see if we couldn't move the process ahead a bit on a bilateral basis.
Out of that meeting, which was very constructive and very positive,
we agreed to take the next 90 days-in other words, January through
March-and have a series of technical working level meetings to look
at the specific component parts of the problem and see where we might
im rove the situation.

We told them at that time that during these talks the United States
would continue to act to defend its vital interest and that if we felt
it necessary we might engage in governmental support to retain tra-
ditional U.S. markets. We subsequently did that, as you know, in
Egypt with the wheat flour program.

The first talk occurred in January. It was, in my judgment,-a very
solid, good conversation. We did not seek specific answers yet. We're
trying to lay down the framework for those answers. The second meet-
ing will occur, as you have noted, on the 9th of February in Brussels.
We frankly have a good deal of hope for that meeting and the ensuing
meeting in March, that they can achieve some tangible solution to
specific problems.

I don t know how to tell you what might come from it because we
don't yet know how far the Europeans might be able to move, where
we might find areas of compromise; but I can tell you that both sides
are entering into these talks and participating in I think the best frame
of mind that I have seen on this subject since I've been in this job
and I gather that that's true of some years before as well.

So tlihere is hope of improvement but no guarantee. We do have a
time leash on it, a short time leash, and we will evaluate our progress
in March.

Senator JEPSEN. Because of the obvious interest in trade and this
area by members of this committee-certainly on our side of-the aisle--
because of the numbers, we will go on the 5-minute rule so that we can
all have an opportunity to have questions, and were getting off to a
good early start since the Ambassador was a little briefer in his
presentation than most, which gives us an opportunity to share an
exchange. 'We appreciate that and I'll start now with Congresswoman
Holt.

Representative HOLT. Thank you, Mr. Chairman.
In September 1981 the National Broiler Council filed a petition-

I'm going to be parochial at this point too-with your office com-
plaining about the injurious effect of European subsidies to poultry
exporters there. It's been nearly 2 years and there's no resolution to
the issue.

What do you anticipate? Are we going to see some progress on un-
fair European and Brazilian poultry subsidies? And along that same
line, do you believe the recent agreement between the United States
and the Egyptian Government will discourage. subsidizing wheat flour
or is this a new approach on the part of the administration, and can we
send a message? Do you think it's going to work?

Mr. BROcK. Well, I have been very careful not to describe the actions
that we have taken as being retaliatory in nature or sending a mes-
sage. I think what we have done, as the Congress asked us tb do with
the passage of the appropriations bill last year, is to take actions to
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defend what we consider to be our vital interest and to compete. We
have asked for competition on the market premise of nonintervention
by government. Other members of the trade community have a dif-
ferent approach and I think what we have said effectively, without
being explicit, is that we will compete one way or the other. We would
prefer to compete on a market basis without government intervention,
but we will compete one way or the other.

I think the willingness of the United States to take specific action
will lead to progress in resolving problems like this.

On the specific question of poultry, which I would say to my friend
from Maryland is not a parochial issue-it may be of particular im-
portance to Maryland but it is supported by a lot of States, some of
which have represented on occasion, and it is a fundamentally difficult
issue. We have a GATT complaint filed as a consequence of the case
that was presented to us by the poultry industry. We have a case filed
against the European Community. Last year we expanded that case
to bring in Brazil which was also subsidizing. We held consultations
with both the EEC and Brazil and are trying to move that case
forward.

It frankly did get delayed a bit because of the advent of Brazil into
the subsidized approach and that required us to resubmit our case on
the basis of a more inclusive complaint. But that shouldn't slow us
down now. We are holding those talks and we should proceed through
the GATT mechanism with reasonable expedition.

Representative HOLT. When? What do you think should be the time
to resolve it? When should we become anxious?

Mr. BROCK. I have given up predicting when GATT will issue deci-
sions. We have been constantly frustrated by the delays. We should
have had a decision on wheat fPour last July. We have yet to get it, to
the point where I have written a very strong letter to the representa-
tive of GATT saying we simply can't live with these constant delays.

Representative HOLT. Is the wheat flour arrangement working?
What kind of reaction are you getting on it?

Mr. BROCK. Well, the Egyptians love it. I think farmers love it.
There are those who are somewhat distressed who felt that that was
their market.

Representative HOLT. Do they feel that we're being unfair?
Mr. BROCK. I don't think that's a legitimate charge. I'm sure some

feel that way, but we have done absolutely nothing that has not been
done by our trading partners and that has been described as entirely
GATT legal by those trading partners who debated with us in Geneva
on whether or not this was legal. They said it was. Once they made
that statement, I think they almost invited us to do that which we have
done.

Representative HOLT. Let me ask you about the Eximbank. The
budget proposal asked for authority for a level of $3.8 billion and the
supplemental direct loan authorization of $2.7 billion. Is the $3.8 bil-
lion sufficient and when would you use the supplemental?

Mr. BROCK. Because of the decline in U.S. interest rates-not nearly
enough, as the chairman has suggested-but to the point where our
borrowing costs are presently slightly lower than the OECD arrange-
ment or agreement on trade and because we do have the agreement on
subsidized credit, we felt that the direct loan program of $3.8 billion
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was probably going to be enough and that the expansion should occur
in the guarantee areas so we could increase our commercial credit. But
we recognize that the OECD arrangement is up for renegotiation and
that conditions might change. So the President has committed the
support of an additional $2.7 billion if competitive circumstances
require that.

The process by which we will reach that decision is that once we
have gone through a sufficient portion of the $3.8 billion and begin to
sense that we may need more, there will be constant contact with my -
office, Eximbank, the Commerce Department and others. The matter
will be brought and processed before the Cabinet Council on Com-
merce and Trade and we will evaluate the request and if it is required
submit that to the Congress. It might be $2.7 billion. It might be that
we receive something more than that. We maintained as much flexi-
bility as possible.

I like the approach for two reasons. First of all, we have maintained
a minimum drain on the budget which is important these days and,
second, we have publicly notified our trading- partners that we are
willing to compete, and if necessary we will compete, but the better
route is to maintain and improve the OECD credit arrangement
which reduces the level of government subsidy. If we can improve that
agreement in negotiations next month, then we probably won't need
any of the $2.7 billion, and I hope that's the case.

Representative HOLT. Thank you.
Senator JEPSEN. Congressman Scheuer.
Representative SCHEUER. Thank you very much, Mr. Chairman.
Welcome, Mr. Ambassador. I'm very happy to have you here.
Your Assistant for Industrial and Energy Policy, William Krist,

said in the January 22 issue of the National Journal that in high
technology industries the use of concessional export financing sub-
sidized resection of outlets and other modes of assistance to target
industries could theoretically have benefits that far outweigh the
apparent short-term loss and he concluded by saying that the United
States ought to pay more respect or attention to the international trade
implications of the industrial policy decisions of its trading partners.

I was over in Japan not many months ago with Senators Roth and
Hawkins of this committee and we were tremendously impressed at
the very structured environment that the Japanese Government
created for industries that they had targeted, the assistance in research
and development, the assistance in putting together a consortium of
corporations in targeted industries, the lack of any restraints on
cooperation and the positive encouragement.

Since there's so much intellectual comments about this in so many
articles and magazines and studies and the rest arid since we have the
examples of all kinds of assistance that our global competition is pro-
viding in these targeted industries, if you look at the threat to U.S.
competition abroad in steel, pharmaceuticals, computers, and auto-
mobiles, you have to wonder whether something isn't missing in our
industrial policy.

Have you formulated in your own mind and perhaps suggested to
the President as a part of your program to create an industrial policy
as Japan and other countries have done really to help our industries
make it in global competitionI
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Mr. BROCK. There are those who suggest Congressman, that we have
an industrial policy today, but it is not one that is targeted. I think
what you will find as you analyze it-we have a very hot issue pend-
ing before us right now for decision in the tool and dye case. It is a
remarkably thorough petition in which the petitioners analyzed the
Japanese Government support of the machine tool centers and punch-
ing tools and traced the actions of the Japanese Government in totally
protecting the machine industry. The petition documents that sub-
stantial sums of credit are allocated to the industry, along with Gov-
ernment support of the cartel ization of the industry, and the segmen-
tation of products out to different firms. This process insures that
there's no wasteful excess in the competitive environment.

In other words, once the Japanese Government has fully developed
an industry then they go into the intenational market as they did,
taking an industry that had less than 5 percent import penetration
of this market 6 years ago and taking it to 40 percent penetration in
one category and 60 percent in another. It has been effective and we
have spent a lot of time analyzing how we can address that problem.

Our remedies are somewhat limited because U.S. trade law pri-
marily deals with an unfair subsidy. There is an element of subsidy
in some of these cases, but in others there is not. It's just the indus-
trial policy which may allocate credit but you can't call that in normal
terms a subsidy; it's just the availability of credit.

The cartelization may be a violation of the U.S. law but it's not a
violation of the Japanese law. Things like that are very hard to deal
with.

I do think that this administration would find it very difficult
and it would be extremely reluctant to start adopting a target indus-
try concept or approach. I think the idea of the U.S. Government
picking winners and losers is so foreign to us all. I am sure you agree
with me that we simply do not have the wisdom in Washington to
do that, nor would we want the power to pick winners over losers.

But having said that, it is the function of Government to look at
its existing laws to see whether they have a negative impact on the
ability of our industries to compete. I'll give you a couple examples.
Our antitrust laws are designed, as you well know, on the basis of
what competition occurs domestically, but we don't live in a domestic
economy. We live in a global economy and we are engaged in evalua-
tion of our policies on antitrust to see if in fact they are adequate to
this world competitive environment.

Second, I think it was a fair question to ask all of us, those in the
Congress as well as in the administration, whether or not we are doing
enough to encourage research and development in this country through
tax changes, other Government policies, both State and the Federal
level; and last, be very sure we have adequate credit available.

I should mention one other thing. We are in an enormously fragile
world environment because of the structniral changes that are oc-
curring so fast, the state of flux in our economy is mirrored every-
where. If we're going to compete, we simply have to pay attention
to our educational base, and I don't mean high schools and colleges;
I mean education as a lifetime process-the upgrading of people's
skills; men and women, of the work force, the opportunity for shift-
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ing skills has to be carefully drafted by Government, by business,
and by labor.

All of those things I think are an effective response if done in a
global competitive sense. But I would be very cautious about moving
toward, as I said, the winners and losers concept. I'm not sure that
the American people would buy that.

Representative SCJIEUER. Leaving apart the winners and losers con-
cept, is there some kind of an inidustrial policy that we can adopt that
would put into place the various components of what would be an
acceptable industrial policy for our country, at least not inhibiting the
winners from winning and competing effectively in global trade, per-
haps taking some of the shackles off our antitrust laws that were
designed almost a century ago for a whole different world and they're
rather irrelevant to today's realities.

Mr. BROCK. I think the Congress and the administration both have
been sufficiently concerned. We have begun to move, but there are more
things that need to be done. You passed last year the Export Trading
Company Act. That does give us the chance to set up a different com-
petitive structure for oversea competition than that which we tolerate
for domestic competition. It allows firms of any description, including
banks, to get together to be more competitive.

I wonder how much more business we would be doing overseas if we
had done that 10 years ago? I think we should have. And the sameapplies to the antitrust laws.

Representative SCHEUER. I'm sorry my time has expired, and I don't
want to impose on my colleagues, but I appreciate your very forth-
coming and thoughtful answer and I hope we have time to continue
this discussion in some other forum.

Mr. BROCK. I appreciate your interest because it's a fundamentally
important subject.

Representative SCHEUER. Thank you.
Senator JEPSEN. Senator Mattingly.
Senator MATTNGLY. Thank you, Mr. Chairman.
Was the wheat flour transaction termed in GATT legal?
Mr. BROCK. Our trading partners have to believe so. They were

arguing for that throughout the Geneva conference.
Senator MArrINGLY. I assume that is GATT legal then.
Mr. BROCK. For the moment.
Senator MArrINGLY. Right. The PIK export section that we're talk-

ing about would be relatively GATT legal with the introduction of
regulation; is that right?

Mr. BROCK. Any subsidy, according to the European Community,
for agricultural goods is GATT legal. They believe that it's a total
exception from the GATT rules on industrial goods.

Senator MATrINOLY. I'm thinking about Congresswoman Holt's
question, which I'm sure you knew would come back to me, the legisla-
tion we introduced last year and we are pursuing once again this year
would exclude corn from the CCC commodities would seem like an
appropriate target, as was Egypt on wheat flour. I think sometimes
it's sort of good to telegraph your punches and properly so in the trade
world. Do you think that would probably be a fair industry to look at
to not only aid this country but to in fact change the direction of some
of the illegal subsidies ?
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Mr. BROCK. Senator, as I think I said in my prepared statement, we
are prepared to look at any product and any market to see what steps
might be taken to improve the competitive opportunity.

Senator ?MA'rriT,Y. You also made a comment about our acts or
examples and we just hope the next act or example is the poultry. If
we were going to cast two votes right now, we would ca-st them that
way, but it is an industry that really has been devastated in the last 2
years and we would hope that you would look closely at that.

One other small comment that I want to make. Everybody talks
about Japan and I think that it depends upon whether you have a sur-
plus or deficit in the country how we look at some of it with a jaun-
diced eye. I try to put that aside because somebody has got to have a
surplus and somebody has got to have a deficit in'these trading rela-
tionships. The main question has always been the free trade issue, but
I think trying to formulate also Whether it's fair trade. I think therein
lies one of our biggest problems with GATT and I think you have done
an outstanding job, but I think we have a fuzzy trade policy in this
country because until lately, the functions of trade in the United
States are out in too many different agencies.

I think it's wonderful that you can accomplish anything, when you
had to go through the State Department, Agriculture Department',
Commerce Department, and several others. I just wonder what your
opinion is about Senator Roth's bill which is to establish a new Secre-
tary of Trade or a Trade Department, which to me seemed to be some-
thing that could enable us to have a clearer trade policy. To me the
trade issue is on an equal or par level with tax policy, monetary pol-
icy, and regulatory policy.

Mr. BROCK. I very much agree with your emphasis upon the im-
portance of the issue. The fact is that there's trading world economy
out there and we're only doing about 13 percent of it and we ought to
be doing a lot more than that. If we simply took our share of the world
in competitive terms to a level of our present ability without any im-
provement, we would create 5 or 6 million additional jobs in this coun-
try and a couple hundred billion dollars more of real net income for
American workers. Now that's a lot of improvement in an economy
that's suffering right now. So the opportunity is there and it ought
to be sought.

I'm a little cautious about responding to your question on reorga-
nization. There is a value for having the trade function in the Office
of the President and as a coordinating office and not in a standard
agency. I guess my answer would depend on what kind of agency
might be developed and how strong the congressional mandate was
that established that agency in terms of its authority over the trading
area.

If it becomes simply a competitor in the field, it might not aid and
it might further confuse the process. If it is truly the agency that has
to deal with a comprehensive and a strong mandate, then that might
help. But I'm a little cautious yet because we're having serious con-
versations about the subject and we haven't reached a decision. I'm not
sure any of us are sure that we have the appropriate answer yet'.

Senator MAT'JNOLY. Having been around Government a long time,
you probably realize there's no perfect answer.

Mr. BROCK. Not many.



37

Senator MwrrINGLY. My time is up, but I would just say that the
trade issue not only must rise in its importance, which I think the
President did in his speech make it come out to a higher level-but I
think in order to have an expeditious and clear policy that you need to
be abl e to make the decision at a faster rate and not only free trade but
I think in order to make sure that we have fair trade. There's great
confusion within the media about protectionism between free trade
and fair trade, but I think those that understand tradepolicy under-
stand what I'm speaking about.

Mr. BROCK. Free trade is fair trade, Senator.
Senator MArINGLY. Exactly. Thank you.
Senator JEPSEN. Congressman Wylie.
Representative WYLIE. Thank you, Mr. Chairman.
Mr. Ambassador, there are a lot of cross currents i the foreign

trade issue right now. It is very complicated. We want to help you do
whatever is necessary to do the right thing, to do what is necessary for
our economy.

Yesterday we-heard from Chairman Volcker and he asked us to
increase the quota of the International Monetary Fund. He says this
is essential so that some of our trading partners can continue to be
trading partners, and I must say that I agree with that. He also said
that high interest rates are probably one of the biggest problems vis-a-
vis foreign trade right now, that The current trade deficit reflects to a
large extent the rise in the value of the dollar.

Is that taken into account in your trade talks or considered in your
trade talks?

Mr. BROCK. Absolutely. If you look at the pattern of trade over the
the last 10, 12, or 15 years, you can see an absolute correlation between
our trade situation and the relative value of the dollar. When it was
excessively high, twice-two 3-year periods in the 1970's-we went
into a negative balance. When it was remarkably low on two other
occasions we had a substantial surplus. Over a period, this Nation on
its current account basis had about a $60 billion surplus in the 1970's,
so we didn't do bad. Frankly, we are not doing badly today. It's
remarkable, given the excessive value of the dollar, and it is extremely
high now--it is remarkable that we are maintaining and slightly
improving our competitive position in the world. Our firms have done
a pretty good job internationally despite having an overpriced dollar
and for an overpriced product, but it is going to create, as the chair-
man noted in his opening remarks, a very sizable trade deficit this
year, as it did last year, and that's painful. There isn't any easy way
around it.

The problem is in large degree the excessive interest rates that have
been around this country in real terms since the late 1970's when as
you recall they hit a high in 1980 of about 21 percent on the prime, and
I'll tell you it is not possible with any combination of Government
policies to bring down the value of the dollar when your interest rates
are that high. You just can't do it. They've got to come down.

Representative WYLIE. You said that it's important in our trade
policies that there be a minimum drain on the budget, with which I
agree. Is there a relationship between the current Federal budget
deficit and the balance of trade deficit?
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Mr. BROCK. Absolutely. The budget deficit is by definition a drain
upon our productive assets. Government is taking money from the
economy through the process of debt which would otherwise be avail-
able for export sales, for R&D, for job creation, and when you're
sopping up here in Washington 70 or 80 percent of the newly created
wealth every year in this country into the hands of Government, you
do not leave the private sector the ability to deal with these problems
and compete. It forces your interest rates up. It drives up your capital
pool. It creates enormous burdens on the economy.

Representative WYLIE. Well, we agree, and I knew exactly what
your answer would be.

Do you have any advice to us as to where we might reduce the deficit
in the budget?

Mr. BROCK. Everywhere.
Representative WYLIE. Across the board.
Mr. BROCK. There should be no sacred cows.
Representative WYLIE. And no department is sacrosanctI
Mr. BROCK. The President has recognized that as I think all of us do.
Representative WYLIE. Do you have an estimate as to the amount

of reduction in exports which might be due to the, if I may use the
phrase, overvaluation of the dollar and undervaluation of the yen?
I'm sure that's difficult.

Mr. BROCK. It's a very difficult question to answer precisely.
Representative WYLIE. Is the yen undervalued?
Mr. BROCK. Yes, and the dollar is overvalued. That requires, in my

judgment, action on the part of both governments.
Representative WYLIE. And you have been involved in talks on that

particular issue. Do you have any advice to the Federal Reserve as
to how they might help us on that? I meant to ask Chairman Volcker
yesterday. Maybe you ought to just buy them out. I'm not suggesting
that. Well, there are a growing number of my constituents-and this
was alluded to by.Chairman Jepsen earlier-who are concerned about
protectionism, union officials, business leaders, calling for restrictive
trade practices to protect American industry and jobs, and we have
seen the "Buy America" amendment passed by the House and the local
content legislation. And you referred to that in your statement as
being harmful to trade, with which I agree.

Do you have any suggestion or would 3 uu want to expand on the
devastating impact of trade policies of that kind ? I really need some
answers to answer my letters with.

Mr. BROCK. I really would. The problem of protectionism is that
it always hurts us more than anybody else. I don't understand how
a Member of Congress can say, "I'm going to protect this person's
Job and jeopardize someone else's job." Andthats what you invaria-
bly do when you put protectionism on a particular commodity orindustry. You're saying, in effect, I'm willing to trade one person's
security for another's security.

The Senator from Iowa has an enormous stake in aicultural ex-
ports as does your own State. The gentlewoman from Maryland has
an enormous stake. Almost all of us do. You put all those products
in jeopardy if you start this process. You put your pharmaceuticals
in jeopardy. You've got to remember, we still export more than we
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import in all the major categories-in manufacturing, in services
and in agriculture. We have something to lose, not to gain, from
protectionism.

And to me it is so short-sighted to talk about taking the negative
step when we have the alternative of taking a positive step. The Con-
gress could act to pass the Foreign Corrupt Practices Act today.
That has been a significant barrier to trade, but while it passed in
the Senate it's not passed the House. There are steps like that that
can be taken that open up the opportunity, and I'd like to keep us
focused on that opportunity. Protectionism will do great violence
to those Americans whose lives are totally dependent upon this
Nation's international sales.

Representative WYLIE. Thank you very much. My time is up.
Senator JEPSEN. Congresswoman Snowe.
Representative SNOWE. Thank you, Mr. Chairman.
It's nice to see you here today, Mr. Ambassador. I wanted to raise

a question concerning the ability of small industries to petition some
of these remedies, to go through the process of petitioning for rem-
edies to alleviate the problems we've had with trade in the past and,
as you know, we've had numerous conversations concerning shoes,
potatoes, fishing, and lumber.

The process, at least it's becoming apparent, is very lengthy and
convoluted and complex and it really takes a long time for any indus-
try to prove its case. And I think we can be in agreement about the
fact that the small businesses have had difficulties in obtaining relief
under the present trade remedies.

A number of my industries in the State of Maine have certainly
had difficulty in petitioning, as you know. I have just enumerated
those industries.

What would be your suggestion as to possible improvements in our
trade laws so we can get over these obstacles so the small businesses
will not be at a disadvantage when they're trying to seek economic
redress from unfair competition?

Mr. BROCK. I think first I want to agree that the problem exists. It
is there and it is real and I'm concerned abouC it. We have begun an
exploration of the current trade laws to see what changes in this and
other areas might be worthwhile to ask the Congress to consider this
year. There are a number of bills that have been introduced in the
Congress, as you well know because you have been involved, to deal
with this problem in one fashion or another.

I'm willing to look at almost anything. I'm not wedded to a par-
ticular bill, but I do think we have to be very sure that our laws are so
carefully crafted that they are available to all and not simply to large
corporations who have a battery of corporate attorneys available to
them. That's not the case for a lot of medium and small businesses.

I would be happy to work with you and other members who share
this concern to see if we can improve that.

Representative SNowE. Well, I can assure you I will be seeking your
support. I am introducing legislation today to establish a small busi-
ness trade assistance office.

Shoes, potatoes, fish, or lumber-all of those industries are seeking
some sort of redress from the Federal Government, but it's taking
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years to do so. So that's why I'm introducing legislation. Frankly, I
think it's going to be a primary issue in the Congress this year and
what I have noticed, just in my experience in dealing with industries
who are seeking this redress and certain remedies from the Govern-
ment is the fact that other nations have an advantage over our Govern-
ment because they have domestic laws to protect their industries. They
can immediately respond to a given situation, as we've noticed with
Canada in the past, in protecting our industries in the State of Maine.
So I think in order for us to have leverage and in order for us to have
an advantage, that we have got to have comparable domestic law. I'm
introducing this legislation specifically so they can assist small busi-
nesses financially, and in every other respect, because as it stands at
this point the potato industry, for example, is spending over several
hundred thousand dollars to prove its case and Canadian imports have
increased 50 percent this year over last year's imports. That's just an
example. Shoes is another case.

In fact, I think it was very necessary that the President extend
those import quotas of June 1981, and he failed to do so, so now the
shoe industry is going through a petitioning process at this point in
time to prove its case, and I've noticed just in the State of Maine alone,-
which is foremost in producing shoes in this country, that it's losing
several thousand jobs because those import quotas were not extended,
and I know the ITC supported the extension.

I think it's unfortunate that our industries are having to go through
this time and time again to prove its case and seek remedies from the
U.S. Government. It takes years, if in fact they can even afford to
do so.

Mr. BrOcK. Yes. Well, first of all, I commend you for the obvious
attention and efforts you put into the issue. I agree with you on both
problems. One is the financial problem and the other is the time
problem.

If your bill is introduced today, we will begin our evaluation today
and we will have very thorough discussions in the administration on
that approach.

I might add one thought on the shoe question. One of the things that
the shoe industry has done-and I have appreciated it and for which I
have great respect-and that is the petition which they have submitted
to us was not so much a protection petition but one that was challenz-
ing the openness of other markets and the access to those markets. The
petition alleged that trade was not a two-way street. I happen to be-
lieve that's a very forthcoming and proper approach and that's why
we said in the petition that we think there's leverage there and we are
pursuing that.

Representative SNOwE. What is happening with the shoe industry?
They have a petition. When do we expect that action will be taken I
know it is discretionary on the part of the President. Do you expect
to see any action will be taken?

Mr. BROCK. I don't think it's fair or right for me to predict what
specific steps might be taken. I can simply say that I took their peti-
tion very seriously, as I told them when I met with them. It might
produce some positive results, but I'm going to be cautious about being
very precise in my answer.
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Representative SNOWE. Thank you. Unfortunately, my time has
expired.

Senator JEPSEN. Senator Sarbanes.
Senator SARBANES. Thank you, Mr. Chairman.
Ambassador Brock, I take it you were a full participant in the

meetings that the President had with the prime minister and other
officials of the Republic of Japan recently.

Mr. BROCK. Yes, I was.
Senator SARBANES. To what extent in those talks was the question of

the relative value of the two currencies discussed?
Mr. BROCK. A good deal. I think it's such an important issue, I'm

not sure that I would ever be satisfied with the completeness of the
discussion, but the Japanese Government heard from virtually all of
us on this subject. The Secretary of State, as I recall, mentioned it;
the Secretary of the Treasury; and it is a matter of continuing con-
versation. I will be discussing it again on my trip next week to Japan.

Senator SARBANES. By what percentage do you think that there's
an artificial price discount in the valuation of goods as a consequence
of an artificial imbalance between the currencies?

Mr. BROCK. If you accept, as I do, the belief that the dollar is over-
valued and that the yen is undervalued, it increases the disparity'. My
own instincts would argue that that range could be somewhere in the
15 percent category, maybe somewhat more, but it is substantial.

Senator SARBANES. In other words, leaving to one side for the
moment a comparison of access to one another's markets and not on
that issue, even if you were equivalent there, our people could be labor-
ing under let's say a 20-percent price discount; is that right?

Mr. BROCK. Yes.
Senator SARBANES. How can you expect anyone to compete when

confronted right up front with a 20-percent price discount?
Mr. BROCK. Well, I think it's pretty obvious that we are suffering

as a consequence both in terms of domestic market competition and
competition in third markets as well as competition in Japan. That
is in fact a global problem for us.

As I think I said perhaps just before you came in, it is somewhat
remarkable that we have done as well as we have. We have increased
our share of world trade in the last couple years despite the global
recession. But with all that, we are going to have an astonishing and
unfortunate level of trade deficit this year.

Senator SARBANES. What do you expect that level to be?
Mr. BROCK. I'm a little reluctant to put numbers on something be-

cause the level of deficit is pretty much dependent on the rapidity of
our recovery. If we have a rapid recovery, as I think we will, the
deficit could reach somewhere between $60 and $70 billion.

Senator SARBANES. That would be hands down the highest we have
experienced in the entire postwar period, wouldn't it?

Mr. BROCK. I think that's correct, but, Senator, if I can add one
important caveat, at least 90 percent of that still will be in one cate-
gory and that's imported oil.

Senator SARBANES. But to some extent, we have always confronted
that problem. Accepting that response for the moment, what does it
lead you to conclude?
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Mr. BROCK. It doesn't lead me to conclude anything other than what
I have been saying all morning, and that is the need to do a better job
of competing internationally, to get our interest rates down and the
relative value of the dollar down. Those are actions we can take
domestically.

Senator SARBANES. In other words, you're suggesting that despite
pinpointing it specifically, the remedy for it still lies in a broad range
of general policies?

Mr. BROCK. Yes; we have taken a step on oil that we needed to take,
but it took us almost 10 years to decontrol oil. Had we done that when
the problem arose, we would have much less of a difficult situation now.

Senator SARBANES. I'm not sure that follows. We have decontrolled,
which you look to as the solution, yet you have just stated that the
largest portion of the deficit still flows from that area. Isn't that
correct?

Mr. BROCK. Decontrol, Senator, doesn't deal with levels of deficit. It
deals with levels of production and consumption, and the intervention
of this government in the marketplace in energy in the last 25 years
has been an egregious error, in my judgment.

Senator SARBANES. What is your program that would move this
trade deficit toward a better balance, and what is the likelihood of
that happening? You're telling us that you expect the trade deficit to
increase markedly, to an unprecedented level; is that correct?

Mr. BRoCK. That's correct, this year.
Senator SARBANES. And what will happen the following year?
Mr. BROCK. I would frankly expect a good deal of improvement in

1984 and even more in 1985. What we have is, as you have correctly
pointed out, a particular problem that beset us on two different occa-
sions in the 1970's, and that's an overvalued dollar. That's part of it.
That will be addressed as our interest rates come down and the deficit
frankly will help to address that problem. The biggest single problem
we've got is the global recession and as the global economy begins to
recover, as we manage the debt prices which I believe we are doing
fairly well at the moment, if the Congress will support us in the IMF
funding and similar actions, then 1984 can be a year of reasonable
growth in the world economy and in 1985 even better.

We will lead that growth, but as the world process improves we are
in a far better position to take advantage of that market growth than
any other country in the world. We are emerging from this recession
in a position to be very competitive over the nexthalf dozen years and
that argues for restoration of the kind of process that we had in the
1970's with a relatively stable dollar.

Senator SARBANES. Well, Mr. Ambassador, all I can say is that it
sounds like that old refrain of staying the course and the course seems
to be going in the wrong direction.

Mr. BROCK. Senator, I think the course went in the wrong direction
a few years ago. We're trying to correct it.

Senator SARBANES. Well, thank you, Mr. Chairman.
Senator JEPSEN. Congressman Lungren.
Representative LUNGREN. Thank you, Mr. Chairman.
It's good to have you here, Mr. Ambassador. I was thinking when I

walked in the room of the fact that it was 12 years ago last month that
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I started to work for a fellow who was just sworn in, in the Senati.
Senator Brock of Tennessee. I worked half a day here and went to
Georgetown and went to class. There were only two Republicans in
most of our classes and we were in the minority. I want, to tell you it
feels a little better to have a few more around these (lays.

Mr. BROCK. It's nice to be looking up to you, Congressman.
Representative LuNOGREx. Coming from a district that very much

depends on the export and import market with two major ports and
having the opportunity now of having the Toyota Motors of the
United States headquartered in my district, I probably have a pretty
good understanding of the consequences of protectionist legislation on
jobs in the United States. For that reason and for manv other rea-
sons, I vigorously oppose domestic content legislation and have tried
to see where in fact we can duplicate or replicate the Jal)anese experi-
ence, in their taxing policy and capital formation, so we can learn
from some of their proper actions.

But at the same time, as you have recognized, there's no doubt that
we do have some problems with our friends in Japan. Just this week,
as you're very well aware, the semiconductor industry has been having
some meetings in Washington, D.C. As you also know, we have a large
element of that industry in California. I think they articulate very
well the problems that they have found in Japan with respect to Japan
targeting specialized or focused areas of the semiconductor industry
an dat the same time protecting their markets, subsidizing their prod-
ucts, and basically not dealing with us in a fair trade or free trade
concept.

In addition to trying to hold the line against overt protectionism
and trying to educate the American public that not all of our trade
woes are from the unfair practices of other nations, what do we tell
people like the semiconductor industry and, more importantly, the
many thousands of people working for that' industry, that they ought
to expect from this administration in responding to what many of us
consider to be unfair practices promulgated by the Japanese
Government?

Mr. BROCK. That is a fundamentally important question. I appre-
ciate it because I want to draw the very clear distinction between
protectionism, which is self-defeating and damaging to our vital
interests, and actions which deal with in a positive way unfair or
predatory actions on the part of our trading partners.

For myself, I will speak for no one else, I happen to be a firm
believer in free trade. I'd love to see the day when it comes, but we
don't live in that kind of a world. The real world and other govern-
ments have a different attitude about how they do business with their
businesses and with us. We have laws and we have international agree-
ments that can help us come to grips with an unfair trading practice
and we have over a period of 2 years of this administration taken a
number of steps to apply those laws affirmatively, not in a protec-
tionist sense but in the sense of saying we simply don't expect other
countries to export their unemployment to us and we won't put up
with it.

An example would be the agreement we reached with the European
Community on steel where we simply found subsidies, and determined
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they were violating both international agreements and U.S. law. So
we have that capacity to respond when we can demonstrate an
inequitable trading practice.

As I said earlier, one of the difficulties in the so-called industrial
targeting policy of Japan is that it is not always GATT illegal in
the classic sense of a subsidy below market or antidumping process.
Where we have found evidence of that, we have tried to take action.
We have a case pending before us now on the machine tool centers
and punching tools, and the administration is in the process of
evaluating the validity of the petition. But I simply want to state
for you and for the record that it is an accepted role for this Govern-
ment and this administration to try to come to grips with those prob-
lems in a specific fashion that says American workers will not be
disadvantaged by the intervention of governments around the world.

Representative LUNGREN. One of the things you suggested we might
look at is our antitrust laws. I wonder if you could be precise about
the perspective we ought to use. In the semiconductor industry, for
instance, there was a pooling of research allowed that would, under
current law in the United States, be violating the antitrust laws.
There have been discussions from people in that industry that that's
what we ought to be allowed to do if we're going to remain competitive.

My question is, should we review the antitrust laws and attempt
to justify changes in the antitrust practices based on the fact that
this is what we have to do specifically to reciprocate in a sense what
another country has done, or should we analyze it from the stand-
point of the underlying competitive nature of our antitrust laws but
now with an international focus as opposed to limiting the competitive
definition toward a domestic focus?

Mr. BROCK. I cannot adequately express the strength of my answer
to that. If we choose the latter approach we're doing it the right way.
If we choose the former approach of looking at our laws only in
response to an individual circumstance that exists in another country,
we will be ad hoping our way through the next 20 years of trade dis-
aster and that's just not rational. It is imperative for this country to
constantly evaluate its laws in terms of its global international situa-
tion. You cannot say that you can evaluate the competitive situation
of automobile manufacturing on the basis of automobiles that are
manufactured in the United States, not when only 2 percent of the
total market is now consumed by Japanese imports and 30 percent by
imports from other sources.

We are in a global competition and our antitrust laws should focus
on the global analysis and not one country.

Representative LUNOREN. Is the administration prepared to make
recommendations on changes in the antitrust laws?

Mr. BROcK. We have made a number of policy changes already
which led to the agreement to let the semiconductor industry have the
research program. We are engaged now in an evaluation under the
leadership of the Justice Department with the participation of my
office, Commerce, and others, as to whether or not other changes might
be worthwhile to be considered. We did take a significant step forward
with the passage of the Export Trading Company law last year, thanks
to you and other Members of the Congress.
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Representative LUNOREN. Thank you. Thank you, Mr. Chairman.
Senator JEPSEN. Thank you. Senator Abdnor.
Senator ABDNOR. Thank you, Mr. Chairman.
Welcome, Ambassador Brock. I haven't seen you for a few weeks.

I guess the last time was when you were kind enough to drop by my
office to have a frank discussion on trade. At that time I expressed my
feelings that I thought our administration was less than aggressive in
foreign trade. You assured me that was not true and there would be
proof showing up very soon, and there was; and I assume you were
talking about the wheat flour sale which I was very, very pleased to
learn about.

Secretary Block was before this committee and I think he made the
statement that a sale of 1 million metric tons of flour would generate
something like $850 million in additional economic activity and create
over 9,000 jobs.

Now, to me, that's what we mean when we talk about jobs bills
around here. I know in the committee we're always talking about all
kinds of great programs we're going to start up, but this type of action
says more in dollars and cents and bodies working than all the make-
believe things that we can create here.

Now that's the good news. But you know there's a great talent
around here to say, "'What have you done for me lately?" And we
all know as Members of Congress, they say, "Well, what have you
done for me lately," and, of course, since that time the trade blowup
with the Republic of China has come about. I'm sure the action we
took on restricting the merchandising of Shangaiese was not your
advice to the administration but obviously it happened. Again, Secre-
tary Block pointed out that the major growth of our grain sales was
China and the other (lay he was saying that there's only one major
growth market for wheat and wheat flour in 1982 and 1983 and that's

hina. lie also said there's only one major growth market for course
grains, and that's China. And as the chairman pointed out, soybean
sales in 1982 and 1983 was 400,000 tons and most of it comes from
the United States and this represents a lot of sales.

And I'm just wondering-I don't know the magnitude of benefits
the textile industry is going to realize, but I'll tell you it's got to be
awfully good to make up for the damage we've done here in the long
run on jobs and businesses. So I'm just wondering what we need to do.

I hear you say that in a sense we're losing out on $2 billion worth
of income and 5 or 6 million jobs and we're not maybe getting our
share of that $2 billion worth of foreign sales and it makes me think
we'd better be getting on the ball.

What is the long term consequences of this action? Is it somewhat
like I just said here with China because of this incident?

Mr. BROCK. I think it is an incident, Senator, not a fundamental
change of pattern. We have known throughout the last year as we
engaged in sporadic negotiations that both sides had a vei'y limited
range of negotiating flexibility. We signed something slightly over
a year ago, the Multifiber Agreement, on textile trade, and we operate
within that Multifiber Agreement as we conduct negotiations. We
have signed negotiating agreements with all the other principal sup-
pliers, China being the only one remaining. We simply are not in a

20-982 0 - 83 -
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position to violate the President's commitment to relate textile import
growth to the domestic market growth in this one circumstance.

Senator ABDNOR. Well, exactly what is this commitment?
Mr. BROCK. Well, the President in 1980 and again in 1981 in the

context of the Multifiber Agreement, did pledge to try to relate domes-
tic import growth to the growth of the U.S. market. We have been
negotiating under that mandate and negotiating I think forthcom-
ingly good solid agreements with other countries. We have never asked
another country to roll back their imports as other importers have
done around the world. We have been trying very hard to keep a bal-
ance among the several nations that sell to us in that particular cate-
gory. We are very tightly constrained in our ability to be flexible in
that negotiation because of our commitment and because we are part
of a global Multifiber -Agreement.

Now I don't think that it's impossible to reach an agreement on this
subject. As a matter of fact, I think we probably will. It may take a bit
of time, but ultimately it is in both countries' interest to reach a nego-
tiated settlement of the textile question. I do not believe that it is
either necessary or logical to fear a long-term change in the trade pat-
tern or any long-term negative impact on the category of farm prod-
ucts that you're worried about.

I might point out to you that the action that the Chinese took in
response to the breakup of the talks was fairly restrained action. They
did not operate across the board and they operated only in two or three
categories where the trade was already in decline because of the
development of their own markets.

So Think, while it's a very difficult and contentious situation, it's
one that will ultimately work its way out and we intend to pursue the
negotiated efforts as best we can.

senator ABDNOR. Well, thank you. I hope it does work out that way.
I know my time is up, but I want to mention one other thing here.

The President's 1984 budget proposes a 38-percent cut in the
Department of Agriculture's export loan guarantee program and it
went from $4.8 billion to $3 billion, and I think that could have quite
an impact on agricultural exports. That's why I mention that. My
good friend, Congresswoman Snowe, introduced legislation yesterday
that I think would be helped by the Export Recovery Act. What it
does is call upon the Secretary of Agriculture to use unexpended
funds already appropriated in the Commodity Credit Corporation for
this program as promotional funds for selling grain. I think we need
the same kind of emphasis on foreign sales of our products as we do on
cutting back in production, such as through the PIK program. We
need the same kind of incentive and should not put up barriers. I think
we've got to be-willing to go out and compete just like you did in that
flour sale.

Don't you think we, as a Congress. should take some action around
here to help by promoting legislation such as mine and Congress-
woman Snowe's?

Mr. BROCK. Yes, I think Congress has already taken action. It's
been very supportive in the allowance of additional flexibility of the
administration to use blended credits, and the provision of those funds
in the appropriations bill last year.
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Senator ABDNOR. I might tell you that I refused to sign the confer-
ence committee report because they changed one word from that list, if
not more, and that ruined the whole bill as far as I was concerned.

Mr. BnOCK. There is a modest difference in the approach.
Senator ABDNOR. There sure is, and we're going to keep reminding

everyone about that, too. Thank you.
Senator ,JEPSEN. Mr. Ambassador, one of the most serious problems

facing U.S. manufacturers of consumer goods, including home com-
puters, is counterfeiting or illegal reproduction of U.S. products in
other countries.

What is the United States doing about the counterfeiting and what
happened to the policy we tried to negotiate during the Tokyo round
of GATT trade negotiations in 1975 to 1979?

Mr. BROcK. We simply have not been able to convince enough other
countries of the value of that kind of code, in part because some of
them are involved in the practice that we found outrageous. We con-
tinue to press with those countries that do share our concern with coun-
terfeiting practices. The more involved the United States becomes in
this process of working toward a code, the more we will be able to limit
the problem. But it is a difficult issue and one that is being practiced
by more than one country.

There are a number of cases where manufacturers are duplicating
American products, including almost the exact label. It is really an in-
excusable business practice. But it has frankly been very tough to deal
with in a multilateral form.

Senator JEPSEN. Is it difficult mechanically to identify these prod-
ucts under some type of close supervision when they come into this
country and then just set the

Mr. BROCK. We can pretty well deal with it in this country. Frank-
ly, they are very skillful. I saw an individual who had bought a
watch-it was not a U.S.-made watch-it happened to be an exact
duplicate of a Rolex watch which is Swiss, even down to the identifica-
tion number on the back of the watch. This person bought it for $40,
somewhat under the world price worldwide. You see this sort of thing
constantly.

We can cope with it because we have an effective customs process
here. Where we're running into a primary hazard is third country
competition. If it's made in one country and sold in another country
there's no mechanism for policing that without frankly the agreement
of both of those countries, and that's been hard to get. But we are pur-
suing it. We intend to continue pursuing it until we have eliminated
the problem.

Senator JESEN. I want to comment on a very broad general subject,
and that is one of us being a reliable supplier. We lost that credi-
bility as a result of the grain embargo and the Soviet pipeline sanc-
tions recently, and that has had a very serious impact on our trade
balance and specifically on the agricultural community in this country
or agriculture-related business, especially in the areas of the farm
implement business.

Are we on the road to developing an international trade policy, a
domestic policy on trade, that would say we're not going to inter-
mingle and mix our trade with implementing foreign policy, or if we
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do, here are the guidelines ? What are we doing about getting some-
thing put together on it?

Mr. BROCK. I think we're making progress bu . we have a lot to
make. Over the period of the last 12 or 15 years we've done ourselves
a lot of damage and it's very difficult to quantify the policy side of an
embargo.

The Congress has acted and the President has acted with the passage
of the contract sanctity provisions that were adopted in the November
session.

Senator, we do need a clear understanding, first among ourselves, as
to what the guidelines are. It doesn't matter whether the President is
a Democrat or a Republican, in the foreseeable future, this country
will, in its national interest, constrain the sale of strategic national
defense type processes or equipment that could be used to threaten
us. I just don't believe you can expect the American people to ask
otherwise. But we can make a very clear distinction between that
narrow category of items and the broad category of products which
is generally available on the open market from a variety of sources
in which we do not have the unique capability or capacity.

Senator JEPSEN. Excuse me for interrupting. I don't think there
would be any problem if we just define the rule of the ball game. Our
trading partners are not much different from the 24 fellows or what-
ever it was on the football field the other day. They know what the
rules are and then they go ahead and play the game. But we haven't
set an established set of rules of what our trading policy is going to
be, and nobody in the entire world, let alone within our own country,
has known what the rules of the ball game are so they can plan or go
accordingly, and that has been devastating.

I don't think there's any disagreement with this, but I'd like to
put some things in the record by way of, hopefully, having people
sit down weekly from our State Department, USDA, Commerce De-
partment, the White House, the security agencies, to establish-with
you presiding, hopefully-the rules of this ball game so that we again
become a reliable supplier. And we need to explain to the American
public why the necessity for being a reliable supplier is so important.

You know, we do things in this country and if something goes
wrong, we appoint a committee and we take 18 months to resolve it-
and what difference does it make? We've got so much of all kinds
of things. We enter into a feed grain agreement with one of the
emerging nations who doesn't have quite the same democratic process
as we have here, and they enter into the contract and have a plan to
feed their people, and if that plan indeed is interrupted and termi-
nated or jerked out from under them, they don't have a committee
meeting; the person who was involved, who may be leading their
country, loses his head. And that's why they look at things a little
differently and why becoming a reliable supplier is pretty important.

Mr. BROCK. I happen to agree with you, as you know. Let me point
out that the problem does have additional dimension in those areas
which are high technology in nature and do have strategic or defense
application, but which are not produced solely in the United States.

I am one who believes that the pipeline action allowed us to do
something that we should have been doing for the last 10 years; that
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is to begin to develop a consensus which we may have had in the 1960's
but lost in the 1970's as to what items are subject to necessary control
and what items are not. As I told the European Community when
I was there the day after the decision was announced, during the
1970's, under several different administrations, we grew apart by
inches in our understanding of the problem and our approach to it
in East-West trade. We simply were not communicating. That fact
was obvious in the aftermath of Versailles, when the President felt
we had no agreement and we felt we had to take unilateral action.
But that action dramatized the absence of context and understanding,
and served to bring us together. We have had very constructive con-
versations with our allies since that time and we have moved toward
a clearer understanding of what the rules are.

You will be considering the issue this year as you take up the Ex-
port Administration Act which expires in September. I hope that
this process over the next 6 or 7 months will lead to the kind of
clarification you and I both ardently desire.

Senator JEPSEN. Thank you. I went over my time a little bit. I thank
you for your patience, Senator Sarbanes.

Senator SARBANES. Mr. Ambassador, I was interested in the response
you gave to Congressman Lungren about applying the laws and agree-
ments in terms of trade relationships. Would you say that the admin-
istration is of one mind on that or do you find yourself fighting a
battle within the administration to make that point of view accepted
and its vigorous application executed

Mr. BROCK. We are of one mind in the effective enforcement of U.S.
law. There are, obviously, disagreements as to methodology and there
should be. I would hate to think that we had one person that would
constitute the source of all wisdom on a subject as complicated as this
one.

Senator SARBANES. Do you think we need any trade reorganization?
Mr. BROCK. I'm not sure that we do, but I'm willing to explore the

subject.
Senator SARBANES. Is the administration contemplating any pro-

posals with respect to trade reorganization?
Mr. BROCK. We are involved in internal discussions as to the role

and responsibility of those of us who are involved in the trade area. We
have some action-forcing events coming up. Senator Roth has intro-
duced a very strong bill that we are carefully analyzing. Others have
considered similar legislation. We will have to discuss these in the
next 4 to 6 weeks.

Senator SARBANES. The French Foreign Trade Minister, in com-
menting about the GATT Conference, said, "The conference is ill-
timed and ill-conceived and the subject should have really been the
crisis in the world production and world monetary disequilibrium."

What's your view of that comment?
Mr. BROCK. As I think was evident in Geneva, we disagreed on this,

among other subjects. It was not in anyone's mind that we would have
the state of economic disarray that existed in Geneva last November.
When the conference was first discussed 11/ years before that it looked
as if things were going to get better. Even a year before the Confer-
ence date was actually set, the attitude was reasonably positive as was
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the world financial situation. However, the world trading situation
did deteriorate significantly and it made for a very difficult conference.
But the fact that we met, that we moved the system ahead a bit, I
think is testimony to the fact that the people walked up to the abyss of
chaos and looked down and they didn't like what they saw, and they
did so some constructive things.

I, frankly, do think that we need much more talk and analysis on
the trade financial relationship not only in this country but interna-
tionally.

Senator SARBANES. How central a role do you expect to have in
planning for the Williamsburg conference?

Mr. BROCK. Obviously, I will be involved, as will the other people
who have economic and financial responsibilities in the administration.

Senator SARBANES. Well, this is maybe a difficult question for you to
answer, but you have a sense that your office is not placed sufficiently at
the center of formulating agendas and evolving a policy, that the
centrality of your office in that process does not correspond to the
centrality of the trade problem in our economic context?

Mr. BROCK. No; I don't have that sense. I'm very comfortable with
the relationships we have with this administration. I cannot think of a
Secretary of State in my lifetime that has a greater understanding of
the economic mandates and economic reality than the present Sec-e-
tary. That applies to Jack Block in Agriculture, and my colleagues
in Commerce and Treasury, as well. We work well together and I
think all of us have demonstrated a willingness to listen to each other
and work together.

Senator JEPsEN. Congresswoman Snowe.
Representative SNOWE. Thank you, Mr. Chairman.
I have just a couple questions, Mr. Ambassador. I understand that

the contracting parties of the GATT ministerial meeting that was
held recently agreed to refrain from taking any measures inconsistent
with GATT and will resist pressures in formulating any proposed
legislation. Have you seen any early indications that these signatories
are willing to live up to this agreement? And why I ask this question,
of course, is that we have had a number of witnesses who have ap-
peared before this committee suggesting that we should refrain from
taking any protectionist action in the Congress, and obviously that's
going to be a temptation difficult to resist.

So, do you see any hope or a ray of optimism in the coming months
that we are going to see a willingness on the part of many countries
to negotiate agreements in good faith to avoid protectionist measures
in their governments?

Mr. BROCK. Yes; I do see some evidence of that. Frankly, I've felt
better about the GATT ministrial meeting since leaving it than I did
when I was there. Let me cite just two examples: First, in the
European Community instance, we really did have good solid conver-
sations when George Schultz, Jack Block, and I went there in Decem-
ber. The follow up results of that in these working level discussions
on the agriculture dilemma we face are encouraging.

Second, in the Japanese instance, which is the other side of the
trade coin, the Prime Minister's willingness to do something that
has not been done until now in addressing a fundamental trade bar-
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rier in Japan. Up until now our concern has been that they might
move on the baseball bat issue or modification of a quota a bit here
and a little tariff there and that it would take 1,000 years to solve
the whole trade problem. But the Prime Minister's action in his cabi-
net to deal with the broad testing and certification problems which
affect 60 percent of all they produce was a very positive sign and if
it is implemented into law, as we hope, that's the kind of thing that
we need to give some evidence of tangible movement. I grant you
there are some other examples on the other side, mostly as a conse-
quence of the GATT situation-the limitation on imports, the in-
creased subsidization of exports on the part of some of the heavy
debtor countries is disturbing, but, on balance, I think we are still
ahead of where we were.

[The following information was subsequently supplied for the
record:]
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PRESS AND INFORMATtON SECTiON

EMBASSY OF JAPAN
20 MASCHUSrrTS AVENUE. N. W.

WASHINGTON, 0. C. 20006
23422M

Embargoed Until 7:30 PM EST
March 25, 1983

REVIEW OF STANDARDS AID CERTIFICATION SYSTEMS
March 25, 1983

1. The liaison and coordination headquarters on
standards and certification systems, etc. has carried out its
review for the last two months in pursuance of the decision
by the Ministerial Conference for Economic Measures on •
January 13 this year with the strong and concrete support of
Prime Minister Nakasone. Chief Cabinet Secretary Gotoda has
personally supervised the review in which a number of
Government ministries and agencies have worked together. As
can be seen from the fact that the number of laws examined
were nearly 30. The review work has involved a highly
complex and diverse range of matters and has entailed many
difficulties. But the headquarters has arrived at a
comprehensive set of policies and specific improvement
measures designed to make Japan's standards and certification
systems as a whole more open to her trading partners.

2. In the past, specific issues relating to import
testing procedures and standards have been raised and dealt
with in Japan-US. Japan-EC and other bilateral fora as well
as through the OTO mechanism. The headquarters has conducted
its review from the basic viewpoint of examining how best to
tackle these issues systematically and comprehensively.
rather than responding to them on an ad hoc basis as they
arise.

3. Japan is a contracting party to the GATT standards
code (agreement on technical barrier to trade) which came
into effect on January 1, 1980. In conducting this review,
we have placed our emphasis on further realizing the
objective of the standard code which is to ensure that
certification systems be applied in accordance with the
principle of non-discrimination between domestic and foreign
products/supppliers and to eliminate unnecessary barriers to
trade. Thus our first goal has been to ensure in terms of
legal systems that there be no discrimination between
nationals and non-nationals in our certification procedures.
In addition to this goal in terms of principle or form, our
second goal has been to work out specific policies and
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measures to ensure transparency, bring about greater
conformity of Japanese standards with international
standards, promote the acceptance of foreign test data and to
otherwise simplify and speed up certification procedures, so
that our systems can be made more open in substantive terms.

4. The salient points of the decision reached as a
result of the review by the liaison and coordination
headquarters are as follows:

(1) Legal non-discrimination
(A) In order to ensure in terms of legal systems

that there be no discrimination between
nationals and non-nationals in our certifica-
tion procedures, we will seek to amend nearly
20 laws including the Pharmaceutical Affairs
Law, Agricultural Chemicals Regulation Law,
Law Concerning Standardization and Proper
Labelling of Agricultural and Forestry
Products (JAS law), Consumer Product Safety
Law, Electric Appliance and Material Control
Law, etc. Amendments will be proposed to the
current session of the Diet
(a) to enable foreign suppliers to apply for

and obtain certification directly, and
(b) to treat foreign products and suppliers

equally with domestic products and
suppliers with respect to testing
methods.

These amendments will enable foreign manufac-
turers who wish to enter the Japanese market
to have the choice between applying directly
to Japanese certification systems and
applying, as before, through importers in
Japan. It means that these foreign
manufacturers will be provided with the same
opportunities as Japanese manufacturers.

It is noted that only a small portion of
the contracting parties to the standards
such as the United States grant foreign manu-
facturers direct access across-the-board to
their certification systems. The above
mentioned amendments will make Japan's
certification system one of the most open in
terms of legal systems.

(2) Transparency
The point has often been made by interested

foreign parties that it is difficult to know
precisely when and under what procedures various
Japanese standards are drafted and to have their
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views reflected fully in the standard-drafting
processes. To meet this, we will compile and
publish a directory of standard-drafting and
standard-revising processes in the Japanese
Government and will provide opportunities to hear
the opinions of parties concerned including foreign
nationals from the outset of the standard-drafting
processes. Further, we will extend the comment
period under the standards code from the present 45
days to not less than 9 weeks.

(3) ,Conformity with International Standards
We will proceed promptly with the work of

bringing our standards into conformity with
international standards where such international
standards already exist. Such work will be
completed regarding standards on household
electrical appliances with IEC (International
Electical-Technical Commission) Standards and
standards on driver's head gear with ISO
(International Organization for Standardization)
draft-standards within FY 1983. At the same time,
we will participate actively in the work to newly
formulate international standards on motor vehicles
in the ECE (United Nations Economic Commission for
Europe) and measuring devices in the OILM
(International Organization of Legal Metrology),
etc. With respect to approval of new food
additives, we will take steps on the basis of
specific scientific examinations on utility and
safety, bearing in mind the evaluation by the joint
PAO/WHO expert committee on food additives.
Further steps will be taken to relax the safety
standards on motor vehicles (rear spoilers,
head-restraints, lights, speedometers, etc.) as
from October 1983 and to add a new standard on
plywood with white pockets to the Japan
agricultural standards in the light of comparison
with corresponding standards in other countries.

(4) Acceptance of foreign test data is of great
significance in simplifying the regulatory testing
process and in facilitating the flow of goods. We
will accept the results of tests conducted by
foreign testing organizations or foreign firms upon
confirmation of the reliability of the data except
where there exists compelling reasons not to do so.
Steps are already being taken in this regard with
respect to motor vehicles, imported foods,
electrical appliances, etc. Further, we will, as
-from October 1983, accept those pre-clinical test
data which have noe been accepted before such as
stability test data and data on specifications and
test methods with resect to pharmaceuticals and
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also actual performance data by foreign firms on medical
devices. With respect to clinical test data on
pharmaceuticals, we will seek to move forward by carrying out
expert, scientific studies inm consultation with our trading
partners on matters such as ethnic differences. On
agricultural

chemicals, we will work towards an early
introduction of the GLP (Good Laboratory Practice)
taking into account the state of consideration by
our trading partners so as to facilitate the
acceptance of toxic test data by foreign firms. As
regards to chemical substances, we will introduce
the GLP within FY 1983 to enable the acceptance of
test data prepared by foreign firms.

(5) Simplification and Speeding-up Certification
Procedures

The following steps will be taken. Inter
ALIA, to simplify and speed up the certification
procedures. Further, we will study the possibility
of application in English and other foreign
languages:

(A) Motor Vehicles
To enable the greater part of foreign car
manufacturers to take advantage of the type
designation system which does not require the
inspection of each imported vehicle at the land
transport office, we will greatly simplify the
procedures and requirements for type designation.
Specifically, (I) when durability test data are
presented at the time of application, the
submission of vehicles that have made long
distance running (30,000 KM, etc.) czn be dispensed
with (II). Data of tests conducted by foreign
manufacturers through foreign testing methods which
are roughly equivalent to Japanese testing methods
can be accepted, and (III) documents to be attached
to the application form will be greatly simplified
(simplification of items in the specification
table. Dispensing with the document on strength
calculations, etc.). As a result, submission of
one new sample vehicle and documents will suffice
to meet the type designation requirements, and type
designation will become roughly as easy to use as
the present type notification system. (The time
required will be reduced from about 7 months at
present about 2.5 months.) The United States
has been requesting that the Japanese government
allow U.S. manufa-cturesto self-certify compliance
with Japanese standards on safety, etc. This
suggests that we should adopt the approach of
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dealing with accidents, etc., after the fact, i.e.,
through recall of the cars from the market, civil
judicial procedures, etc. However, Japan's system
on automobile accidents, pollution, etc., has long
been predicted on the drafting and certification
activities of non-governmental bodies (including
quasi-governmental bodies) and take steps to see
that the above-mentioned policies such as
non-discrimination, transparency, conformity with
international standards, etc., be reflected in the
activities of these bodies.

(B) Pre-import Procedures
We will expend and strengthen the system for
seeking improvements including information-giving
with respect to pre-import procedures which involve
various ministries and agencies.

5. In carrying out this review, we have solicited the views
of the United States,the EC Commission, and other countries
concerned and have also looked into the systems of our
trading partners. We are convinced that the policies and
measures included in this decision respond to the major part
of the concerns of our trading partners. We will be handling
further specific requests from our trading partners in the
light of the policies contained in this decision.

6. Japan is the only country among the contracting parties
to the GATT Standard Code which has, on its own initiative,
taken steps to improve its standards and certification
systems as a whole. We hope that similar efforts will be
made in other countries as well.
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USTR BROCK HOPEFUL FOLLOWING JAPANESE STANDARDS REVIEW

U.S. Trade Representative Bill Brock today said he was

optimistic that the Japanese Government's announced intention

to seek parliamentary action to amend a number of its import

testing procedures would result in greater access for U.S.

suppliers to the Japanese market.

"I am hopeful that as a result of the review by the

interministerial committee, 17 major Japanese standards and

certification laws will be amended during this session of the

Diet," Ambassador Brock said in response to the announcement by

the Government of Japan.

The GOJ announced earlier today that it had arrived at

a set of policies and specific improvement measures designed

to make Japan's system as a whole more open to her trading

partners. This followed a comprehensive, two-month review of

standards and certification practices, supervised by Chief

Cabinet Secretary Gotoda.



- 58

The review addressed all of the United States' concerns --

introduction of non-discriminatory treatment ('direct access')

for foreign suppliers, increased transparency during the develop-

ment of Japanese regulations, greater use of international

standards, further reliance on foreign test data, and

continued simplification of iniport procedures.

Ambassador Brock, the President's principal adviser on

trade matters, said, "I am especially appreciative of 'the strong

support and personal leadership of Prime Minister Nakasone in

dealing with these difficult and controversial issues."

The proposed statutory changes to Japan's import testing

procedures and standards are consistent with the commitment

made by Prime Minister Nakasone in January during his visit to

Washington and with that given to Ambassador Brock during his

trip to Tokyo last February.

"It is critical that where Diet approval is necessary to

implement the new certification policies of providing nondiscrim-

inatory treatment to foreign suppliers, such approval is

secured as soon as possible," Ambassador Brock stressed.

He added, "It is significant that the Government of Japan

has publicly committed itself to securing legislative

approval and the U.S. Government wholeheartedly supports this

effort."

For the past three years, since the Agreement on Technical

Barriers to Trade (Standards Code) went into effect and the

U.S.-Japan joint statement on standards was initialled,

Ambassador Brock said, our two governments have engaged in

numerous bilateral technical discussions.
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"These discussions have provided a foundation upon which

we have proceeded to build a strong understanding of each

other's standards and certification procedures, which has

resulted in the resolution of many standards-related probleM.

"The U.S. Covernment reaffirms its belief in this

foundation and we look forward to a continuation of our

close cooperation as the Government of Japan implements the

commitments it has made in the context of its review of

Japanese standards and certification laws and practices,"

Ambassador Brock concluded.

###
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Representative SNowE. You indicated earlier, - think, to Congress-
woman Holt with regard to the poultry situation that it was unpre-
dictable as to when you would meet to get a negotiating agreement.

Mr. BROCK. No; we're meeting now and we will continue that process
over the next several weeks and we will reach a decision.

What I could not predict was when the GATT might reach a deci-
sion, if, in fact, it goes to the dispute settlement phase.

Representative SNOWE. Do you think the move that was taken with
respect to the wheat flour sale will help in strengthening our position
in our bargaining position?

Mr. BROCK. Yes.
Representative SNowE. Good. Thank you.
Senator JEPSEN. Congressman Lungren.
Representative LUNGREN. Thank you, Mr. Chairman.
Mr. -Ambassador, a moment ago the chairman asked you about the

problem of counterfeit products. I'd like to talk about quasi-counter-
feit products where they don't have the precise label of the American
manufacturer but it's so close that unless you have a magnifying glass
or you're really careful you don't know that.

An industry that I'm familiar with, Norris Industries and one of
its subsidiaries, Price-Fisher, and they make hardware for bathroom
fixtures. They have exact replicas to the-you just look at it-it's the
exact design down to what the wringer looks like and so forth. And
the requirement that they say where it's manufactured is such that
they can put it way up and under and unless you've got an articulated
neck there's no way you could find it.

I guess my question is, with respect to domestic sales, is there any
implications that would not be obvious to me with respect to tougher
requirements for identification of the country of origin? I mean when
they bring it into me, it seems to me it's a simple answer. You require
the country of origin to be absolutely identifiable very easily to any-
body who looks at it, but I don't know. Is that something that's viewed
as protectionist or "Buy American," or that sort of thing?

Mr. BROCK. No; that's legitimate. That simply goes with any of
our normal labeling standards, our product standards, and i, in
fact, the present description is inadequate, it can be tightened up. That
is not a protectionist action. That's the kind of distinction I would
like to make.

Representative LUNOREN. It sounded so simple, I wondered if there
wasn't something wrong with it. Sometimes the simplest things are
rejected here in Washington as not being responsible.

Mr. BROCK. Sometimes the simple things are best.
Representative LuNOREN. On another subject against dealing with

our trading ally, Japan, we have to be honest; we are not entirely
honest in relating to them. One of the things that's a very touchy
political issue up here is the idea of possibly allowing the sale of
Alaskan crude in Japan that some analyze as being more beneficial to
them in terms of reduced transportation costs and that we could cover
that by purchases from Mexico or elsewhere and actually the net
transportation costs would be less across the United States. I know
how tough it is politically. I have not at this point voted to allow that
to happen.
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My question is this, in your discussions with the Japanese, has this
subject ever come up in view of the fact that their major difficulty
with respect to international trade, their deficit side of trade, is largely
the product of their reliance on foreign oil for running their
industries?

Mr. BROCK. It has come up. I don't believe the Japanese are as con-
cerned about price as they are about alternative sources of supply.
I think they would be delighted to explore it.

We've had two problems with analyzing the issue. As you well
know: One is the security issue which I think may not be a good
issue. I think that can be managed. The international energy agree-
ment does not address that kind of problem.

But the other problem is a bit more difficult and that is the prob-
lem that our maritimes have an assured employment agreement in
this situation. It would be difficult to get anything through the Con-
gress that does not address that situation.

Representative LUNOJREN. Third, I'd like to ask you about the Carib-
bean Basin Initiative. As one that serves on the Immigration Sub-
committee of the House Judiciary Committee, one of my com selling
reasons for supporting the Caribbean Basin Initiative is the alterna-
tive, which is, if we don't shore up the economies in Central and South
America, we won't have to worry about those economies because all
those people will be in the southwest portion of the United States, and
I don't think that's really an exaggeration. Usually on the south-
western border of the United States over 50 percent of the illegal
aliens apprehended are from Mexico. Last year in California there
were a lot from El Salvador.

So, I try to articulate that concern to my constituents and to others.
But from your perspective, what are the short- and long-term trade
implications of the Caribbean Basin Initiative?

Mr. BROcK. I will try to resist getting up on my pulpit and preach-
ing on this subject, but I do feel strongly about it and I'm distressed
by the quality of the debate. Early on, the debate took on some
unfortunate dimensions.

Let me just put it flatly and plainly. In trade terms, the CBI is a
net benefit to the United States. We gain, we do not lose. It is not the
expenditure of $1 million in foreign aid that we never see again. It
is an expansion of the trading process and we have a net benefit. The
first thing that will happen when that bill passes, as the Caribbean
begins to develop new small companies, is that they will buy American
machines, American products, with which to produce whatever goods
they want to sell. If you go into any of those island countries or even
in the Central America area and you look on any shelf in any store,
you will find as much as 90 percent of the products are of U.S. origin.
We are a product producer of all that they buy and their income im-
provement, their jobs improvement, their economic growth will im-
mediately and over an extended period of time result in the creation
of jobs in the United States.

We will net gain. It has no negatives. It helps to deal with the im-
migration problem. It helps to deal with the security problem. It
helps to keep friends of ours free when they are desperately trying
to maintain their freedom in the face of terrorism and revolution,
and it will give us economic growth and job creation here next year,
the year after, and for the foreseeable future.

20-982 0 - 83 - 5
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Representative LuxoaRN. I appreciate that. I just don't think we
have done a good enough selling job about the. initiative's impact for
jobs to Americans.

Mr. BROCK. Absolutely.
Representative LuNoRE. I very much appreciate your testimony

today, I guess you have learned from your experiences that free trade
is an important subject which a lot of people like to talk about, but
I'm sure you take a lot of criticism from all sorts of different sources
as you attempt to do your work. In reality, it's really no different than
it always has been. It was McCullough who said, "Free trade, one of
the greatest blessings government can confer on people, is in almost
every country unpopular." His statement remains as timeless today
as when it was made in the 19th century. Thank you, Mr. Ambassador.

Senator JPSEN. Ambassador Brock, on behalf of the Joint Economic
Committee, I thank you for your testimony today. It's been refresh-
ing and candid and informative. Your distinguished career of service
to this country is reflected in your knowledgeable and receptive role
that trade plays as a necessary ingredient for the very economic sur-
vival of this country and subsequently the hope of all freedom-loving
people around the world. I commend you for your commitment to
resolve and improve and increase our trade activity, and any time this
committee can assist in an way, please do not hesitate to call on us.

Mr. BROCK. Thank you, Senator.
Senator JEPSEN. Thank you. The committee will now stand in recess.
[Whereupon, at 11:55 a.m., the committee recessed, to reconvene at

10 aam., Monday, February 14, 1983.]
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CONGRESS OF THE UNITED STATES,
JOINT EcoNo Ic COMMIrTEE,
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The committee met, pursuant to recess, at 10 a.m., in room 5110,

Dirksen Senate Office Building, Hon. William Proxmire (member of
the committee) presiding.

Present: Senator Proxmire and Representative Holt.
Also present: James K. Galbraith, deputy director; Richard F.

Kaufman, assistant director-general counsel; and William R. Buech-
ner and Robert Premus, professional staff members.

OPENING STATEMENT OF SENATOR PROXMIRE, PRESIDING

Senator PROXMIRE. The committee will come to order.
It's good to have you gentlemen before us this morning. As you

know, the weather is so bad that a number of members of the com-
mittee undoubtedly couldn't make it in this morning and are having
difficulty getting over here, but I have great respect for the two dis-
tinguished experts who will testify this morning. I'm sure they can
help the committee greatly, Rudy Oswald, director, Department of
Economic Research, AFL-CIO; and Lester Thurow, professor of
economics, MIT.

During the past few weeks we have heard from the top economic
policymakers in the administration and their testimony has left many
questions unanswered.

First, the administration predicts a 1.4-percent growth in real GNP
during 1983. How realistic is the administration's forecast? Since the
budget figures, and recommendations for spending and tax changes,
are based on this lower than consensus growth projection, it is im-
portant to have an outside evaluation. Furthermore, if this is an
accurate forecast under current policies, what changes should Con-
troeo make in the President's recommendations in order to improve
t~,otlookf

Second, the administration has been giving the Federal Reserve
mixed signals on monetary policy. In a speech during the middle of
January, Secretary of Treasury Regan recommended that monetary
policy accommodate the need for an economic recovery. The Economic
Report of the President recommends, to the contrary, that monetary
policy should continue to fight inflation. Wednesday, Chairman
Volcker will testify before the Senate Banking Committee on the 1983
monetary growth targets, so it would be interesting to have the recom-
mendations of you gentlemen as to what the Fed-s monetary growth
targets should be for 1983.

(63)
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Third, Members of Congress on both sides of the aisle are talking
about proposing a major jobs program and as we know the admin-
istration has indicated that they will support a jobs program of sorts.
If so, how can we structure the spending so as to reduce the fear
that a jobs program will contribute to inflation in the future and
require government borrowing from credit that might otherwise go
to finance home buying, auto buying and other buying in the private
sector with little net increase in employment, given a fixed monetary
policy on the part of the Federal Reserve Board?

Fourth, the administration has proposed to reduce the massive
deficits projected through 1988- Are these deficits a danger and, if so,
what tax measures would reduce them with the least damage to the
economy?

And fifth, should we consider a shortening of the work day or work
week, with double pay instead of time and a half for overtime? It
would be d change for the first time in nearly 50 years to share the
available jobs.

I hope we will have an opportunity to address these issues during
today's hearing and we will proceed alphabetically, which means that,
Mr. Oswald, you're on.

STATEMENT OF RUDY OSWALD, DIRECTOR, DEPARTMENT OF
ECONOMIC RESEARCH, AFL-CIO

Mr. OSWALD. Thank you, Senator. I'm happy to be here and make
these comments-on the policy recommendations that are contained in
the Economic Report of the President and to present the recommenda-
tions of the AFL-CIO to reverse the current recession, to create jobs,
and stimulate economic growth, and get this Nation back on track
toward full employment.

I'd like to summarize my prepared statement and ask that my full
statement be made part of the record.

Senator PROXMIRE. Without objection, the full statement of both
Mr. Oswald and Mr. Thurow will be made part of the record.

Mr. OSWALD. America needs jobs-millions of jobs-to meet the
needs of almost 12 million workers now officially jobless and the 1.5
million workers who will be entering the labor force each year over the
next 5 years. Unfortunately, the projections of the Reagan adminis-
tration itself show that even after 5 years unemployment will be
higher than it was in 1979. On through 1988, unemployment will re-
main above that 5.8 percent level that existed then.

Over the next 4 years through 1986, unemployment will continue to
average over 8 percent, a level reached in only one recession year in
the previous 40 years prior to 1982. It will take until 1987 for un-
employment to return to the level of 1981, and the 1979 level of 5.8 per-
cent is not foreseen in this decade.

Unemployment has risen rapidly during the past 2 years. Eleven and
a half million American workers are officially unemployed. But that
official rate assumes that 600,000 workers dropped out of the labor
force between December and January-and nearly all of these were
adult males.

Unemployment, including these 600,000 not counted, plus the 1.8
million officially discouraged workers, indicates that jobs are needed
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for 13.8 million workers. Another 6.8 million workers are on part-time
work schedules, although they are looking for full-time job opportu-
nities. To provide these part-time workers with the full-time job op-
portunities they are seeking would require the equivalent of another
3.4 million jobs--for a total of 17.2 million. Almost half the labor
force is suffering through this recession-depression with lost jobs,
layoffs, reduced worktime, and reduced earnings and lost opportunities.

Job creation is a moral, social, political, and economic imperative.
For every one million jobless workers, America loses the production
of nearly $100 billion in goods and services and the Federal Treasury
losses $30 billion. Unemployment generates tremendous social losses
which include physical and mental illness, family disorganization,
social alienation, and crime.

The AFL-CIO calls on Congress to act promptly on direct, large-
scale job creation programs.

When the private sector cannot provide enough jobs, the Federal
Government must step in. This is the mandate of the Employment
Act of 1946, reaffirmed in 1978 by the Humphrey-Hawkins Full Em-
ployment and Balanced Growth Act.

America clearly needs jobs, yet the President continues to hem and
haw over job programs. In his economic report last week-President
Reagan claimed that such programs would simply raise the Federal
budget deficit.

This is a simple, short-sighted, and wrong position the President
is taking. Last year the President projected a Federal budget deficit
of $91 billion for fiscal 1983 and he told the Nation that a jobs pro-
gram would be too costly. Now the Reagan administration is telling
us the 1983 deficit will be $208 billion and the argument given is that
the recession and unemployment are responsible for this big deficit.

A large-scale, adequately funded, antirecession job creation pro-
gram put into action last year would have very significantly reduced
unemployment and reduced the severity of the recession and also sig-
nificantly reduced the long-term Federal budget deficit. As noted
earlier, each 1 percent of unemployment costs the Federal Treasury
$30 billion.

The analysis and the prescriptions contained in the President's
Economic Report and in the Report of the Council of Economic
Advisers fail to reflect the urgent and serious nature of the current
recession-depression. They are more concerned with limits and con-
straints than with opportunities and responsibilities.

For example, in a section of the Council report entitled "The limits
of macroeconomic policy," there is a warning about "the inflationthreshold unemployment rate," or the "lower limit on unemployment
below which inflation will tend to increase," and a statement that this
theoretical lower limit "probably lies between 6 and 7 percent," a level
not obtained until 1988 in their own projections of unemployment.

This prompts a number of comments. First, it represents an ac-
ceptance of the so-called Phillips curve inflation-unemployment trade-
off theory, a theory which has been largely discredited by the experi-
ence of the last 10 years during which this country has experienced
simultaneous high unemployment and high inflation. This discredited
theory is reflected in President Reagan's abdication of responsibility
fo- the Nation's economic welfare and his heartless comment that
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"Tbc employment that many of our citizens are experiencing is a
consequence of the disinflation that must necessarily follow the ac-
ceicratiag inflation of the last decade."

Secon, the theory of the so-called "inflation threshold unemploy-
ment rate" ignores the true causes of inflation over the past 10 or 15
years, the supply shocks which have come from external causes, rais-
ing energy and food costs, the high costs of advancing technology and
structuraL defects in our health-delivery system, and particularly the
extraordinarily huge inflation-accelerating effects of U.S. monetary
policy with sky-high-interest rates adding tremendous costs through-
out the economy and contributing to both inflation and depression in
housing, in consumer durable buying, in small business, in agricul-
ture, and in State and local public investment, not to mention high-
interest costs in servicing the national debt.

A third comment on the theory of the so-called "inflation threshold
unemployment rate" is that even if it were true, which it is not, the
U.S. economy is a long, long way from approaching this rate. With
official unemployment at 10.4 percent, 12 million people out of work,
and with the Nation's industry operating at only two-thirds of ca-
pacity, it is ridiculous to be concerned at this time about an over-heated
economy arriving at inflationary bottlenecks. If there are skill short-
ages, now is the time for aggressive expansion of job training pro-
grams far above the levels proposed by the Reagan administration.

The AFL-CIO has set forth a proposal in my prepared statement
that involves how these jobs programs would work.

First of all, we emphasize the new community development sup-
plemental jobs program that would be essentially a large-scale devel-
opment program with 100 percent Federal funding for jobs on direct
local government payrolls.

In every community there is work to be done that is vital to that
community's economic health and public well-being but which has
been neglected. Because of declining tax revenues, Federal budget
cuts and local government fiscal crises, many of these communities
need help to repair, maintain, and rehabilitate essential public fa-
cilities and public services.

Investment in accelerated public works can provide jobs and essen-
tial infrastructure underpinning for private sector investment and
economic growth. The Surface Transportation Act of 1982 is only a
start in the right direction. We have shortchanged investments in
public facilities related to health, education, energy, safety, solid
waste removal, water supply, parks, highways, bridges, ports, rail-
roads, and urban mass transit. There is a huge backlog of such public
works.

Similarly, housing construction and rehabilitation needs to be un-
dertaken on a vast scale to bring about the housing needs of low and
modest income Americans and, in addition, Congress should enact
legislation to provide home mortgage relief and rental assistance for
jobless workers.

Similarly, youth programs need to be expanded to provide for
change for the large group of unemployed youth in our society today.

Supplemental funds need to be allocated for dislocated workers
who are suffering large layoffs in traditional industries where par-
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ticular help is needed to help them over the problems of plant closings
and major layoffs.

In terms of unemployment insurance benefits, currently the extended
program expires on March 31 of this year. We ask Congress to enact
a permanent program of supplemental unemployment insurance
funded by general revenues with a maximum duration not less than 65
weeks. Such a program existed in 1975 and was a major element in
trying to help those workers in that recession, which was much less
severe than the current one, meet the problems of lost income during
unemployment.

Health care for the unemployed is one other major problem area.
Currently, health insurance is related normally to work and wherf
people are laid off they lose their health-care system. A special pro-
gram should be implemented to provide health care for those workers
who become unemployed.

We have set out specific sums for those programs. They are sum-
marized in my prepared statement. It indicates that we call for spend-
ing as a suppl ement to the fiscal year 1983 budget of some $22.5 billion
and in fiscal year 1984 some $46 billion. We believe the results would
be that 880,000 people would be put to work still in this year and in
fiscal year 1984, 1,785,000 new jobs would be provided. But we also
think that there would be a second-round ripple effect from those job
opportunities which would go on to provide additional jobs for other
people.

But we think that one also needs to be concerned with revenues and
we have set forth a number of revenue-raising elements that we think
will provide an element of fairness and will help raise the sort of fund-
ing in the long run to provide for the stimulus that we need for the
economy todayWe think the first essential element is to provide a $700 cap to the

tax cut that is due this July and to thus provide some fairness in terms
of the sacrifices that are needed in our society today. The result of the
$700 cap would mean that everyone would get their full tax cut up to
an income level of about $45,000 and above that would only get $700.
The revenue gained would be about $6 billion in fiscal year 1984 and a
total of $21 billion over the fiscal years 1984 to 1986.

Similarly, we feel that indexation should be repealed and, again,
that will provide some $9 billion in fiscal 1985 and $23 billion in fiscal
1986.

We spell out a number of other loophole-closing proposals that
would in essence deal with such items as the foreign tax credit, deferral
on unrepatriated profits, and the Domestic International Sales Corp.
A variety of programs in this area could raise nearly $50 billion in the
3-year budget of 1984 through 1986. Depletion allowances and special
drilling writeoffs for energy companies reduce Federal revenues by
more than $7 billion per year.

Similarly, the invest lent tax credit could be curtailed in future
years back to the 7-percent level that it had been and that would save
about $6 billion a year.

We believe that capital gains needs to be looked at again and that
we need to really deal with that.

For the long run we believe that there is a need for a national
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reindustrialization effort to channel funds to those industries that need
it the most and we believe that U.S. trade policies need to be looked
at so that the full impact of the high dollar valuation and the unfair
trade practices abroad don't displace American workers and that there
be action to assure that those impacts are properly dealt with.

First, monetary policy and interest rates need to be a central part
of any effort to try to bring us back out of the recession. Clearly, a
monetary policy that targeted lower interest rates would be a major
stimulus for a number of industries and we believe that the Credit
Control Act of 1969 that expired last year should be extended so that
credit allocation can be made to those industries that need it the most
and restrict credit for corporate mergers and similar types of non-
productive capital flows.

We think that the basic tragedy that the country faces is the
tragedy of unemployment. That tragedy needs to be corrected as
rapidly and quickly as possible. It won't happen by just wishing and
the Federal Government has a central responsibility to offer hope for
the millions of jobless so that they can meet the public needs that are
not being met and be put back to work until the private sector again is
in a position to offer jobs for the millions of jobless..

Thank you, Senator.
[The prepared statement of Mr. Oswald, together with attachments,f ollows:]
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PREPARED SrxrTA i--No -- RUDY OSWALD

We appreciate this opportunity to comment on the policy recommendations

in the 1983 Economic Report of the President and to present the recommendations

of the AFL-CIO for action to reverse the current recession-depression, create

jobs, stimulate economic growth, and get this nation back on track toward full

employment. -

America needs jobs -- millions of jobs -- to meet the needs of almost

12 million workers now officially jobless and the 1.5 million workers ;ho will

be entering the labor force each year over in the next five years. Unfortu-

nately, by the projections of the Reagan Administration itself, even after five

years unemployment will be higher than it was in 1979.

America cannot tolerate the cruelly high unemployment rates projected by

the Reagan Administration. Each one percent of unemployment represents more

than 1.1 million people:

1979? 1980 ,91 _ 1982 ... 1983 1984 1985 1986 1987 1988
Admin. 5.8 7.2 7.6 9.7 ... 10.7 9.9 8.9 8.1 7.3 6.5

090 5.8 7.2 7.6 9.-7 ... 10.6 9.8 9.0 8.4 8.0 7.5

(1979-1982 actual as percent of civilian labor force; 1983-1988 projected by
Administration as percent of total labor force including armed forces stationed
in the U.S.A., by CBO as percent of civilian labor Corce. )
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For the next four years, unemployment will continue to average over

8 percent -- a level reached in only one recession year in the previous

forty years prior to 1982. It will take until 1987 for unemployment to

return to the level of 1981 and the 1979 level of 5.8 percent is not

foreseen in this decade.

Unemployment has risen rapidly during the past two years. Eleven and

a half million American workers are officially unemployed. But that official

rate assumes that 600,000 workers dropped out of the labor force between

December and January -- and nearly all of these wre adult males.

Unemployment,including these 600,000 not counted, plus the 1.8 million

officially discouraged workers,indicates that Jobs are needed for 13.8 
4
llion

workers. Another 6.8 million workers are on part-time work schedules, a, )ugh

they are looking for full-time job opportunities. To provide these part-time

workers with the full-time job opportunities they are seeking would require

the equivalent of another 3.4 million jobs -- for a total of 17.2 million.

Almost half the labor force is suffering through this recession-depression

with lost jobs, layoffs, reduced worktime, and reduced earnings and lost

opportunities.

Job creation is a moral, social, political, and economic imperative.

For every one million jobless workers, America loses the production of nearly

$100 billion in goods and services and the federal treasury loses $30 billion.

And unemployment generates tremendous social losses which include physical and

mental illness, family disorganization, social alienation, and crime.

The AFL-CIO calls on Congress to act promptly on direct, large-scale,

job creation programs.
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When the private sector cannot provide enough jobs, the federal government

must step in. This is the mandate of the Employment Act of 1946, re-affirmed

in lq7R by the Humphrey-Hawkins Full Employment and Balanced Economic Growth

Act.

It is clearly in the economic and social interest of the nation to put

Americans who are able and willing to work into productive jobs which generate

taxes, produce useful community services and community facilities, and stimulate

the economy in communities with high unemployment.

Unfortunately, the Reagan Administration's response to joblessness has

essentially been a hands-off approach -- let the market take care of the

problem. In his State-f-The-Union message, in his Budget message, and in

his Economic Report to Congress, President Reagan has failed to propose any

realistic program to create jobs or to reduce unemployment over the next few

years.

America clearly needs jobs, yet the President continues to reject all

jobs programs. In his economic report last week President Reagan claimed that

such programs would simply raise the federal budget deficit.

This is a simple, short-sighted, and wrong position the President is taking.

Last year the President projected a federal budget deficit of $91 billion for

fiscal 1983 and he told the nation that a jobs program would be too costly.

Now the Reagan Administration is telling us the 1983 deficit will be $208

blIllon and the argument given is that the recession and employmentt are

responsible for this big deficit.

A large-scale, adequately funded, anti-recession job creation program

put into action last year would have very significantly reduced unemployment

and reduced the severity of the recession and also significantly reduced the

long-term federal budget deficit. 'As noted earlier, each one percent of

unemployment costs the federal treasury $30 billion. -
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Unfortunately, the Reagan Administration has not learned the bitter

lesson that the rest of us have learned about the disastrous, job-destroying

effects of Reaganomics and its contribution to bringing on the worst recession-

depression since the 1930s.

Unfortunately, as the President tells us in his Economic Report, in 1983

he wants to give us more of the same that he gave us in 1981 and 1982 -- more

job-destroying cuts in federal spending, continuation of the irresponsible and

unfair tax cuts, more of the tight monetary policy which was the biggest single

factor in bringing on the Reagan recession-depression, and more weakening of

protections for people at the workplace and protections for the environment.

Tis is a prescription for continuing and worsening the present recession-

depression disaster.

If the priorities of the Reagan Administration prevail, in 1983 America

will have still more lost output, more lost Jobs, more lost income, and more

foss of the sense of fairness and social justice that holds our nation

together.

The analysis and the prescriptions contained in the President's Economic

Report and in the Report of the Council of Economic Advisers fail to reflect

the urgent and serious nature of the current recession-depression. They are

more concerned with limits and constraints thA with opportunities and

responsibilities.

For example, in a section of the Council report entitled "The limits of

macroeconomic policy." there is a warning anout "the inflation threshold

unemployment rate," or "the lower limit on unemployment below which inflation

will tend to increase," and a statement that this theoretical lower lanit

"probably lies between 6 and 7 percent."
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This prompts a number of comments. First, it represents an acceptance

of the so-called Phillips curve inflation-unemployment trade-off theory, a

theory which has been largely discredited by the experience of the last 10

years during which this country has experienced simultaneous high unemployment

and high inflation. This discredited theory is reflected in President Reagan's

abdication of responsibility for the nation's economic welfare and his heartless

comment that "The unemployment that many of our citizens are experiencing is

a consequence of the disinflation that must necessarily follow the accelerating

inflation of the last decade."

Second, the theory of the so-called "inflation threshold unemployment rate"

ignores the true causes of inflation over the past 10 or 15 years, the supply

shocks which have come from external causes raising energy and ford costs, the

high costs of advancing technology and structural defects in our health delivery

system, and particularly the extraordinarily huge inflation-accelerating effects

of U.S. monetary policy with sky-high interest rates adding tremendous costs

throughout the economy and contributing to both inflation and depression in

housing, in consumer durable buying, in small business, in agriculture, and in

state and local public investment, not to mention high interest costs in servicing

the national debt.

A third comment on the theory of the so-called "inflation threshold unemploy-

ment rate" is that even if it were true, which it is not, the U.S. economy is a

long, long way rom approaching this rate. With official unemployment at 10.4

percent, 12 million people out of work, and with the nation's industry operating

at only two-thirds (67.8 percent) of capacity, it is ridiculous to be concerned

at this time about an over-heated economy arriving at inflationary bottlenecks.
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If there are skill shortages, now is the time for aggressive expansion of

job training programs far above the levels proposed by the Reagan Administration.

Another example of the Reagan Administration's failure to come up with

realistic, workable, effective anti-recession job creation is its condemnation

of public service and public works job creation programs. The goal of full

employment is abandoned by this Administration. In fact, job creation programs

in tho past recessions have been put into effect with appropriate speed and

have made significant contributions to bringing the nation out of recession

in addition to providing useful services and facilities to local communities

and to the nation.

We believe a number of new job programs should be undertaken at once.

The AFL-CIO is offering a program to mend the nation. It is urgent for Congress

to move to immdiate job creation. Given the mass suffering in America today,

none of us knows how long trust and confidence can be maintained in a democracy

if the principal forum of that democracy, the federal government, can't or won't

respond to severe hardship.

Even after the large tax increases in 1982, the 1981 tax program accounted

for nearly half the 1984 deficit and two-thirds of the projected 1984-1986

deficits. These deficits were not a result of government overspending or

consciously stepping in to strengthen the economy. They are the direct result

of trying-to boost the economy through tax cuts while sapping the economy's

lifeblood through a monetary policy of sky-high interest rates.

In early 1981, tho Reagan Administration was forecasting economic growth

of 4.2 percent in 1982 -- but the actual figure was a minus 1.8 percent.

Unemployment was to average 7.2 percent for 1982 -- but the actual rate was
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9.5 percent. Interest rates on short-term (1-day) Treasury bills were

expected to average 8.9 percent for the year;. they averaged 13 percent.

Similarly, for 1983, the GNP was projected to rise 5 percent year-over-

year; now the prediction is only a 1.4 percent rise. Unemployment was

to average 6.6 percent, while the current projection is 10.7 percent for

1983.

Subsequent economic developments have more than vindicated the corrective

actions taken last year by the Congress. Continued unemployment and recession

make it clear that oven more decisive and more drastic modifications of the

Administration's proposals are necessary today -- and they must be made on an

urgent, immediate basis.

Each year, we have put forth an alternative budget with jobs as the

cornerstone. We will do it again this year and will spell out our program

in detail at the AFL-CIO Executive Council meeting starting February 21.

Our Council's agenda will also include: measures to protect the victims

of the recession; to deal with the job-destroying effects of international

trade and investment policies; measures to lower interest rates and channel

available capital to areas and industries to rebuild and revitalize the

nation's industrial base and public infrastructure. Attached to this testimony

is a copy of "Jobs: The Agenda for Recovery," the overall AFL-CIO program.

For now, however, I would like to focus on the immediate need for a federal

program to create jobs and protect the unemployed, funded at a level in line

with the enormity of the task of putting millions of people back to work at a

speed worthy of a humane society.

The fairest and most sensible way' to start is to finish the

job of patching up the damage from the 1981 tax giveaway -- a job
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on which Congress got started haltingly last year. We should

also embark on a long-overdue campaign to close loopholes and put

federal revenue raising back on an equitable basis.

Our program for job creation includes community development

supplemental jobs, accelerated public works, and a recovery for

the housing industry. In addition, special action is needed for

dislocated, minority and young workers, and all workers in all

categories who require added protections during this time of

disaster for the job market in America. For example, millions of

jobless workers need extended unemployment compensation and

emergency action to protect lost health care protection for

themselves and their families.

JOB PROGRAMS

Comunity Development Supplemental Jobs -- We propose a

large-scale community development jobs program with 100 percent

federal funding for jobs directly on the regular, local

government payrolls. Unlike previous public sector jobs

programs, specifically tne CETA program, these jobs would not be

In a separate category. Measures would be included to prevent

substitution.

In every community, there is work to be done that is vital

to that community's economic health and public well-being but

which has been neglected. Because of declining tax revenues,

federal budget cuts and local government fiscal crises, many of

these communities need help to repair, maintain, and rehabilitate

essential public facilities and public services.
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For this purpose, we urge a supplemental appropriation of

$5 billion for fiscal year 1983 and an appropriation of

$10 billion for fiscal year 1984.

Accelerated Public Works -- Investment in accelerated public

works can provide Jobs and essential infrastructure underpinning

for private sector investment and economic growth. The Surface

Transportation Assistance Act of 1982 is only a start In the

right direction. For years this nation has lived off its public

capital instead of replenishing it. We have shortchanged

Investments in public facilities related to health, education,

energy, safety, solid waste removal, water supply, parks,

highways, bridges, ports, railroads and urban mass transit. The

result is a huge backlog of unmet public capital needs and a

major impediment to growth and a return to the nation's full

productive potential. The crucial role of public capital

formation is too often ignored. Such public investment plays a

key role in raising the nation's productivity and output.

Experience in the 1960s and 19703 -- particularly in the 1975

recession -- demonstrates that accelerated public works can

provide jobs quickly and economically while restoring economic

growth.

For such a program, we urge a supplemental appropriatec, of

$5 billion in fiscal year 1983 and an appropriation of

$10 billion in fiscal year 1984.

Motioa Costruction and .ehabiliatLon -- In past

oeesplos. housig was recital ized through such programs as

20-982 0 - 83 - 6
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below-market interest rate subsidies and rental assistance for

low-income households. But the depth and length of this

recession has seriously worsened the underlying problems of

housing inadequacy and affordability. A program which provided

support for the construction of 250,000 new housing units a

year -- about the level of assisted housing starts in the

1970s -- could make a significant contribution to closing the

housing gap. In addition, Congress should enact legislation to

provide home mortgage relief and rental assistance for jobless

workers.

For these purposes, we urge a supplemental appropriation of

$5 billion in fiscal year 1983 and an appropriation of

$10 billion in fiscal year 1984.

Youtb Programs -- Two million American teenagers are

unemployed -- including half of all black teenagers in the

workforce, and one of every four teenagers overall. Youth

employment and training needs are too often shortchanged in

programs aimed at older workers. Expansion of the successful Job

Corps, establishment of a new youth conservation corps, and other

employment and training projects are needed to alleviate the

special problems of jobless youth.

The AFL-CIO remains adamantly opposed to subminimum wages

for workers of any race, sex or age. A long history of studies

and pilot programs have reached the same conclusion as then

Secretary of Labor George Shultz did In 1970. there is no

evidence of any appreciable increase in jobs because of a

subminimum wage.
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For the youth program, we urge a supplemental appropriate )n

of $1.5 billion in fiscal year 1983 and an appropriation of

$3 billion in fiscal year 
1984.

Dislocated Workers -- Supplemental funds should be allocated

to the new Job Training Partnership Act's program to help workers

hit by plant closings and major layoffs. These workers need a

variety of pre-layoff assistance and services, as well as

training, to help them move back into regular jobs.

For this purpose, we urge a supplemental appropriation of

$1 billion in fiscal year 1983 and an appropriation of $2 billion

in fiscal year 1984.

Unemployment Insurance -- To replace the present

supplemental benefits program expiring March 31, 10d3, Congress

should enact a permanent program of supplemental unemployment

insurance, funded by general revenues, with a maximum duration of

not less than 65 weeks. The 6.27 million jobless workers now on

unemployment compensation are the most in the history of a system

dating to 1935. Still, only half of the 12 million officially

unemployed are getting any unemployment benefits.

Since July 1981, more than five million workers have

exhausted their regular UI benefits and another one million long-

term jobless workers have lost their extended benefits. Of the

900,000 unemployed workers getting federal supplemental benefits,

135,000 have already exhausted or will soon exhaust these

benefits. The remaining 765,000 will run out of benefits in the

coming weeks. The drastic cutbacks in the extended UI benefit
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program means that these extended UI benefits-are available only

in about half of these states despite catastrophic unemployment

levels.

To meet the urgent needs of long-term jobless workers, we

urge a supplemental appropriation of $3 billion in fiscal year

1983 and an appropriation of $6 billion in fiscal year 1984.

Health Care for the Unemployed -- Since health insurance

coverage is usually tied to the workplace, Labor Department

statistics indicate 50 percent of laid-off wor-ers lose health

care protection immediately or one month after Aayoff. Only

20 percent get coverage for three months or more. Since the

average duration of unemployment is a little over four moatha,

most jobless workers can expect to be completely without health

insurance protection. At the same time, most unemployed workers

are denied Medicaid coverage because they have not been poor long

enough to meet the state eligibility criteria.

We urge the necessary authorizing legislation and a

supplemental appropriation of $3 billion in fiscal year 1983 and

an appropriat3- of $5 billion in fiscal year 1984 to assure

health insurance coverage and health services for unemployed

workers and their families.

In summary, we are calling for supplemental appropriations

of $22.5 billion in fiscal year 1983 and an appropriation of

$46 billion in fiscal year 1984 to create jobs, to stimulate the

economy and to ease human suffering and hardship.
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TAX PROPOSALS

We believe there is much revenue that can be raised through

the tax structure in a manner which will help the economy and at

the same time add an element of fairness to national economic

policy-making.

A $TO0 Cap -- If Congress does not act, on July 1, the third

installment of the 5-10-10 percent tax cut will go into effect.

Its cost will be about $30 billion, of which $10 billion will go

to the wealthiest 5 percent of our society.

That $10 billion is Just about equal to the amount of

proposed reductions in food stamps, Aid to Families with

Dependent Children (AFDC), Supplemental Security Income (SSI),

and child nutrition programs over the next five years.

- A family of four with income of $100,000 a year would

receive $2,400 per year in tax reductions -- on top of the $4,500

Direct Jobs
(thousands)
1983 1984

420 835

215 430

75 180
170 340

$46 880 1,785
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per year from the first two installments. In sharp contrast, a

$30,000 working family would receive a cut of $340, and at

$20,000 the July cut amounts to $175.

We believe the third installment of the tax cut should be

limited. We propose that no taxpayer get more than $700.

Capping the total tax reduction in such a fashion will have

little or no effect on incomes under $45,000, so it does not risk

reducing consumer demand or otherwise weakening the economy. The

revenue gain would be $6 billion in fiscal year 1984, and a total

of $21 billion for the three years 1984 through 1986. At the

same time, the income tax would become a little more fair.

We therefore urge House support for H.R. 1183, which was

introduced, February 2, by Rep. Frank Guarini of New Jersey with

co-sponsors including Representatives Wright of Texas, Foley of

Washington, Alexander of Arkansas and Gephardt of Missouri.

Reveal Indexation -- Another route to revenue and economic

strength ia repeal of the indexation provisions that will take

effect in 1985. An indexed tax code means a sharp limitation on

the ability of the federal government to manage the economy; it

amounts to a permanent and continuing erosion of the tax base

regardless of economic need or circumstance. Repealing that

provision would save $9 billion in fiscal year 1985, $23 billion

in fiscal year 1986 when its full impact would be felt, and

increasing amounts in out years.
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The Congressional Budget Office found that tax

expenditures totaled $300 billion in fiscal year 1984. Like any

other expenditures, they affect the deficit, the level of funds

available for other programs, lending activities, debt reduction

or even the tax cuts, ind they serve to redirect resources to

particular sectors, groups or activities.

Tax expenditures, however, are subjected to few of the

standards of performance, accountability and oversight that apply

to spending programs; rarely are they enacted as a result of

reliable evidence of need or likelihood of fulfilling

expectations, and in the main they represent open-ended

"entitlements" over which Congress has little control.

Although tax expenditures are not necessarily synonymous

with'loopholes, most of the costly and inequitable provisions in

the tax code are included in the tax expenditure budget.

Significantly, the 1981 tax bill added $42.4 billion to the list.

Last year the AFL-CIO Executive Council highlighted a number

of loophole closing measures which would provide substantial

amounts of revenue and provide equity, balance and confidence to

government policy.

For example, ending the tax giimmicks subsidizing the

overseas activities of U.S. corporations -- the dollar-for-dollar

foreign tax credit, deferral on unrepatriated profits, and the

Domestic International Sales Corporation (DISC) -- could raise

nearly $50 billion in the 3-year budgets of 1984 through 1986.
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Depletion alLowances and special drilling write-offs for

energy companies reduce federal revenues by more than $7 billion

per year.

The investment tax credit will cost more than $20 billion in

fiscal year 1984. Despite the level of corporate investment

anticipated, it should be phased out as soon as possible.

Cutting the 10 percent rate down' to the prior 7 percent would

save about $6 billion per year.

And if the so-called small business provision which reduces

the corporate tax rate on the first $100,000 of all corporations,

big and small, were, in fact, limited to small business,

$6 billion could be saved on fiscal year totals of $1.9 billion

in 1984, $2 billion in 1985, and another $2 billion in 1986.

We also remain firm in our conviction that the key

impediments to tax justice include the 60 percent exclusion for

capital gains income and the total tax exemptions for such gains

passed on at death. Changes should also be made in the estate

and gift taxes, which were virtually repealed In 1981.

The 60 percent capital gains exclusion is an $18 billion a

year revenue loser, and the top 5 percent of the nation's

taxpayers get 60 percent or the benefit. Just cutting the

exclusion back to the pre-1979 level of 50 percent would raise

$2.5 billion this coming fiscal year and $7.6 billion in the

1984-1986 period.

Restoring the estate and gift taxes to its pre-1981 level

and allowing generous exemptions for survivor's spouse ($250,000
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or half, whichever is larger) could generate $3 billion in fiscal

year 1984, $4.2 billion in 1985, and $5.6 billion in 1986.

What I have outlined here would save the U.S. Treasury about

$40 billion in fiscal year 1984 and about $175 billion in the

1984-1986 period. And that does not, by any means, exhaust the

list.

National Reindustrlalization Board -- To start revitalizing

and rebuilding the nation's industrial base and economically

distressed areas, we urge establishment of a National

Reindustrialization Board with the tripartite -- business, labor

and government -- involvement spelled out in H.R. 134.

Its funding body would be a Reconstruction Finance

Corporation which would channel public and private funds into

reindustrialization projects primarily in areas with greatest

need. It would have initial authority to allocate $5 billion in

loans, loan guarantees and interest subsidies.

I " . l.
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I.$. TRADE POLICIES

Unfair trade practices and an overvalued U.S. dollar have added to the

recession's severity and sharply clouded the outlook for recovery.

In 1982, imports will exceed exports by over $40 billion and for 1983

a deficit almost double that amount is expected.

A clear relationship between growth of imports and Job displacement is

evident in a number of industries. For example, imports of automobiles rose

42 percent between 1979 and 1982, while employment dropped 47 percent. Im-

ports of apparel rose 26 percent, thile employment dropped 23 percent. Foot-

wear imports rose 13 percent and employment went down 24 percent.

A loss of almost 3 million jobs in manufacturing from July 1979 to November

1982 included hundreds of thousands of jobs related to these trade facts of

life. They cannot be ignored.

In rich countries and poor, the U.S. ability to export is retarded and

imports to the U.S. encouraged as the combination of other nations' trade

barriers and this nation's open markets squeezes the U.S. economy.

Industrialized nations have cut back on imports as a result of the

recession and developing countries have cut back on their imports to meet

their financial problems. The result is fewer American exports and fewer

export-related Jobs.

Fair trade must become a reality. A first step toward achieving that

reality requires a recognition that misguided U.S. international trade,

monetary and investment policies have been key factors contributing to the

destruction of basic U.S. industries.
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Unfortunately, the President's Economic Report and the Report of the

Council of Economic Advisers show a surprising disregard for the serious trade,

finance, and investment issues that face the U.S.A. on the international scene.

They offer a dream-world theology of free trade that is contradicted by the

widespread, almost universal existence among our trading partners of export

subsidies and barriers to imports. They offer no solution for imports-injured

U.S. industries. They offer no solution for the export of U.S. capital and

technology.

The Administration must recognize that trade-related job losses are rapidly

spreading beyond manufacturing and into service industries. Exports of jobs in

services have already begun through the runaway shop, the runaway ship, and the

runaway film and computer service. Imports of services have cost construction

jobs and theatrical jobs, while other types of service jobs also have eroded.

But as important, this nation's economy and industries are interrelated, and for

every manufacturing plant there is a set of service jobs, and each affects the

other.

The AFL-CIO is calling for a realistic and effective program to deal with

these problems, to achieve fair trade, to control the outflow of technology and

capital. Such a program should include:

Placement of temporary restrictions on harmful imports during periods

of recession and high unemployment to prevent increased Joblessness, added

penetration of U.S. markets by foreign producers and a further weakening of

the U.S. industrial base.
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: Knactnonl. of rn auto domosti(- content law to protect tho continued

U.S. capability to produce autos.

A domestic content bill for automobiles is a major goal because it is

fair and because it tries to assure that Americans will have a chance to benefit

from the U.S. auto industry -- as workers, as consumers, and as business suppliers.

For every one job in autos, for example, there are over two jobs in supplier

industries.

Action to assure that a portion of U.S. raw material exports is processed

in this country.

' Establishment of bilateral shipping agreements and adherence to cargo

preference laws.

SCommitment that foreign grant, insurance and loan programs, such as

the Export-Import Bank, are carefully managed to safeguard U.S. interests at

home and abroad.

* Vigorous enforcement of reciprocity provisions of the Trade Act.

MONETARY POLICY AND INTEREST RATES

Right from the start of the Reagan Administration in January 1981, it has

been clear and explicit that the Administration supported a tight-money, high-

interest-rate monetary policy and encouraged the Federal Reserve Board to

maintain such a policy as part of the Administration's fight against inflation.

The harmful effects of persistent, prolonged tight money and high interest

rates have been amply demonstrated during the past two years.

The Administration's Economic Report suggests that the 1981-1982-1983

recession-depression is primarily the result of a sharp decline in the velocity

of money, the ratio of Gross National Product in current dollars to the money

supply, as if the responsibility for perverse monetary policy rested on the

shoulders of some anonymous individuals who failed to spend their money fast

enough.
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But it is the tight money policies pursued by the Federal Reserve Board

with the support of the Reagan Administration that pushed interest rates to

record 20th Century levels in the 1980s. The result was the major curtailment

in economic activity, pushing the economy into the recession.

The impact was felt, first and moat severely, in residential and local

public construction. The automobile and farming sectors were also depressed.

The high unemployment and reduced income generated in these sectors spread

their effects ipon sales, incomes and output in other parts of the economy.

As high interest rates took their toll, men and machines were idled in manu-

facturing, in construction, in extractive industries, and in farming. The

effects have spread to other economic activities.

In March 1980, under authority of the Credit Control Act of 1969, there

was a departure from the overall tight-money policy by way of a brief imple-

mentation of credit controls. This was helpful in bringing down interest

rates and pulling the economy out of the short recession which began in January

1980.

Authority for credit control implementation, which expired this past June 30,

is essential to have as an alternative or supplement to monetary policy. It is

needed, so that it can be used to help restore economic recovery with stability

and help the country become more productive and internationally competitive.

The President should have the authority, and legislation to reestablish it

should be, enacted.

In addition, there is a need to reconstitute the Board of Governors of the

Federal Reserve System, so that there will be a broader representation of economic

interests. Four of the present seven governors were employees or
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officials in the Federal -Reserve system during their careers; one had been

in private finance and also Chairman of the Federal Home Loan Bank Board,

and one has been an economics professor. These members cannot adequately

share the perspective or represent the interests of labor, agriculture and

small business which are subject to the risks and hardships brought on ty

problonged periods of high interest rates. Legislation should be enacted to

reconstitute the Board of Governors, so that a wider spectrum of interests

and concerns will be represented.

CONCLUSION

The tragedy of unemployment and the prospect of further economic

downturn -- or, at best, slow and inadequate economic growth -- must be

reversed. But the Reagan Administration response promises only more cuts

in federal spending that will further weaken demand, reduce output, and

destroy more jobs.

The resulting weakened economy would be costly and damaging to the

nation in terms of lost production, lost jobs, lost skills, and lost income

to producers and workers -- much more costly than job creation programs and

temporary job-creating deficits in the federal budget.

The AFL-CIO again calls on the Congress to enact a job creation program

along the lines I have outlined. Thank you.
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(From the AFL-CIO Federatloniat, Jan. V, 1988]

Jois: Tzx AENDA iva Rzoovny

IN TROUCrON

Since July 1981, the American economy has been in a nosedive: Unemployment
has reached post-depression depths, human suffering has spread across the land
and growing numbers of plants and factories have been Idled.

Twelve million American workers are now officially jobless Almost half the
labor force is feeling the Impact of the Reagan recession-depression with lost
jobs, reduced worktime and earnings, and lost opportunities. And the Admin-
istration's programs offer no hope for the jobless in 1983.

Early last year, the AFL-CIO pointed out the need for large-scale anti-
recession job-creation measures to put America back to work. This February the
AFL-CIO Executive Council will carefully review the economic situation and
present a detailed program to end the recession, protect its victims, and deal
with fundamental problems that are adversely affecting living standards and
the basic strength of the Nation. An effective and permanent end to the tragedy,
waste and hardship of unemployment is our goal. This issue of the Federationist
contains an outline of the AFL-CIO agenda as prepared by the Department of
Economic Research.

Today's recession-depression Is further complicated by a major turndown in
the world economy. Further aggravating the economic downturn are unfair
trade practices and an overvalued dollar.

Technology is also changing the structure of the U.S. economy, the mix of in-
dustries, the location of industries and jobs, occupations and education and
skill requirements, often displacing workers with a long history of regular
employment. Robots in the factory, word processors in the office, scanners at the
checkout counter, pushbutton banking, gene-splicing in the laboratory, and
computers in the home-all of these are hitting white-collar and blue-collar
workers, workers in goods-producing industries and workers in service-producing
industries.

Many minority and disadvantaged workers still suffer from discrimination and
inadequate education, little work experience, and few Job skills.

Public investments have fallen far behind in providing basic support facilities
critical to private-sector Jobs, Investment and productivity like roads, bridges,
water and sewer systems, transportation and port facilities. America's infra-
structure is rapidly deteriorating and seriously holding back economic progress.

The misallocation of money and capital Is exemplified by the merger mania
of big corporations, big banks, and other financial institutions and the specula-
tive fever of the stock and commodity markets. Without any effective control
big business mergers soak up credit and along with the tight money policy of
the Federal Reserve bid up interest rates. The result is a loss of capital for pro-
ductive private and public enterprise, and housing. Conglomerate mergers in-
crease the concentration of wealth while the power of workers and other tax-
payers to maintain a healthy, pluralistic, democratic society is weakened.

The gaps and disparities in income between families have widened consider-
ably and poverty is on the rise. A two-tier economy at home and an energy cartel
abroad have inflated prices for limited supplies of scarce resources, including
necessities, such as fuel and food. Traditional weapons of monetary policy to
fight inflation, with high interest rates as the cutting edge, have been counter-
productive. Short-term gains on the price front have been bought at a 'huge
cost of unemployment and loss of national product and income.

New economic policies are needed to cope with the recession-depression.

AN ANTIREMSION PROGRAM

First of all, America must have a dramatic expansion of Job opportunities. The
Job situation is a catastrophe and large-scale direct job generating programs must
be the first priority of governmental economic policy.

Job creation is a moral, social, political, and economic imperative. Unemploy-
ment generates tremendous social losses which include physical and mental ill-
ness, family disorganization, social alienation and crime.

For every one million jobless workers, America foregoes the production of
$100 billion in goods and services and the federal treasury loses $80 billion.
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Job opportunities must be made available to unemployed men and women who
cannot find jobs in the private sector. This means there must be direct, targeted
and adequately funded large-scale public employment programs. It also means
quick action to get essential public works under way immediately.

When the private sector cannot provide enough jobs, the federal government
must step in. That is the mandate of the Employment Act of 1946, reaffirmed in
1978 by the Humphrey-Hawkins Full Employment and Balanced Growth Act.

The Reagan Administration's response to joblessness is essentially a hands-off
approach-let the market take care of the problem. Supposedly, people will find
jobs by relocating or by looking harder. Mismatches in skills and location are
indeed problems. However, it must be recognized that the number of unemployed
persons far exceeds job opportunities now available or likely to become avail-
able under the policies of this Administration.

Public works jobs can be generated through renewing the urban infrastructure
of sewers, water systems, streets and bridges and upgrading the nation's trans-
portation network so people and goods can move efficiently. Railroads, highways,
port facilities,-and airports are in desperate need of rehabilitation. Urban mass
transit systems need support and modernization.

Community service and public investment projects can provide opportunities
for unemployed workers that expand services and facilities needed for a healthy
economy and a healthy society. Workers should also receive training In skills
that are In short supply.

Housing is essential to the anti-recession job-creation effort, More government
support will Increase the supply of housing for low and middle-income families.
Expansion of existing housing programs will create Jobs In the construction
industry where one in five workers are unemployed and help reduce inflation In
housing by expanding the supply of affordable homes.

Inflation must be fought through attacking directly the key sectors of inflation-
ary pressures, and this includes specifically an attack on high interest rates.

Lower interest rates are essential. Congress must press the Federal Reserve to
ease the money supply and lower interest rates. Legislation should be enacted
to assure availability of existing credit and to selectively allocate credit. Lower
borrowing costs are necessary to stimulate the housing, automobile and other
hard-hit industries, investment in productive plant and equipment, state and
local public Investment.

Unfair international trade policies must be dealt with effectively as well as
the adverse effects of the overvalued dollar, international technology transfer
and financial transactions on American workers, American industries, and na-
tional security.

Unemployment insurance and trade adjustment assistance are essential to alle-
viate the suffering of the unemployed and other victims of the Reagan recession-
depression, Congress should improve and extend unemployment insurance bene-
fits and restore trade adjustment assistance for workers who lose jobs because
of Imports.

Health insurance protection for the unemployed must be secured through con-
gressional action. And Congress should reverse the Reagan Administration's
attack on the nation's system of Medicaid and welfare, food stamps, and human
services.

These basic programs help people who are unemployed, weak, or helpless.
They maintain income and the consumer buying power which gives stability
and resilience to the economy.

The stimulus and support of those programs for the economy would be timely.
Record overall unemployment and record construction industry joblessness now
prevail. High unemployment and slow real growth in GNP are expected to re-
main for many years even under the most optimistic assumptions and economic
projection. Overall unemployment and construction unemployment will de-
cline very slowly as new entrants into the job market seek jobs while record
numbers are presently jobless. Any recovery In the economy is expected to be
slow and weak. The recent declines in interest rates though welcome will not
translate into a boom nor generate high levels of employment.

To meet longer-term fundamental issues, a comprehensive reindustrialization
program should be undertaken to bolster the nation's growth and productivity.

Business, labor, and government, working together, can strengthen America
by helping to generate and channel private and public investment to modernize
basic and essential industries, public infrastructure, and lagging geographic
areas. This long.run reindustrialization program would include effective em-
ployment and training programs.
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All these programs---those for quick anti-recession job-creation and allevia-
tion of human suffering and those to deal with long-term fundamental prob-
lems-are aimed at social justice and economic progress.

PUBLIC WORKS

Investments in public works provide jobs and an essential underpinning for
economic growth and a critical complement to private sector investment, and
productivity. For years this nation short-changed investments in public facilities
related to health, education, energy, safety, solid waste removal, water supply,
parks, highways, bridges, ports, railroads, and urban transit. The result is a
hugo backlog of public capital needs and a major impediment to growth and
the attainment of the nation's productive potential.

An efficient public transportation system significantly enhances private sector
productivity. Conversely, the current state of disrepair in our highways, bridges
and transit system causes delays which in turn limit growth and raise costs.
The job of rebuilding the nation's transportation network has begun with the
highway and mass transit program enacted last year. It is expected to pro-
vide about $5.5 billion dollars in 1983 and over five years some $33 billion dollars
for repair and improvement of highways, bridges and mass transit facilities.

While a step in the right direction, it falls far short of needs. Over the next
ten years, one trillion dollars are needed to rehabilitate highways and bridges,
and another forty billion dollars are required for urban transit systems. Ob-
viously, the transportation program could be expanded to fill a basic public
need as well as provide needed jobs.

Tho crucial role of public capital formation and public investment is all too
frequently forgotten.- The Reagan Administration's 1981 tax cut is, of course,
a prime example of a one-sided attempt to promote private capital investment
and ignore needed public improvements. The effect was a diversion of huge
amounts of money that could have been channeled and directed to public in-
vestments essential to jobs and revitalizing and rebuilding the nation's cities,
industries and distressed areas. The huge revenue drain also drove up interest
rates to a level that sharply restrained private investment and public sector
improvements.

Well-known analysts of the sources of productivity growth have tried to high-
light the often overlooked but crucial role that public capital formation plays In
Increasing the nation's output. They have pointed out that the role of private
capital formation is far less important in fostering growth than is popularly
believed. In his major study of the sources of economic growth, Edward F.
Denison found that private investment accounted for only 15 percent of the
nation's long-term growth. At 40 percent, the largest single source of growth
was the general advance of knowledge, much of which is a product of public
investment in research and education. More recently Denison has observed that
the revised GNP data should help polieymakers recognize the ineffectiveness of
tax cuts designed to stimulate productivity growth. He adds "that government
support for investment in human capital, infrastructure, and research and devel-
opment, are currently receiving short shrift" (Business Week, September 13,
1982, p. 22).

The deterioration in highways, bridges, and transit systems is not unique.
Serious inadequacies exist in every other type of public capital stock.

Waste-water treatment facilities are so overburdened that a large number of
communities cannot allow firms to build new plants or expand existing plants. A
recent Joint Economic Committee study points out that cities like Newark are
on a sewer replacement cycle that would result in new facilities in 300 to 500
years.

Water supply systems are slowly decaying. In many older cities like Phila-
delphia, Boston and Chicago, more than 15 percent of the water supply simply
leaks out of the system due to corroded pipes. This worsens water shortages,
raises water bills, and can even cause street cave-ins.

A study conducted a few years ago by the Interior Department found that
extensive rehabilitation of recreational facilities is needed in older cities and
suburbs. In eight of 21 core cities surveyed, the cities' rehabilitation costs were
greater than their annual park and recreation expenditures.

Over one-half of the nation's 3.500 jails are more than 30 years old, and it is
estimated that between 1,300 and 8,000 of these must be either totally rebuilt or
substantially rehabilitated during the 1980s. In addition, resources will be needed
to expand these facilities.

20-982 0 - 83 - 7
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Not only has this neglect of public construction reduced the services that flow
directly from public facilities, as well as the private output these facilities sup-
port, but it has contributed to the underutilization of human resources, particu-
larly in construction. The 1982 trough in public construction expenditures coin-
cided with a peak for total construction unemployment at 28 percent. The
construction unemployment rate is normally higher than the rate for all indus-
tries. The only years during the past two decades in which construction
unemployment d~d not exceed eight percent were the four years from 166 through
1969. Not coincidentally, those were the only years in which total public invest-
ment in structures and equipment exceeded $800 per person, measured in 1972
dollars. It is evident, therefore, that public Investment creates jobs as well as
an environment conducive to economic growth.

The experience In the 190s and 1970s demonstrates that accelerated public
works programs can be effective in providing jobs and restoring economic growth.
An evaluation of the 1976 Public Works Act clearly illustrates the potential of
these programs. The program was a large success in aiding the recovery from
the deep 1974-1975 recession. The $6 billion spent as part of the Local Public
Works Program generated 110,000 direct onsite jobs and 66,000 Jobs in firms
supplying building materials. The added income of these workers resulted in
additional sales and production, and is estimated to have generated an additional
249,000 Jobs throughout the economy. The total-42,000 Job years--represents
an average cost of $14,000 per person year of employment.

This experience alo refutes the claim that such programs are "procydlical"-
that is, by the time public works projects get started, the recession is over and
they then cause inflation. In the 1976 programs, except for isolated incidents,
decisions on applications were made within 60 days and construction started
within 90 days. Projects can also be small and of short duration. The average
project funded under Round II of the program was under $500,000 and the aver-
age project duration was only 10.4 months. Finally, funds were successfully
targeted to the areas that were most In need. The average unemployment rate
for areas receiving Round II funds was 9.4 percent, substantially higher than
the national average.

Within the framework of an ongoing program of public capital formation,
projects specifically designed to be brought on stream quickly to generate Jobs
and counteract recession, could be easily identified without in anyway detract-
ing from the long-term continuing program to revitalize the nation's private
capital.

The expense of these jobs would, of course, be offset to some degree by the
resultant reduction in welfare benefits and unemployment insurance payments.
In addition, the government would gain tax revenues both from the direct and
indirect Jobs and economic activity generated by the projects. Equally important
is that these projects are investments--they produce the facilities that are of
continuing value to society with payoffs far into the future.

COMMUNITY DECVELPMZNT 7OBS

A large-scale, federally financed community development jobs program is
needed to provide jobs and meet community development needs. Past experience
has demonstrated the effectiveness of job expansion programs based on local
community public service employment programs. Job expansion based on pub-
lic employment was accomplished within a short time frame under prior Ilw,
and the current fiscal crises of local communities underscores the need for such
programs.

It is clearly in the economic and social interest of the nation to put Americans
who are able and willing to work into productive Jobs which generate taxes,
produce useful community services and community improvements, and stimulate
the economy in communities with high unemployment.

In every community, there is work to be done that is vital to that community's
economic health and public well-being, but which has been neglected. Because of
declining tax revenues and federal budget cutp. many of these communities
need help to repair, maintain, and rehabilitate essential public facilities. There
is also a recession-generated increase of people who need the help of services
which the local government cannot provide because of a shortage of funds.
Federal funds should be provided to communities with high unemployment to
put local unemployed people to work immediately.

Examples of needed community repair and service activities include:
Helping working mothers with child care;
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Police and traffic control to free regular police for full-time street duty;
Increased staff support for adult and juvenile correctional facilities;
Security guards for schools and housing projects;
Staff support for community health centers and preventive health screen-

ing and immunization programs;
Rat and mosquito control;
Surveys of potentially dangerous conditions in local communities;
Bridge painting;
Patching potholes and other minor road repair;
Traffic control signs and removal of road sign obstructions;
Park and streams clean-up;
School crossing and intersection markings;
Home security for elderly and low-income people;
At the urging of the Carter administration, Congress passed the Economic

Stimulus Appropriations Act of 1977, providing $8 billion for public service
employment. The legislation was signed in mid-May of 1977 and almost 600,000
workers entered public service jobs by September 30. Despite some examples of
administrative misjudgment and abuse, 600,000 formerly jobless workers-many
of them low-income, long-term unemployed persons-had jobs. And much useful
and needed community public service work was done.

Ironically, many who argue that community service jobs are inefficient, cost too
much and create "dead end" jobs are quick to advocate the proven wasteful and
inequitable gimmick of tax credits to private employers for hiring workers.
Despite the numerous failed experiments with this approach and the obvious
built-in wage suppression bias of such devices, the idea still has its proponents.

The evidence indicates that job tax credits have failed in generating new Jobs
while paying employers tax money for what they were doing on their own. The
CETA public service employment program was highly successful despite popular
claims to the contrary. The rate of displacement of local funds that would have
been spent anyway actually was very low. The counter-cyclical effects of the pro-
gram were positive, with the money spent quickly by local sponsors. The quality
of services performed by the program's workers was usually equal to that of
regular employees in the same occupation. Finally, funds were used successfully
to leverage access for minorities and women to higher Job classifications. -

In sum, previous experience with community development job programs shows
that they can be a highly successful means of fighting unemployment, helping
individuals and getting needed community work accomplished.

HOUSING

The nation is in the midst of a deep and prolonged slump in housing production.
This has worsened the underlying problems of housing inadequacy and afford-
ability. The immediate crisis is the direct result of the Reagan Administration's
tight money policy, budget cuts, and recession. In 1982, housing production has
fallen to half of the 1978 building rate.

Construction industry unemployment was 23 percent in November 1982, a
record high level for these figures which have been collected since 1940s. Indus-
tries which depend on housing, such as forestry and mining, and manufacturers
and suppliers have been adversely affected by the housing slump as well.

The housing shortfall, which has grown as housing production declined from
a level of 2 million units in 1978, has created shortages in many areas and rising
housing prices. Over the year ended October 1982, for example, residential rents
rose faster than general price levels. The result has been unaffordable homes, a
near-record low national rental vacancy rate, a bidding up of rents, families
forced to double up and a rising number of homeless people. The recession has
devastated many communities and whole states, leading to rising defaults and
foreclosures as people who are laid off are unable to keep up the payments on
their homes.

A combination of pent-up demand, and a decline of mortgage interest rates to
a 12-13 percent range, caused the seasonally adjusted annual housing starts
rate to rise to 1.4 million in November. However, this rate is still far below
national housing requirements and reflects only the upper income layer of the
home sales market and the tail end of the government-assisted program pipe-
line in the rental segment. More positive action will be needed to achieve a
sustained higher level of housing construction.

In past recessions, housing was revitalized through such programs as below-
market interest rate subsidies and rental assistance for low-income households.
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The Reagan Administration is moving in the opposite direction, however, calling
for cutbacks or elimination of such basic supports.

In early 1982, the Administration set a 1988 budget with sharply reduced
government support for home building and has advocated replacing direct hous-
ing programs with a voucher system. This would add nothing to the supply of
available housing, and at the same time add to the inflationary demand pres-
sures in the many local communities where housing is in short supply.

The number of additional new and rehabilitated housing units built with
government assistance was reduced to a trickle under the fiscal 1988 continuing
resolution enacted into law in December 1982. Under the stopgap funding law,
the Congress provided funds for 1983 mainly to support existing units, Including
units already assisted but shifted from one program to another. Meanwhile, no
funds went for new construction under the low-rent public housing program,-
while there were only 14,000 units of new housing for the elderly and a couple
thousand units for Indians.

Funds for public housing were left out with the understanding that there
would be an agency speedup to bring already funded projects In the processing
pipeline to construction and that added funds for public housing new construc-
tion would be considered for the next-fiscal year.

A good start can be made on catching up with housing needs while at the
same time contributing to a broader anti-recessionary economic program.

A program which provided 250,000 new assisted housing units annually, which
was about the level of assisted housing starts prevailing in the 1970s, could
make a significant contribution to closing the gap. The assistance for 250,000
units annually would be for rental and homeowner units for lower income
families In urban and rural areas. It would Include assistance under already
authorized programs in addition to activity under a modified homeownership
assistance program, a new rental housing production program, and a new ini-
tiative for the expansion of housing and related facilities for the elderly.

Type of assistance: Uftit
Homeownership assistance ---------------- ------- 50,000
Rental housing assistance for elderly.------------------------ 20,000
Low rent public housing ------------------------------------ 55,000
Rental housing production program -------------------------- 40,000
Rural housing -------------------------------------------- 65,000
Elderly housing initiative ----------------------------------- 20, 000

Funds to begin a mortgage foreclosure relief program for conventional financed
homes is a needed element of a housing stimulus program. This program Is
needed to protect people and to assure that home values and the market for
housing does not collapse under an avalanche of foreclosures. Similarly, rental
emergency funds should be available to forestall evictions.

In addition, we oppose legislation that would completely "privatize" the Federal
National Mortgage Association and the Federal Home Loan Mortgage Corpora-
tion.

Each of the rental programs could have limited authorizations, so that the
number of units could be allocated, in projects not to exceed 100 units each,
among local housing authorities and other agencies with know-how for-present-
programs and for the new rental housing production program. HUD might also
give priority for rental housing projects to those sponsors who already have
a locally approved site.

In addition, funds should be provided for a much needed, large public housing
modernization effort, which could serve the purpose of preserving and upgrading
low-rent public housing projects which need refurbishing to extend their economic
life. and have an immediate jobs impact.

The new construction would provide thousands of man-years of work in con-
struction and supplier industries. Public housing modernization would provide
about 37,000 jobs per $1 billion in outlays. The multiplier effects, as wages and
profits from construction and materials production are spent on other products
and services, would almost double the number of Jobs initially generated.

MONETARY POLICY AND INTEREST RATES

The tight money policies pursued by the Federal Reserve Board pushed Interest
rates to record 20th Century levels in the 1980s. The result was the major cur-
tailment in economic activity, pushing the economy into the recession. The impact
was felt, first and most severely, in residential and local public construction. The
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automobile and farming sectors were also depressed. The high unemployment
and reduced income generated in these sectors spred their effects upon sales, in-
comes and output in other parts of the economy.

The harmful effects of persistent, prolonged tight money and high interest
rates have been amply demonstrated during the past two years.

Business bankruptcies numbered 44 percent more in 1981 than in 1980, and in
1982 they are 49 percent above 1981. The unemployment rate rose from 7.4 to
10.8 percent, leaving 12 million unemployed. Manufacturing capacity utiliza-
tion was reduced from about 80 percent to 68 percent. And, as the high interest
rates took their-totli-men and machines were idled in manufacturing, in construc-
tion, in extractive industries, and in farming. The effects have spread to other
economic activities.

In March 1980, under authority of the Credit Control Act of 1969, there was
a departure from the overall tight-money policy by way of a brief implementation
of credit controls. This was helpful in bringing down interest rates and pulling
the economy out of the short recession which began in January 1980.

The downturn in aggregate economic activity in 1980 had been preceded by
a decline in the interest rate-sensitive housing sector, as interest rates kept ris-
ing. However, after credit controls were instituted, interest rates on new mort-
gages for which loan commitments were made rose one more month to a peak
of over 16 percent in April and then declined to about 12% percent in July. The
annual housing starts rose from the May low of 938,000 to about 1,550,000 toward
the end of 1980. The prime rate charged by banks declined from 19% percent
in April to 11 percent in July when the decline in industrial production was
reversed and the economy began to pick up.

Authority for credit control implementation, which expired this past June 30,
is essentional to have as an alternative or supplement to monetary policy. It is
needed, so that it can be used to help restore economic recovery with stability
and help the country become more productive and internationally competitive.
The President should have the authority, and legislation to reestablish it should
be enacted.

In addition, there is a need to reconstitute the Board of Governors of the Fed-
eral Reserve System, so that there will be a broader representation of economic
interests. Four of the present seven governors were employees or officials in the
Federal Reserve Bank system during their careers; one had been a commerical
bank officer; one had been in private finance and also Chairman of the Federal
Home Loan Bank Board, and one had been an economics professor. These mem-
bers cannot adequately share the perspective or represent the interests of labor,
agriculture and small business which are subject to the risks and hardships
brought on by prolonged periods of high interest rates. Legislation should be
enacted to reconsfiute the Board of Governors, so that a wider spectrum of
interests and concerns will be represented.

TMr.ADE

Unfair trade practices and an overvalued U.S. dollar have added to the reces-
sion's severity and sharply clouded the outlook for recovery.

In 1982, imports will exceed exports by over $40 billion and for 1983 a deficit
almost double that amount is expected.

In manufactured products, the U.S. trade surplus in 1981's first 9 months
shifted to a $7.7 billion deficit of more imports than exports during the first nine
months of 1982. Exports have fallen off in the industries which were America's
pride: Capital equipment-industrial machinery, computers, communication,
autos and aerospace, showed a drop in the trade surplus of $10.4 billion-a 50
percent fall-off in a single year. Imports have been growing in all of these cate-
gories. There was for example, a doubling of semi-conductor imports in the first
8 months of 1982.

A high and rising 'dollar (up 80 percent against major trading partners' cur-
rencies) has spurredimports of manufactured products and made it even more
diflrult for tile U.S. to sell abroad. The Japanese yen has declined by 21 percent
and the German mark by 22 percent against the dollar between January 1981
and November 1962.

Fair trade must become a reality. A first step toward achieving that reality
requires a recognition that misguided U.S. international trade, monetary and in-
vestment policies have been key factors contributing to the destruction of basic
U.S. industries.
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A clear relationship between growth of imports and Job displacement Is evident
in a number of industries. For example, imports of automobiles rose 41.5 percent.
Imports of apparel rose 25.9 percent, while employment dropped 23.3 percent.
Footwear imports rose 12.8 percent and employment went down 23.9 percent.

A loss of almost 8 million jobs in manufacturing from July 1979 to November
1982 included hundreds of thousands of Jobs related to these trade facts of life.
They cannot be ignored.

In rich countries and poor, the U.S. ability to export is retarded and imports
to the U.S. encouraged as the combination of other nations' trade barriers and
this nation's open markets squeezes the U.S. economy.

Industrialized nations have cut back on imports as a result of the recession and
developing countries save cut back on their imports to meet their financial prob-
lems. The result is fewer American exports and fewer export-related jobs.

Unless the government takes action, however, the chance to "Buy American"
may fade entirely. A domestic content bill for automobiles is a major goal be-
cause it Is fair and because it tries to assure that Americans will have a chance
to benefit from the U.S. auto Industry-as workers, as consumers, and as business
suppliers. For every one Job in autos, for example, there are over two jobs in
supplier industries.

The Administration must also recognize that trade-related job losses are
rapidly spreading beyond manufacturing and into service industries. Exports of
jobs in services have already begun through the runaway film shop, the runaway
ship, and tire runaway film and computer service. Imports of services have cost
construction jobs and theatrical jobs, while other types of service jobs also
have been eroded. But as important, this nation's economy and industries are
interrelated, and for every manufacturing plant there is a set of service jobs, and
each affects the other.

These are not old problems, but new ones in a changing world. What is old is
the simplistic dialogue of "free trade" vs. "protectionism." Governments of other
nations often regulate Imports as a matter of course. The U.S. needs clear limits
on certain imports until the nation's future is assured.

Other issues arise from U.S. laws that are geared to encourage investment
abroad and technology outflows. At a time when the nation must rebuild Its in-
dustrial base and improve its "competitiveness" the newest processes are up for
sale to the closed economies of the world. Brand new technological processes in-
vented in the U.S. are sold or licensed for production and use abroad. Employ-
ment is often created for foreign workers who make productss such as steel and
auto parts that compete in the U.S. markets with firms and industries that
can no longer afford to invest In new production here.

Productivity of the U.S. economy is still the highest In the world, but other
nations are rapidly catching up. Technology outflows and capital outflows are
swift and in most economies subject to a variety of controls, monitoring and
regulation. Closed economies abroad invite producers and investors- who build
the Jobs of tomorrow. The U.S3. market is now flooded with the result of today's
jobs and those of the future are constantly being exported.

Because of these factors, fair trade accompanied by efforts to slow down the
outflow of technology and capital are essential elements in an anti-recession pro-
gram. Both tax and trade provisions are needed to accomplish this goal, including:

Placement of temporary restrictions on harmful imports during periods of reces-
sion and high unemployment to prevent increased joblessness, added penetration
of U.S. markets by foreign producers and a further weakening of the U.S. indus-
trial base.

Enactment of an auto domestic content law to protect the continued U.S.
capability to produce autos. Buy American must be more than a slogan. It must
be an achievable result.

Action to assure that a portion of U.S. raw material exports, including grain,
logs and other comumoditles, is processed in this country.

Establishment of bilateral shipping agreements and adherence to cargo prefer-
ence laws.

Commitment that foreign grant, insurance and loan programs, such as the
Export-Import Bank, nre carefully managed to safeguard U.S. interests at home
and abroad. Despite defects of the Ex-Im Bank, funds must not be slashed until
other countries cut or eliminate their subsidy programs. Ex-Im Bank funds and
guarantees mint not be extended to any commimist countries.

Vigorous enforcement of reciprocity provisions of the Trade Act.
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UNEMPLOYMENT INSURANCE B91NEFITS

Millions of Jobless workers are in disastrous circumstances because they are
without the protection of the unemployment insurance system. Only 45 percent of
the 12 million workers ofllcially counted as unempio3ed are receiving unemploy-
ment compensation benefits. In contrast, during the 1974-.1975 recession 75 per-
cent of unemployed workers received benefits. Since July 1981 over 5 million
workers have exhausted their regular benefits and another 1 million long-term
Jobless worers have lost their extended benefits. Of the 900,000 unemployed
workers receiving federal supplemental benefits, 135,000 have already exhausted
or will exhaust these benefits soon. The remaining 7tS,000 will run out of benefits
in the coming weeks.

Since the program of federal supplemental benefits Is temporary, hundreds of
thousands of additional unemployed workers will receive either no benefits or
benefits of reduced duration under the program.

The extended benefit program which provides up to 13 weeks of benefits to
unemployed workers who have exhausted regular benefits has been drastically
cut back. The elimination of the national trigger, the one percent increase in state
triggers and the exclusion of extended benefit recipients from the trigger 'alcula-
tion cfemanded by the ileagau Administration means that extended benefits are
available only in those states experiencing catastrophic unemployment levels.

Congress must restore immediately the protections of the extended benefit pro-
grain that have been eliminated so that all unemployed workers have the benefits
to which they are entitled. The extended benefits program provides income pro-
tection for long-term jobless workers and is an effective countercyclical mecha-
nism in blunting some of the adverse effects of recession. The combined duration
of regular and extended benefits is inadequate for long-term Jobless workers who
are unable to find Jobs commensurate with their skills. The present program of
federal supplemental benefits will expire on March 31, 1983.A, permanent program of supplemental unemployment insurance, funded by
general revenues, with a maximum duration of not less than 65 weeks is needed.

HEALTH INSURANCE FOR THE UNEMPLOYED

One of the more tragic, yet often forgotten, consequences of unemployment is
the loss of health insurances coverage for unemployed workers and their families.

Eligl ility Lor heaitit insurance coverage is usually tied to an individual's
place of employment. When workers are laid off they also lose health care cov-
erage. Department of Labor statistics indicate that 50 percent of laid-off work-
ers covered by employer-employee benefit plans lose health care protection im-
mediately or one month after layoff. Only 20 percent can expect coverage for
three months or more. Since the average duration of unemployment is a little
over four months, most Jobless workers can expect to be completely without
health insurance protection.

When Jobless workers lose their health insurance protection, they delay seek-
Ing medical care for themselves or their families. Ironically, because of the
social and economic malaise associated with Jollessness, this is also a time
when they have a special health care need. Dr. Harvey Brenner of Johns Hop-
kins University has determined, for example, that for each one percent rise in
unemployment, suicides increase 4.1 percent and homicides 5.7 percent. Ex-
cessive smoking, high blood pressure, insomnia and heightened anxiety are
symptoms frequently associated with Joblessness. Thus, during unemployment
minor health care problems grow larger and the chance of laid-off workers fall-
ing victim to chronic conditions increases dramatically. At the same time, most
unemployed workers are denied Medicaid coverage because they have not been
poor enough for a long enough time to meet the medical criteria of most states.

This situation would, of course, not have existed if the AFL-CIO's long-stand-
ing proposal for a universal, comprehensive national health insurance program
were in effect. We continue to strongly support this goal. However, unemployed
workers and their dependents should not be deprived of health insurance pro-
tectlon until it is achieved.

The only effective solution to this serious and far-reaching problem is legis-
lation to assure that unemployed workers are not forced to go without needed
health care treatment. Catastrophic protection and a basic benefit package of
hospital care and physician services must be provided so that workers and
their families are eligible for basic medical care services and do not postpone
preventive care, put off obtaining needed diagnostic services or increase their
risk of developing more serious illness.
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INFLATION

Inflation-fighting policies should be directed toward the basic causal factors-
particularly "supply shocks" in basic commodities, such as energy and food and
sectoral problems in housing and health. Such specific actions would contribute
to maintaining an orderly supply of goods and services needed for industries to
grow and people to prosper.

The Inflation deceleration of the past two years was partly fortuitous and
mostly the result of the riv.ession. Food price increases slowed dramatically as
bumper crops in 1981 and 1982 replaced the shortfalls of 1979 and 1980 and
energy price increases slowed to 11.7 percent in 1981 and to only a 1.9 percent
increase rate in the 12 months ended October 1982. The crucial elements were
the emergence of a world glut in petroleum supply early In 1981 followed by
falling demand as a worldwide economic recession took hold.

Shelter price Increases also slowed with a virtual halt of house price increases
in 1981 as sales fell off. Under the burden of high interest costs, sales of new
and existing housing slumped almost 20 percent from 1980 levels, and the num-
ber of new private housing starts dropped to the lowest figure in 35 years. In
the year ended October 1982, the increase in shelter prices slowed to 5.2 percent.

Medical care prices, however, have not responded to recessionary influences.
They were still runing at a 10.7 percent increase rate in October 1982.

Most of the drop in the consumer price inflation rate-nearly 93 percent-
arises from the very factors that caused the original runup. About 22 percent
of the decline results from abatement of food price increases and about 31 per-
cent from the drop in energy prices. A very large portion-nearly 40 percent-
comes from a sharp drop in shelter cost increases. These were occasioned by the
falloff In price increases for houses which accompanied the deepening recession.
Toward the end of the period, mortgage interest rates declined, from close to 16
percent at mid-1982 to about 12-13 percent in the last quarter.

Wages have had little to do with the runup In prices or In the subsequent
abrupt price deceleration. In 1979 and 1960, average hourly earnings rose &0
percent and 8.8 percent respectively-far below the rate of inflation. Wage in-
creases have trended downward in 1981 and 1982, again in response to reces-
sionary developments. In the year ended December 1981, average hourly earnings
rose 7.3 percent, and average weekly earnings 8.1 percent. In the year ended
October 1982, average hourly earnings were up 4.9 percent while average weekly
earnings-reflecting a recessionary contraction in weekly hours of work-were
up only 3.7 percent, well below the diminished consumer price inflation rate of
5.0 percent. The downward movement of real wages does, however, feed into
the general reduction in purchasing power which deepens the recession and pro-

f longs economic stagnation.
The tight money, high interest rate solution of the Administration has been

largely irrelevant to the nature of the inflation and has had disastrous con-
sequences for the economy.

The AFL-CIO anti-inflation proposals are based upon the experience of recent
yemtrs whi,-h conclusively demonstrates the need for programs that will avoid
possible commodity supply shocks in the future.

Energy inflation must be dealt with through conservation and stockpiling
as well the development of alternative type of energy. Natural gas prices should
continue to be controlled. A standby energy program including provisions for
allocation, rationing and energy price controls, if needed, should be enacted to
deal with possible future emergencies.

Food inflation should be moderated by pursuing supply-and-demand policies
that mitigate inflation and overcome the violent swings in farm commodity
prices with their "boom and bust" results for American farmers. With so much
of agricultural production destined for export, the nation should restrain agri-
cultural exports in times of inflationary shortage and stockpile in times of
abundance. The establishment of a National Grain Board is needed to protect
the interest of the United States in foreign markets and to provide price and
supply stability In U.S. markets.

Housing inflation should be fought by expanding the supply of housing and
allocating more money specifically to finance mortgages. Government programs
to promote increased housing construction, particularly for low- and moderate-
income families, should be expanded rather than curtailed.

Medical care inflation would most effectively be dealt with by enactment of a
universal and comprehensive national health insurance system. Pending such
reform, health care cost containment legislation, properly structured, should be
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enacted as an important interim step. The expansion of preventive health care-
thereby reducing pressures on hospital usage--should be encouraged through
further development of "health maintenance organizations" (HMOs).

Looking toward the future, the matter of specific price pressures which may
be generated by the national defense buildup .nust be accompanied by appro-
priate economic policies. The defense sector can drain capital away from civilian
industries and away from other government programs. It can bid away key
human resources, such as scientists, engineers and skilled trade workers, as well
as scarce material away from the civilian economy. A materials allocation pro-
gram, fof example, would become a necessity if shortages and bottlenecks
should develop.

A sector-by-sector anti-inflation policy should be undertaken that concentrates
on dealing with the causes of inflation and rejects efforts to "cure" inflation by
engineering recessions and unemployment.

REINDUSTRIALIZATION

The need for a national industrial policy in the United States is becoming
more and more evident. The American economy is experiencing the highest and
most extended period of unemployment since the Great Depression. The growth
of the economy has stopped in the 1980s and the U.S. position in world trade
has deteriorated dramatically. In both the private and public sectors, the mod-
ernization of physical capital has been inadequate. The industrial base of the
American economy is eroding and, there is no coherent national policy to reverse
the trend.

Current levels of unemployment and idle capacity are causing the loss of
hundreds of billions of dollars in product and Income that can never be re-
covered. To carry forward a rational national industrial policy, a tripartite
National Reindustrialization Board should be created which would include
representatives of labor, business, and the government. The Board would develop
a balanced economic program to insure the revitalization of the nation's sick
industries and decaying communities, while at the same time encouraging the
development of new industries with promise for the future. The Board would
encourage productivity growth, dissemination of research and development
findings, and a balanced use of the nation's resources. It would target industrial
sectors and regions that particularly need help. The National ReindustrIalization
Board would also be directed to consult with, and be consulted by, the Adminis-
tration and the Federal Reserve Board. The composition of the Reindustrializa-
tion Board should automatically provide Congress with a liaison with labor
and industry.

This Board would also provide policy and priority guidance for the activities
of a financing agency, patterned after the Reconstruction Finance Corporation
of the 1930s and 1940s. It would be authorized to make and guarantee loans to
finance approved reindustrialization ventures. Private pension funds could be
encouraged to make investments in such financing arrangements to support
and expand industrial employment in the United States.

The Reindustrialization Board would bring together all of the elements in
economic society. It would insure that the interests of workers, industry, con-
sumers-all the people-are an integral part of the economic decision-making
process. -

The AFL-CIO has recognized for some time that both private and public
capital facilities are deteriorating. The proposed new RFC would make, partic-
ipate in, or guarantee loans to private business and local governments in the
industrial sectors and geographic regions designated by the Reindustrialization
Board. The actual lending and other financing functions carried on by the
RFC would be under the Reindustrialization Board.

The RFC could handle loans to private business and to state and local gov-
ernments. Each of the two lending "windows" would be operated under an
executive officer appointed by the Board of Directors. The Board of Directors
would also be required to see that there was coordination between the two
lending units to maximize economic development in areas where new construe-
tion or improvement of public facilities is needed to enhance the efficiency of
the private business activities being assisted. Public facility loans should also
be. available to other areas in need of such loans to renew or expand public
facilities required in the local economy. The issuance of capital stock to be
subscribed by the Secretary of the Treasury for the RFC would be authorized
by legislation, with authority for the RFC to Issue bonds.
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Pension funds should be used for reindustrialization and expansion that pro-
vides employment, as long as there are adequate protections for the pension
funds. The legislation should provide that all obligations of the Corporation
which are purchased by employee pension benefits plans shall be guaranteed-
backed by the full faith and credit of the U.S.

CONCLUSION

The policies that AFL-CIO is calling for are ambitious. They add up to a
repudiation and a dramatic reversal of the policies of the Reagan Adminis-
tration. We firmly believe, however, that such action is the key to progress. We
also recognize that many of the Job creating programs we call for will cost
money and in the near term would enlarge the budget deficit even further.
Deficit Increases, however, could be blunted or avoided through tax policies
that prevent some of the more inequitable and costly provisions of the Reagan
Administration's tax cut from taking effect and by plugging some of the long-
standing loopholes that hurt the economy and destroy jobs.

America needs jobs. There is no higher economic priority and no more urgent
economic agenda.
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I. THE REAGAN RECESION-

Starting July 1981, the American economy plunged into the longest and deepest

recession since the Great Depression. The effect on working people has been particularly

devastating. The unemployment rate that was 7.2 percent in July 1981, was 10.4 percent

in January 1983. During Reagan's first year in office, his Treasury Secretary predicted

the U.S. economy would come "roaring back" in the spring of 1982. But 1982 is over and

it will only be remembered as a year of human suffering, lost jobs, reduced worktime and

earnings, idled plants, and prohibitively high interest rates. The beginning of J983,

IS months after the recession began, shows only weak signs of improvement. The number

of workers counted as officially unemployed was over 11.4 million. An additional 1.8
million had given up entirely on the desperate and fruitless search for work, and 6.8

million were forced to work part time. Thus, Reaganism has resulted in 20 million

Americans suffering job loss and income loss.
The future outlook is no brighter, with the Administration's own unemployment

projections at devastatingly high levels. Not until 1987 is unemployment projected back

to the level of 1980-1981 (7.1 to 7.6 percent) and the 5.8 percent unemployment of 1979 is
not envisioned for this decade. The projections of the Congressional Budget Office are as

dismal. Different economic policies and job programs could change these projections.

Unemplomet, 1979 - 1988
(1979-1982 civilian labor force, 1983-1988 includes armed forces in U.S.)

Actual Projected
1979 1980 1981 1982 1983 1984 1985 1986 1987 1988
5.8% 7.1% 7.6% 9.7% Reagan 10.7% 9.9% 8.9% 8.1% 7.3% 6.5%

CBO 10.6 9.8 9.0 8.4 8.0 7.5

Source: Economic Report of the President, February 1983 and Congressional Budget Office

The unemployment rate for adult men now stands at 9.6 percent. Nearly two-thirds

of the increased unemployment since July 1981 occurred among adult men. The increase

in the number of adult males unemployed is without precedent since the Depression. Tlhe

5.6 million adult males now unemployed constitute nearly one-half of the total officially

unemployed. This five million level is five times greater than the average number of
unemployed adult males during the late 1960s. In addition, there are nearly 4 million

unemployed adult women, for an unemployment rate of 9.0 percent.

Minorities have been devastated with joblessness, with black Americans
experiencing an unemployment rate of 20.8 percent. For black teenagers, the situation is

catastrophic with an official unemployment rate of nearly 46 percent.
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The effects of the Reagan Recession are being felt throughout the economy. The
auto, steel, and construction industries, which- together directly and indirectly account for
more than one out of every three jobs in the country, have been particularly hard hit.
Manufacturing employment has declined by 2.2 million since July 1981. The rate of
unemployment in the construction industry was 20 percent in January 1983. While the
industrial areas of the Northeast and Midwest continue to suffer from the combination of
cyclical unemployment and permanent job loss, the number of unemployed has increased
the fastest in the states of the South and West. As of November of 1982, the latest month
for which data are available, 19 states plus the District of Columbia had double-digit
unemployment rates, compared with only one state two years earlier.

The Reagan-Federal Reserve devotion to a high interest rate policy continues to
have shattering effects on the housing, construction, automobile, farming, state and local
governments, and other sectors particularly sensitive to the cost of borrowed funds.
Home mortgage delinquencies, foreclosures, and business failures are at record high
levels.

According to the Reagan Administration, the huge tax giveaways to business and the
wealthy were supposed to stimulate a job-creating investment boom. Yet, business
investment has been declining since early 1981. The latest survey of capital spending
plans reveals that business plans to cut real investment spending by 5.2 percent du'rng
1983. The misallocation of money and capital is exemplified by the merger mania of big
corporations, big banks, and other financial institutions and the speculative fever of the
stock and commodity markets. Without any effective control big business mergers soak
up credit and along with the tight money policy of the Federal Reserve bid up interest
rates. The result is a loss of capital for productive private and public enterprise, and
housing.

The gaps and disparities in income between families have widened considerably and
poverty is on the rise. A two-tier economy at home and an energy cartel abroad have
inflated prices for limited supplies of scarce resources, including necessities, such as fuel
and food. Traditional weapons of monetary policy to fight inflation, with high interest
rates as the cutting edge, have been counterproductive. Short-term gains on the price
front have been bought at the huge cost of unemployment and loss of output and income.

Today's recession-depression is further complicated by a major downturn in the
world economy. Further aggravating the economic downturn are unfair trade practices
and an overvalued dollar.

This booklet describes the grim tales of the Reagan recession in terms of
unemployment and various economic indications of the economic downturn. These figures
indicate the severity of the recession, and show that it is far from being over.
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II. UNEMPLOYMENT

Unemployment is a key indicator of the economy's performance and its impact on

people. According to the National Bureau of Economic Research, the official "caller" of

business cycle dates and tuFning points, the Reagan recession began in July 1981. Since

then unemployment has increased sharply, with joblesness rising by 3.6 million workers as
of January 1983. Since September of 1982, unemployment has remained at double-digit
levels, the highest in more than forty years. The January 1983 rate of 10.4 percent or
over 11.4 million people shows no sign of improvement.

Percen

12.0

11.0

Unemployment. 1977 - January 1983
(Percent of Civilian Labor Force)

10.4%

10.0

9.0

8.0

7.0

6.0

5.0

9.7

monthly rate seasonally adjusted
Annual Averages
Source: BLS, Department of Labor

1982 1983
(January)

In spite of the fact that unemployment surpassed all postwar records, the
Administration failed to support any of the traditional anti-recession policies used in

other recessions to ease the calamity of unemployment. This represents a serious

deterioration from the post-World War II experience of the U.S. and an unconscionable

h
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retreat fr'i the commitment to full employment set forth in the Humphrey-Hawkins Full
Employment and Balanced Growth Act of 1978.

Reagan forecasters, who have consistently been overly optimistic in their
projections for the economy, are now more cautious. They predict an unemployment rate
of 10.7 percent in 1983, and 9.9 percent in 1984. Not until 1987 does the rate drop back
to 7.3 percent.

Unemployment, 1950 - 1983
(Percent of Civilian Labor Force)

195Os
Unemployment

Year Rate(_ %)T

1950
1951
1952
1953
1954

1955
1956
1957
1958
1959

5.3
3.3
3.0
2.9
5.5

4.4
4.1
4.3
6.8
5.5

1960s
Unemployment

Year Rate( %)

1960
1961
962

1963
1964

1965
1966
1967
1968
1969

5.5
6.7
5.5
5.7
5.2

4.5
3.8
3.8
3.6
3.5

1970s
Unemployment

Year Rate-- (M

1970
1971
1972
1973
1974

1975
1976
1977
1978
1979

4.9
5.9
5.6
4.9
5.6

8.5
7.7
7.1
6.1
5.8

1980s
Unemployment

Year RateM%

1980
1981
1982
1983
Jan

7.1
7.6
9.7

10.4

high 6.8 high 6.7 high
low 2.9 - low 3.5 low

8.5 high
4.9 low

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

Discouraged Wqrkers and Involuntary Part-Time Workers
The reality of unemployment is much worse than the official monthly statistics

imply. For the fourth quarter of 1982, the months of October, November and December,
an average of 11.8 million people were officially counted as unemployed by the Bureau of
Labor Statistics. An additional 1.8 million "discouraged" workers had given up entirely on
the desperate and fruitless search for work. Their plight is not captured in the official
unemployment rate. The number of discouraged workers has increased by 55 percent
since the fourth quarter of 1981.

20-982 0 - 83 - 8

10.4
7.1
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Of those employed, 6.4 million were forced into part-time schedules because of the

slack economy. Thus, over 20 million Americans are suffering job loss and income loss.

Workers Sufferlrf 3ob Loss and Income Loss
Fourth Quarter*, 1982

seasonally adjusted (thousands)

Off ically unemployed 11,839
Involuntary part-time workers 6,413
Discouraged workers 1184
Total 20,101

*average on a monthly basis
Source: Bureau of Labor Statistics

Total Experlerjcing Some Unemployment Durlnu the Year Approaches One-Third
The unemployment figures are monthly averages. But the total number of people hit

by unemployment in the course of a year is substantially higher. Since 1959, the total

number of workers experiencing unemployment during a year has ranged from 2.7 to 4.2
times the number who are unemployed in any given month.

Thus, in 1982, average monthly unemployment was 10.7 million persons, but more

than 28 million workers were probably jobless during the year -- about 25 percent of the

workforce.

Unemployment Rates for Al Population Groups at Post-World War II Record High Levels
The number of unemployed increased by nearly one-half- (3.6 million) from July 1981

to January 1983. In January 1983, figures implie an improvement from the 10.8 percent
unemployment level in December to a 10.4 percent level for the civilian labor force and

10.2 percent if the military in the U.S. is included, as reported for the first time In the
January figures. However, the January report showed no increase in employment but

rather that 395,000 adult males and 85,000 adult women dropped out of the labor force.
Similar drops occurred a year ago, indicating severe problems with seasonally adjusting

the change from December to January.
All age, sex, and racial groups have experienced significant deterioration in their

employment prospects. The unemployment rates for all groups --adult men, adult women,
teenagers, whites, blacks, and Hispanics - are at post-World War 1I record high levels

equalled or surpassed only in the immediately preceding month of December 1982. For
the category, "women who maintain families," the January unemployment rate of
13.2 percent is at its highest level since this statistic was introduced in 1967.
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Unemployment Increases Fastest Amongt Adult Males
The unemployment rate for adult men now stands at 9.6 percent. The percentage

increase in the number oi unemployed from July 1981 to January 1983 was greatest among
adult males, with an increase of 67 percent since the recession began. Another way to
consider it is that 63 percent of the increased unemployment occurred among adult men.
The five and one-half million adult males now unemployed constitute 49 percent of the
total officially unemployed. This is five times greater than the average number of
unemployed adult men during the late 1960s. Of all working people, adult men have
traditionally had the most stable attachment to the labor force and are proportionately
more often the primary income earner supporting families.

There are nearly 4 million unemployed adult women, for an unemployment rate of
9.0 percent. Approximately one out of seven women who maintain families is
unemployed.

Minorities Suffer Depression Level Unemployment Rates
Black unemployment increased by 46 percent from July 1981 to January 1983,

climbing from 1.6 million to 2.4 million unemployed. This represents an official
unemployment rate of a staggering 20.8 percent. Unemployment among workers of
Hispanic origin climbed to 929,000 in January, 56 percent greater than in July 1981. The
unemployment rate now stands at 15.5 percent for Hispanics.

Employment Prospects for Teenagers Rapidly Disappearing
In the face of mounting layoffs, young people just entering the labor market cannot

find jobs. The official teenage, (ages 16-19), unemployment rate increased from 18.6
percent to 22.7 percent over te past 18 months of Reagan Recession. For black
teenagers, the unemployment rate increased from 38.9 to 45.7 percent.

For white teenagers, employment declined by 10 percent since July 1981, and the
number of black teenagers with jobs fell by 14 percent. While 46 percent of white
teenagers have'a job, only 19 percent of black teenagers do.
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Changes In Unemployment
July 191 -January 1983

(Civilian Labor Force)

Number Unemployed-
(in thousands) Increas in Percent

July 1951 January 1983 Unemployed Unemployed

TOTAL 7,854 11,446 3,592 10.4%

Males, 20 years + 3,343 5,597 2,254 9.6
Females, 20 years * 2,867 3,963 1,096 9.0
Teenagers, 16-19 years 1,644 1,886 - 242 22.7

Black Teenagers 317 360 43 45.7

Women who maintain families 619 765 146 13.2

Whites 5,975 8,711 2,736 9.1
Blacks 1,640 2,400 760 20.8
Hispanic origin 595 929 334 15.5

Full-time workers 6,128 9,810 3,382 10.3
Part-time workers 1,441 1,649 208 10.6

Seasonally adjusted data
Source: Bureau or Labor Statistics, U.S. Department of Labor.

Who Are The Unemployed?
January 1983

(Civilian Labor Force)Percent
PercentThousand,

i0.0 
6,000

5,597.000

25.0 22.7? *O0

20 20.%10 3,963,000

15.0 1 3,000oo0 .% .% ,00° 81 0-.0" 7=7 7

over Over
Oasoonally adjusted data

SOc rce urestu of Labor Statistics, U.S. Depactsent of Labor, "I~ployment Situation* January 1983
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Unemployment by Occupation
Blue-collar workers have suffered most of the job losses during the recession with

unemployment levels in January 1983 ranging from 9 percent for mechanics and repairers
to 39 percent for construction laborers, according to new BLS occupation classifications.
(These figures are not seasonally adjusted.)

White-collar unemployment ranged from 3 percent for professional workers to
nearly 8 percent unemployed in sales occupations. Professional and technical workers and
managers have been forced into the unemployment line but proportionally far less than
blue collar workers.

Unemployment in service occupations was 11.8 percent with 1.8 million workers
unemployed.

Unemployment By Industry
Manufacturing and construction continue to bear the brunt of the recession's impact.

Unemployment in manufacturing has increased precipitously from 7.4 percent in July 1981
to 13 percent in January 1983. Unemployment in durables manufacturing, which includes
autos, steel, and machinery, stands at 14.7 percent and in nondurables at 10.5 percent.
Layoffs have even occurred among high technology electronics firms once thought to be
immune to recession in the 1980s.

Even with recent housing start increases, construction unemployment is at a
prohibitively high 20 percent rate in January 1983.

In the wholesale and retail trade sector unemployment is 10.8 percent;
transportation and public utilities, 7.8 percent; and in finance and service industries, 7.6
percent.

For the private, non-agricultural sector in general, the January 1983 unemployment
rate for wage and salary workers was 10.8 percent. Government workers, normally a
stabilizing force in recessionary periods, are no longer assured that security with an
unemployment rate of 5.7 percent in January 1983. The high unemployment rate among
agricultural wage and salary workers, 16.0 percent, reflects the depressed condition of the
farm sector.
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Unemployment by OccupatiOn
January 1953

(Civilian Labor Force) emwtoy"

Total. II arsd o e 1ya17 11.41

White-collar woarkea
fhti4rial air proseio"Il seciaity 14.

executive. adellatretivo, ad mnagrial 4 4.4
irotoosloil o.1 6la1 tl 3.6

Te hical, oallo Od e0ieleLtrtio auport 2.43 1.3
tOhololons ad related esepoo 167 S.)
Sal.. occupation 976 1.9
£tlemtrtive ouort, Loldlhlp
clerical 1, 20 1.)

plus-Collar Morte
Preoleloo procuatles, *eft sad repair I033 13.6
Meuhniea aid repalrers 418 9.2
Coetot ion tra "2 19.8
Other preelia pr'odtion, craft wau repair 464 11.2

OpeStarO. ralweoat.o", ud labo ri, 3,J34 2.A
Ihahina operators, aselwa and

Ilap tors 1,173 19.4
Tr"apoateiaon and interie movin

ocupations 903 18.4
NAdlers. eqaipsat cleaers, belper.
ahd laborers 2.3? 24.?
Contructlon labors 35 38.6
Other hanlers. @"Iowma% elaaeere

nd laborite 17 2.4

ervlie bOrter.
Soel.e Oooapllo~ 1 .176 ,II 1.6

Private household It 1.1
Protective srvtce 111 4.5
4e-vte, bxcept priv te boeaeold
Pratotiwe 1.1174 12.6

Fors wnr Uere
Parstnrg, foretri, ad tisIog ol 13.4

bai a. not eeaeonall, adjusted
Soun": Sureu Of Labor Staletice, 9.3. Dqatat of Labo, "Mbe 8"leosea
Situailae -Jamery t).

Unemployment By Industry (Waive and Salary Workers)
January 1983

(Civilian Labor Force)
Unemployed Unemployment Rate

.3 n . u .19t r1, a e

(000's)

Nonagricultural private
wage and salary workers 8,773 10,60

Mining 182 17.1

Construction 1,043 20.0

ManufaEctu ring 2,829 13.0

Durable Goods 1,893 14.7

Nondurable Goods 936 10.5

Transportation & public 4 7.8
utilities

wholesale A retail trade 2,253 10.8

Finance & service industries 2,015 7.6

Government Workers 834 5.7

Agricultural wage and salary
workers 305 16.0

aeasonally adjusted data
Source: Bureau of Labor Statistics, Department of Labor, ThA

IMQgyJeOS DSLi iAqA, January
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Avene Dwation of Unemployment increaes
In January 1983, the average unemployed worker was out of work for 19.4 weeks.

More than 40 percent of the unemployed have been jobless for 15 weeks or longer, with 24
percent unemployed for more than half a year. These figures fail to show any indication
of a recovery in progress.

Duration of Unemployment

3aRkry 183

19.4 WEEKS AVERAGE DURATION OF UNEMPLOYMENT

seasonally adjusted data
Source: Bureau of Labor Statistics, U.S. Department of Labor, "Employment Situation,"

January 1983.
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Unemployment by State and Region
In November 1980, Michigan was the only state with a double-digit-unemployment

rate. By November 1982, the latest month for which data is available for all states, 18

other states and the District of Columbia had joined Michigan in the double-digit

category.
Heavily dependent on depressed industries such as auto, steel, textile, or coal

mining, the states topping the list in November include Michigan and West Virginia with

an unemployment rate of 16.4 percent, Alabama with 15.3 percent, Ohio with 14.0
percent, Indiana with 13.0 percent and Illinois with 12.7 percent.

For November 1982, only South Dakota had an unemployment rate below 6 percent.

For predominantly agricultural states like the Dakotas, Nebraska, and Kansas, low

unemployment rates mask the precarious condition of their farm economies. The
dramatic slowdown in investment in energy resource development in 1982 also bodes ill for

Oklahoma and Wyoming. During the Reagan Recession the number of unemployed

increased by 50 percent from November 1980 to November 1982 for all states combined.
While the industrial areas of the Northeast and North Central continue to suffer

from both recession related and longer term job loss, the number of unemployed has

increased the fastest in the West and South by 58 percent and 54 percent respectively.

The North Central region increased by47 percent; and the Northeast by 39 percent. In
November. 1982, North Central suffered the highest rate of unemployment at 12%; the

West was next at 10.7%; the South at 9.5%; and the Northeast at 9.3%.

Increase In Number Unemployed by Region
November 1980 - November 1982p

egion November 1980 November 1982p Fercent Change
(O00's) (000's)

NORTHEAST 1,565 2,183 +39%

NORTH CENTRAL 2,318 3,413 +47%

SOUTH 2,266 3,483 +54%

WEST 1,483 2,349 +58%

ALL STATES 7,632 11,1128 +50S

Data not seasonally adjusted and based on state distributions.
p a preliminary
Source: Bureau of Labor Statistics, U.S. Department of Labor
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Unemployment By State and Region
November 17&Up

Number Unemployment
Unemployed Rate(O0'a)

2.O1-S3

Maine
New Hampshire
Vermont
Massachusetts -
Rhode Island

Connecticut
New York
New Jersey
Pennsylvania

Delaware
Maryland
District of Col.
Virginia
West Virginia

North Carolina
South Carolina
Georgia
Florida
Kentucky

Tennessee
Alabama
Mississippi
Arkansas
Louisiana

Oklahoma
Texas

35
3418

196
46

110
753
315
6146

27
167

35
216
128

279
160
2114
169
1814

255
263
125
103
201

95.
562

7.0
7.0
6.7
6.5
9.5

6.9
9.5
9.4

11.6

9.2
7.7

10.8
8.1

16.4

9.5
10.8
8.0
9.5

10.7

11.8
15.3
11.9
10.0
10.7

6.6
7.6

Number Unemployment
Unemployed Rate

(000's)

ROM c IRAL 3M3

Ohio
Indiana
Illinois
Michigan
Wisconsin

Minnesota
Iowa
Missouri
North Dakota
South Dakota

Nebraska
Kansas

-T

Montana
Idaho
Wyoming
Colorado
New Mexico

Arizona
Utah
Nevada
Washington
Oregon

California
Alaska
Hawaii

709
341
704
699
272

185
118
214
21
18

48
84

37
37
17
140
60

144
59
55

255
156

1,340
20
32

12.0%

14.0
13.0
12.7
16.14
11.0

8.6
8.5
9.
6.9
5.6

6.2
7.1

10.7%

9.4
8.6
6.9
8.9
9.9

10.4
8.7

11.3
12.4
11.9

11.0
9.8
7.0

Data not seasonally adjusted.
pepreliminary
Source: Bureau of Labor Statistics, U.S. Department ot Labor, "State and Metropolitan

-Area laployment and Unemployment," November 1982



118

-13-

Unemployment Insurance Benefits
Millions of jobless workers and their families are in disastrous circumstances

because they are without the protection of the unemployment insurance system. For all

of 1982, only 38 percent of the officially unemployed and discouraged workers received

unemployment compensation benefits.
Moreover, as high unemployment continues, more and more people are seeing their

unemployment benefits expire while job prospects continue to be bleak. Termination of
benefits removes their safety net, and further reduces consumer buying power. Over four
million workers saw their regular state unemployment benefits run out in 1982, and 1.3
million jobless workers lost their extended benefits.

Prior to the current deep Reagan recession, additional unemployment benefits had

been provided during periods of high unemployment to workers whose 26 weeks of regular
state benefits had run out. In the 1975 recession, workers were eligible for up to 65 weeks
of unemployment insurance. Reagan-mandated budget cuts in 1981 and 1982 made
eligibility for extended benefits much more restrictive and has deprived hundreds of
thousands of the jobless of needed extended benefits. If the same percentage of officially
unemployed and discouraged workers had received unemployment compensation as in
1975, an additional 2.1 million jobless workers would have received benefits in 1982.

A modestly funded Federal Supplemental Compensation program went into effect in
the latter part of 1982, providing an additional 8 to 16 weeks of unemployment benefits,
depending on the unemployment situation in each state. Supplemental benefits are in
addition to regular state benefits and 13 weeks of extended benefits, if a state qualifies
for extended payments. During December and January, between 600,000 and 800,000
people were receiving payments under the supplemental program. Unless Congress acts to
extend it, the present federal supplemental program will expire on March 31 of this year.

Regular State Unemployment Benefit Exhaustions*
1979- 1983

)00

*excludes extended benefit exhaustions
Source: Unemployment Insurance Service, Employment & Training Administration, DOL
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I. EMPLOYMENT FALLS

The number of jobs has to grow by about 1.5 oercent a year in the United States, or
about 1.5 million jobs per year just to keep un with population and labor force growth and
hold unemployment at the same rate. During the Reagan Recession employment has of
course, been declining.

In the past 18 months of the Reagan Recession, from July of 1981 to January 1983,
total nonfarm payroll employment has declined by 2.8 percent, with a net loss of 2.5
million jobs. The largest losses have occurred in manufacturing, construction and
government. Manufacturing employment has fallen by 2.2 million from July of 1981 to
January of this year. This represents a decline of 10.9 percent. Construction employment
has decreased by a quarter of a million since July 1981, and the normally stable
government sector of the economy, has declined by an even larger number, 296,000, with
most of this decline at the state and local level. Many states, cities, and school districts
have laid off employees during the past months and the continual squeeze on state and
local funds will necessitate further employment cutbacks in the future.

Employment In the transportation and public utilities sector has fallen by 195,000.
Employment in wholesale and retail trade has declined by over 70,000 employees or
0.3 percent from July of 1981 to January 1983. However, from 1970 to 1979, this sector
grew by an average annual rate of 3.3percent and generally has not been affected by
declines. Other sectors have shown some gains, although at rates considerably below the
pace of their expansion in the 1970s. Employment in the financial sector has increased by
1.7 percent during the recession, compared to an average rate of growth of 3.5 percent
during the 1970s. The largest gains in employment were in services, with an increase of
555,000 jobs. Yet, this 3.0 percent increase is well below the average annual rate of

increase during the 1970s of 4.4 percent.
Employment has declined in every one of the manufacturing industries during the

recession, except printing and publishing which remained the same. Losses were heaviest
in the durable goods industries, particularly: primary metals (which includes steel), down
by 322,000 jobs or an alarming 28.4 percent; nonelectrical machinery, down by 459,000 or
18.2 percent; fabricated metals, down by 253,000 or 15.6 percent; and transportation
equipment (which encompasses autos), down by 256,000 or 13.3 percent. These metal and
machinery industries constitute the core of U.S. industrial strength and largely account
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for this nation's manufactured exports. During the Reagan Recession, their employment
has declined by an average of 18 percent. It Is widely recognized that the sustained
unemployment of the human and capital resources in these Industries constitutes a serious
and perhaps irreversible drag on U.S. Jndustrlal output.

The depression in housing construction largely accounts for the 8 percent decline In
employment in the lumber and wood products industry. This decline has produced double-
digit unemployment rates in the lumber-dependent states of Oregon and Washington.

Employment has contracted by 6.1 percent in nondurable goods. Leather goods and
textiles had the most precipitous declines, 15.1 and 13.9 percent, respectively. Apparel
employment has fallen by 121,000 from July 1981 to January 1983 for a decline of 9.6
percent. In the auto-related rubber industry, employment is off by 9.2 percent.

Employment By industry, 3uly 198f- 3anuary 1913

Change

Jul 181 January 1983 Number Percent
000's 000's) ro 000 ' )

TOTAL 91,396 88,8711 -2,522 -2.8%
Goods produclng 25,718 23,113 -2,605 -10.1

Mining 1,164 1,028 -136 -11.7
Construction 41,175 3,927 -2118 -5.9
Manufacturing 20,379 18,158 -2,221 -10.9

Service producing 65,678 65,761 +83 +0.1
Transportation and public

utilities 5,168 11,973 -195 -3.8
Wholesale and retail trade 2(X,620 20,519 -71 -0.3
Finance, insurance, and

real estate 5,311 5,1101 +90 +1.7
Services 18,615 19,170 +555 +3.0
Government 15,961 15,668 -296 -1.9
Federal government 2,775 2,751 -211 -0.9
State and local government 13,189 12,917 -272 -2.1

Establishaent data seasonally adjusted.
papreliminary

Source: Bureau of Labor Statistics, U.S. Department of Labor, Supplement to Employment
and Earninxe, June 1982 and 'Employment Situation," January 1983.
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Enjoyment By Mmnufacttrhw ktmtry. 3Sy 1iI - aummary 1fl3

Change
July 1981 Jan. 1983 Number Percent
(0003) 7536 a--)

MANUFACTURING 20,379 18,158 -2,221 -10.95

Durable Goods 12,266 10,540 -1,726 -14.1

Lumber and wood products 683 629 -54 -7.9
Furniture and fixtures 476 435 -41 -8.6
Stone, clay and glass products 644 551 -93 -14.4
Primary metal industries 1,132 810 -322 -28.4
Fabricated metal products 1,617 1,364 -253 -15.6
Machinery, except electrical 2,527 2,068 -459 -18.2
Electric and electronic equipment 2,112 1,955 -157 -7.4
Transportation equipment 1,925 1,669 -256 -13.3
Instruments and related products 731 683 -8 -6.6
Miscellaneous and manufacturing Ind. '19 376 -3 -10.3

Nondurable Goods 8,113 7,618 -95 -6.1
Food and kindred products 1,678 1,634 -44 -2.6
Tobacco manufactures 70 66 -4 -5.7
Textile mill products 835 719 -116 -13.9
Apparel and other textile products 1,255 1,134 -121 -9.6
Paper and allied products 691 648 -43 -6.2
Printing and publishing 1,268 1,270 .2 .0.2
Chemicals and allied products 1,110 1,055 -55 -4.9
Petroleum and coal products 217 208 -9 -4.1
Rubber and miscellaneous plastic products 750 681 -69 -9.2
Leather and leather products 239 203 -36 -15.1

Establishment data seasonally adjusted.
Source: Bureau of Labor Statistics, U.S. Department of Labor. Supplement to Employment
and Earnings, June 1982 and the "Employment Situation," January 1983.
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IV. HOURS OF WORK DECLINE WHILE OVERTIME CONTINUES

Average weekly hours of work for all private sector workers declined in 1982 to 34.8
hours, dropping C.4 hours from 1981. In manufacturing, the falloff in hours worked was

even greater, dropping 0.9 hours from 39.8 hours in 1981 to an average of 38.9 hours for
1982. These 1982 levels were considerably below the levels of the late 1970s.

Average Weekly Hours of Production or Nonsupervisory Workers
in Manufacturing, 1979- 1982

41

Although overtime hours have diminished during the recession, considerable

overtime continued in nearly every manufacturing industry. The hours of overtime
worked in each week since the beginning of the recession in July 1981, are the equivalent

of 820,000 full-time jobs.
Overtime hours in manufacturing declined from 2.9 hours per week for the first six

monthss of 1981 to 2.3 hours per week in the fourth quarter of 1982.

Overtime Hours of Manufacturing Production Workers and Equivalent Full-Time Jobs
July 1981- January 1983

Manufacturing
Average Weekly 2.5
Overtime Hours

Average Number 13,113,631
Production Workers

Total Overtime 32,784,077
Hours Worked

Number of 82,000
40-Hour Full-Time
Equivalents

seasonally adjusted monthly data.
Sources: Bureau of Labor Statistics, U.S. Department of Labor, "Employment and
Earnings" and "The Employment Situation".
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V. WORKERS' BUYING POWER DECREASES

The buying power of American workers' paychecks continued to decline in 1982 and
remains considerably below the levels prevailing in the late 1970s. While gross average
weekly earnings for workers in private industry increased by 4.6 percent from $255.20 in
1981 to $266.92 in 1982, the real buying power of that increase actually declined by
one percent as real spendable earnings were reduced by inflation and taxes.

This decline in workers' buying power erodes the living standards of workers and
their families and contributes to the recession as reduced buying power leads to lower
production and further layoffs. Since 1977, average real spendable earnings have dropped
by 14.3 percent.

AveraRe Weekly Earnirms Versus qeal enale Earn s,
Production or lo7MLvso Workers

1M7 19'S 1979 190 1"1 191p

*Earnings adjusted for taxes paid by a worker with three dependents
Annual Averages
Source: Bureau of Labor Statistics, U.S. Department of Labor. Spendable earnings for
L982 calculated by the AFL-CIO using BLS methods.
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V1. POVERTY INCREASES SHARPLY

The slack economy and extremely high unemployment are forcing more and more
Americans into poverty. There were 31.8 million people living below the poverty level in
1981, an increase of 2.2 million over 1980, or 7.4 percent. The percentage of the total
population living in poverty rose from 13.2 to 14.0 percent or one out of every seven
Americans. The increased unemployment in 1982, and the cuts in the federal budget
protecting the working poor, the unemployed, the disabled, and the destitute will add
millions more to the poverty count for 1982.

Both the number of people in poverty and the poverty rate are already at their
highest levels since the mid-1960s.

Poverty is particularly widespread among blacks, children, and women who maintain

families. More than one-third of blacks and women who maintain families live in poverty.
One out of five children lives in poverty. The number of married-couple families who are
poor increased 10 percent from 1980 to 1981.

Persons Below the Poverty Level
1980- 1981

millions

32 31.8

32

30 29.6 +2.2 rail li9n_2_pqple

28

24

1980 1981

Source: Money Income and Poverty Status of Families and Persons in the United States,
1981, U.S. Department of Commerce, Bureau of the Census (Advance Data)

4
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VII. INCOME SHIFTS TO INTEREST RECIPIENTS

Wage and salary incomes were severely eroded by inflation in 1982 while gains were
made by those receiving income from interest and dividends. Wage and salary incomes --
including "fringe" benefits -- rose 4.9 percent from 1981 to 1982, compared to a 6.0
percent rise in the inflation rate. Income from interest rates, on the other hand, rose
13 percent in 1982 while income from corporate dividends rose 7.2 percent.

The share of personal income represented by wage and salaries continued to fall in
1982. The slide which has taken place over the last ten years has become much steeper
since the recession began The wage and salary share of personal income which stood at
71.3 percent in 1972 had fallen to 68.2 percent in the first quarter of 1981, and was down
to 66 percent in the last quarter of 1982.

The interest income share of personal income rose from an 8.5 percent share in 1972
to a 13.1 percent share in the first quarter 1981 and to a 14.4 percent share in the last
quarter of 1982. Corporate dividend income rose slightly from a 2.5 percent to a
2.6 percent share from the first quarter of 1981 to the last quarter of 1982.

The distribution of interest and dividend income is highly skewed toward the upper
income brackets. In 1979, the top 15 percent of the nation's taxpayers received
41 percent of the taxable interest income and 71 percent of the dividends.

A major cause of the adverse shift in income is the high interest rate policy of the
Federal Reserve System which has choked the economy and raised unemployment but has
been a boon to those who receive income from interest rates. -

Corporate stockholders have increased their income due to increased dividend
payments by corporations. Despite the fall-in profits, corporations have actually
increased dividends by 16 percent since the recession began. Corporations have been able
to increase dividends due to the large corporate tax cuts given them by the Reagan
Administration and by cancelling investment plans. Also, profits were at a historically
high rate in the late 1970s before the decline began.

The Percent Change in Wage, Salary, Interest and Dividend Income

1981-1982
155 / 3l.1%

10 6.4t 7.2%t

Personal Wages Div idends Interect
Income Salea . Income

Source Commerce Department, bureau of Sconomic Analysts

20-982 0 - 83 - 9
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Vil. HIGH INTEREST RATES SQUEEZE THE ECONOMY

While interest rates have declined from their 1981-1982 peaks, they are still high by
all historical measures, far exceeding the rate of inflation. Interest rates reached a peak
in early 1981 with banks charging a prime rate (the rate charged their best customers) of
21.5 percent. That rate still was as high as 18 percent in November 1981; falling very
slowly thereafter to a 16.5 percent rate in July 1982. But by year-end these rates had
fallen to 11.5 percent.

Mortgage interest rates and consumer loan rates however, have not receded as
rapidly from their year earlier peaks and are still at exceptionally high levels. The
prolonged period of these and other high interest rates resulted primarily from the
persistent pursuit of "tight money" policy by the Federal Reserve Board, with the active
encouragement of the Reagan Administration.

The punishing debt service burdens inflicted by the high Interest rates were a major
factor in causing high levels of commercial and industrial business failures. As rising
costs of financing froze millions of consumers out of the market, housing, construction,
and auto production suffered the longest and deepest declines since World War 11. Supplier
industries also were forced to undergo drastic cutbacks in production. The effects of high
unemployment and accompanying income declines in these industries had a ripple effect
upon the rest of the economy to help bring about the 1982 economic depression.

Extraordinarily high interest rates also meant that the U.S. dollar became a
desirable earning asset, and It gained in value relative to other countries in International
exchange. Between December 1980 and December 1982, for example, the Japanese yen
and the German mark declined by 13 percent and 18 percent respectively in dollar value
on the international exchange. That. meant that the prices of foreign imports in the U.S.
fell and U.S. exports rose in price In foreign countries, thus puttin& U.S. goods at a

disadvantage.
While inflation currently has been reduced, and a weak economy p,us some easing of

monetary policy have brought interest rates down from record heights, they are still at
levels that impede recovery. The prime stood at 11.5 percent and mortgage rates at 14
percent as 1983 began.
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Mortgage Interest Rates*
1977- 1982

181

15.8%

10.9%

9.6

9%

1977 1978 1979 l9eO 1981 19e2P

16
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J1

16.ty%

15 '~hm~~%EwN1F
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*Fffective rate or c-nventional mortgage
reflecting fees and charirs as we] as the
contract rate

Prime and Discount Rates
1977 - December 1982

1

1977 197L

Source: Federal Reserve Board
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IX. BUSINESS AND CONSUMERS IN DISTRESS

Business Failures and Bankruptcies

Continued recession and high interest rates are driving companies of all sizes and in

all industries and regions out of business more rapidly than at any time since the Great

Depression. In 1982 there were 25,346 business failures. The business failure rate,
considered in relation to the total number of businesses, is at its highest level since 1933,

one of the worst years of the Great Depression.
The depressed purchasing power caused by continued high unemployment keeps sales

down and makes it more and more difficult for corporations to pay their bills. Hard-

pressed firms resort to layoffs to cut their expenses and to short-term borrowing to pay

their bills. But layoffs further worsen consumer spending and sales, and high interest
rates rapidly add to the burden of debt. For this stage of a recession interest rates have

remained unusually high. In addition, the decline in production and sales has been

particularly steep. As a result, many firms are finding it impossible to stay afloat.
Business bankruptcies have become all too common as this recession continues to

strangle the economy. For every business which fails and closes down entirely, three or
four more file for bankruptcy. Some will try to stay in business by selling off assets and

reorganizing, which usually entails large layoffs. Bankruptcies threaten to escalate as

firms which are owed money by bankrupt firms are forced to write off those debts. But
this, in turn, weakens their own financial position, making additional bankruptcies more

likely.
Because small businesses must pay higher interest rates, on less favorable terms

than large corporations, small firms are particularly vulnerable. The House Small

Business Committee has noted that extended high interest rates and recession constitutes
"the death knell" for thousands of small businesses.

Weakness in Financial Institutions

Sustained high interest rates have also had disruptive effects in the financial sector.
Savings and loan institutions, in particular, have been hard-pressed to pay the high rates

necessary to keep deposits, since they derive their income from low-yielding loans made
when interest rates were much lower.

The ripple effects of a bank failure or the collapse of a bond dealer can reverberate
across many institutions and regions. The collapse of the relatively small Penn Square

National Bank in Oklahoma City in 1982 led to large loan losses among some of the largest
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New York and Chicago banks and resulted in the layoff of 400 employees by a Seattle
bank which experienced heavy losses. One hundred and thirty-two credit unions with
deposits in Penn Square were also affected.

By the end of 1982, there had been 42 bank closings due to financial difficulties.
This is more than during any other year since 1940, when there were 48 bank closings.

Business Failures Per 10.000 Coimpanies
1932 - 1982

Failures per
10,000 companies
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Year
p=prellminary
Source: Dun & Bradstreet. Inc.0
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Personal Bankruptcies
Individual and family incomes have suffered greatly from high unemployment and

the slack economy. Thousands are finding it impossible to sustain their living standard
and have filed for bankruptcy as their indebtedness has swamped their ability to repay.
Personal, non-business bankruptcies are being filed at a rate of 38,000 per month, twice
the level prevailing during the last decade.
Home Mort&aMe DelinAuencies and Foreclosures

As of September 30, 1982, over 5 percent of all outstanding home mortgages were
delinquent, a near-record high since the Mortgage Bankers Association started its survey
in 1953. The Mid-Atlantic and Great Lakes states experienced the highest delinquency
rates, ranging from 5 to 9 percent in all of these industrial states.

Continued record high unemployment and interest rates are forcing tens of
thousands of people to lose their homes through foreclosure. For the third quarter of
1982, foreclosure proceedings were underway for almost 170,000 homeowners. The third
quarter annual average of mortgages in the process of foreclosure, 0.62 percent, marked a
significant and continuing upward trend from recent past experience.

Mortgage Foreclosures in Process
1979- 1982

Annual Average of Percentage of Mortgages
in the Process of Foreclosure

Percent of 1-4 Unit
Residential Mortgages

0.60
0.621

0.50

0.40

0.30 0.43%

0.34%
0.20 -0.29%

0.10

1979 1980 1981 1982
(third quarter)

Source: Based on Mortgage Bankers Association
of America data.



131

-26-

X. GROSS NATIONAL PRODUCT DOWN

The nation's total output of goods and services for the futll year 1982 was down 1.8
percent rSim 1981, the steepest economic decline of the last 36 years.

The nation's total output in 1982 was lower than in 1979.
The quarterly changes in output during the year %ere uneven, with rises occurring in

the second and third quarters due to changes in inventory leveltand a sharp decline i the
fourth quarter of 2.5 percent. The output of each quarter of 1982 was below that of the

same quarter in 1981.
The fall in the nation's output of goods and services in 1982, and particularly in the

fourth quarter, shows no turnaround in the recession.

Change In Gross Natiaml Product
First Quarter 191 - Fourth Quarter 1982

7.9%

r, 1 110) IVo V) 1I1 111 IVO (p)
1981 1052

p-prelimi nary
seasonally adjusted arrual rate
Source Corbf.erce tepartmen-t, BEA
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XI. CORPORATE PROFITS DECLINE BUT NOT DIVIDENDS

Corporate profits have recovered slightly from their sharpest plunge since World

War II but are still severely depressed. The slight rise in profits in the second and third

quartets of 1982 which occurred despite falling sales was due to further layoffs, plant

closings and price increases.

Corporate profits rose 4 percent in the second and third quarters of 1982 but were

still 26 percent below their first quarter 1981 level.
Profits before-tax were 29 percent lower in the third quarter of 1982 than in the

first quarter 1981. The fall in after-tax profits was less than in before-tax profits

because the Reagan tax cuts contributed to a decline in tax liabilities. Corporate tax

liabilities fell 33 percent compared to the 29 percent fall in before-tax profits.

Corporate after-tax profits are divided between dividends paid to stockholders and

retained earnings held for reinvestment. Despite the sharp decline in profits,

stockholders, on average, have not been hurt in terms of their income from dividends.

Corporations have actually increased corporate dividends t6 percent since the first

quarter of 1981.
Corporations have been able to pay out high dividends because of the historically

high rate of profit before the recession began, the Reagan tax cuts, and the curtailment

of investment plans.

The Reagan tax cuts to corporations were justified on the basis that corporations
would invest more, but since the first quarter of 1981, corporations experiencing shrinking-

pre- or after-tax profits have chosen to increase dividend payments rather than invest.

Corporate After-Tax Profits
First Quarter 1981 - Third Quarter 1982

il11|tn $

hQ IQ IIIQ l IS ]IS I115(p)
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Xn. INVESTMENT DROPS

Expenditures for new plant and equipment in real terms decreased by 4.8 percent
from 1981 to 1982, and the U.S. Department of Commerce has estimated that business
investment will decline an additional 5.2 percent in 1983.

Reagan's massive tax giveaways to business have been an abysmal failure in
stimulating business investment. Any argument that these cuts haven't been in place long
enough to judge their effectiveness can be totally rejected. Retroactive to January 1981,
the business cuts have had two years to generate the promised investment boom. It hasn't

worked.
In actuality the huge and unbalanced tax cuts have deterred business expansion. The

resultant deficits and the Administration's support for a policy of slowing down monetary
growth have pushed the cost of credit to levels which make investment prohibitively
expensive. In addition, the Reagan recession has reduced business sales and cash flow as a
source of funds for investment. The large proportion of existing capacity lying idle also
serves to dampen business investment plans. Moreover, even during periods when the
economy is growing, corporate tax cuts are not necessarily invested in new productive
plant and equipment. The increased cash flow may be used to finance investment
overseas, speculation, dividend increases, mergers, acquisitions, and relocations.

In the hysteria to cut taxes to promote capital formation, the underlying strength of
investment was conveniently overlooked. By 1979, the share of real investment in real
GNP rose to match its highest two peaks during the entire postwar period. Moreover,
during the seventies, as a whole, investment's share in GNP was higher than during the
sixties.

Expenditures For New Plant and Equipment
By U.S. Nonfarm Business, 1980 - 1983

(Billions of 1972$)

$19.1

4sn

L40

Source, rpartert of eoo...rce, {. J
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Xlii. HOUSING STARTS SLUMP

Housing starts were in the range of just over one million in 1981 and in 1982. These

numbers represent record lows dating back to World War 1I and are due to the recession,

high interest rates, and the Reagan Administration's attack on government-assisted

housing construction. Starts in 1983 are expected to amount to 1.3 - 1.4 million units at

current interest rates. Any increase in mortgage rates would reduce that number. There

were over 2 million housing starts in the previous cyclical high years of 1977 and 1978.
The recent decline in mortgage interest rates has resulted in lower monthly

payments needed to borrow a give amount of money. 'During 1982, for example, home

mortgage commitment rates went down from about 17.5 percent to about 14.25 percent

on certain loans. This meant that a home buyer's monthly payment for principal, and

interest on a $60,000 25-year loan would cost about $7[5 per month instead of $858. This
is an improvement in housing affordability, but still leaves housing out of reach for most

families who are not well housed. Mortgage interest rates are still higher than in any
post-war year prior to 1980.

The effect of lower interest rates will be partially offset, however, by rising home

prices. The median price of a new home rose to a level of $74,200 in November 1982,

higher than the $70,000 range that prevailed earlier in the year. The extent to which the
decline in rates will permit sellers to raise their prices in the future is not known.

Source: U.S. Department of Commerce
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XIV. PRODUCTION FALLS AND PLANTS STAND IDLE

Industrial production fell by 10.3 percent between July 1981 and December 1982.

The Federal Reserve Board index, which covers manufacturing, mining, and utilities, has

declined every month in 1982.

The falloff in industrial production is accompanied by the drop in utilization of

industrial plants and equipment. In December of 1982, more than 30 percent of the

nation's manufacturing capacity was idle (67.3% utilization). This is the highest level of

idle capacity since the Federal Reserve began collecting such data in 1949. The percent

of plant and equipment utilized in the iron and steel industry dropped to 38 percent; and

utilization in the motor vehicles and parts industry barely exceeded 50 percent (52.3%).

These latest figures show that tne current recession has been the most damaging

economic setback to our nation's factories since World War II.

Industrial Production

1979- 1982

(Federal Reserve Board Index 1967-100)
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YV. AUTO PRODUCTION NOSEDIVES

American auto pr-'-uction declined drastically in 1982, down 16 percent from 1981

and 41 percent below the 1978 production level. A slight improvement in production in

mid-1982 was reversed by a 19 percent production decline in the last three months of the

year.

New car sales picked up at the end of 1982 with auto companies giving special sales

promotions with lower interest rates. The improved sales reduced bloated inventories but

were not high enough to raise production. Only 5.7 million American cars were sold in

1982, 8 percent less than were sold in 1981 and 38 percent less than the 9.2 million cars

sold in 1978.

Sales of imported cars accounted for 28 percent of the domestic market in 1982, up

from 27 percent in 1981, but sales of imported cars were also down, falling 4 percent in

1982.

New Dormestic Car Sales
1978- 1982

(Millions of Units)

A (
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XVI. FOREIGN TRADE DEFICITS MOUNT

In 1982 the overall U.S. merchandise trade balance suffered a record $47.8 billion
deficit,' in spite of a recession-induced $16.8 billion decline in oil imports. The Reagan
Administration projects a trade deficit for 1983 in the range of $60-70 billion. The very
large size of deficits in recent years basically reflects the inability of the U.S. to pay for
high-priced oil imports and rising imports of manufactures with exports of manufactured
goods and farm products.

Food exports fell by 40 percent in 1982, a decline of $6.3 billion, while food imports
declined by less than one billion dollars, cutting the food trade surplus to $7.6 billion.

There has been a sharp turnaround in manufacturing trade. Despite the recession in
the United States manufactured imports continued their upward climb in 1982, increasing
by $1.3 billion, while exports fell off sharply, dropping $14.6 billion, a decline of over
9 percent. Whereas the U.S. usually runs a dollar surplus in manufacturing trade -- in
1982, there was a record deficit of $10.6 billion, a huge swing from the $5.3 billion surplus
in 1981.

The Reagan Administration has done little if anything to halt this erosion of the U.S.
trade position. The worldwide economic downturn has reduced the foreign demand for
U.S. goods. Depressed industrialized nations have cut back on imports and debt-burdened
developing countries have been forced (by their lenders) to sharply reduce imports. Both
types of countries have also sought to step up their exports to the U.S. in order to bolster
their own faltering economies. The Reagan Administration refuses to develop a realistic
policy in response to these developments. Unfair trade practices in foreign countries,
both in subsidizing exports and in unduly restricting importation of U.S. goods, have
further weakened domestic industries, intensifying the decline of basic manufacturing
industries and clouding the outlook for recovery. For example, imports of Japanese
integrated circuits doubled during the first nine months of 1982, compared to the
comparable period a year earlier, causing the J.S. trade deficit in integrated circuits with
Japan to jump sevenfold.

The Administration and the Federal Reserve's tight monetary policy has directly
weakened the country's trade position. Reagan's and Volcker's tight money policy has
kept interest rates high. This helped to increase the value of the U.S. dollar by 30 percent
since January 1981, in relation to the currencies of our major trading partners. An
increase in the value of the U.S. dollar makes our exports more expensive abroad and
foreign imports into the U.S. cheaper.
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These factors -- worldwide economic decline, debt-burdened developing countries,

foreign trade barriers and unfair practices, and a severely restrictive monetary policy --

have particularly weakened trade in manufactured goods. Exports have fallen off in the

industries which were America's pride and source of industrial strength. These include

such capital equipment industries as industrial machinery, computers aitd communications

equipment, autos, and aerospace. The U.S. trade surplus in capital equipment fell by more

than 50 percent in 1982, a drop of $12.1 billion. Exports declined while imports increased

in most of these industries.

There is a clear relationship between growth in Imports and job displacement in

many industries. For example, electrical machinery imports increased by about 50

percent in value, while production employment dropped by 16 percent from 1979 to

December 1982. Automobile imports increased in value by 31 percent while production

employment fell by 36 percent. For apparel, imports have increased by 38 percent and

employment has fallen by 16 percent. Despite shrinking domestic demand, iron and steel

imports have increased by more than a quarter while production employment has fallen by

nearly half. In footwear, imports have increased 20 percent since 1979, and employment

has declined by 18 percent. Even in a "high tech" sector like electronic instruments, U.S.

production employment has been falling since 1979, by 7 percent, while imports have

increased 44 percent in value.

Trade related job losses have been spreading rapidly beyond manufacturing into

service industries. "Services" is a catchall term that includes many different industries

and financial flows. Imports of services have cost jobs in construction, theatrical jobs,

computer service work, and shipping employment. Industries are interrelated in the

economy. For every manufacturing plant there is a set of service jobs, and each affects

the other.
The American balance of payments (current account) on combined trade in goods

and services was in deficit by about $6 billion in 1982.

ii
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Senator PROXIVIRE. Thank you very much, Mr. Oswald.
Mr. Thurow.

STATEMENT OF LESTER C. THUROW, PROFESSOR OF ECONOMICS,
MASSACHUSETTS INSTITUTE OF TECHNOLOGY

Mr. TnIuRow. The 1983 Economic Report of the President is based
upon a slow growth strategy that cannot work even if the economy
were to perform as the administration forecasts in 1983. Just as you
must change inflationary expectations to stop inflation so must you
change growth expectations to start any sustained period of economic
growth. Given a 4-year history of no growth and a worldwide eco-
nomic shutdown, a couple years of very rapid growth are necessary at
the beginning of a recovery to turn growth expectations around.
Businesses must be persuaded that if they start to build new factories
and hire people now, they will be needed when the new facilities are
brought on line a year or two from now despite the current level of
idle capacity. With the 3- to 4-percent growth rate projected by the
Reagan administration, we would need 10 years merely to digest the
idle capital capacity that already exists. And as their own forecasts
show, unemployment will remain very high for the rest of the decade.

America had six recessions between World War II and the current
depression. They averaged only 11 months in duration and the longest
was 16 months. In each and every case the recovery was rapid-aver-
aging a 7.3 percent GNP growth rate after correcting for inflation in
the 12 months following the bottom of the recession. A couple of years
of growth at least this rapid are needed to turn this recession
around. If we don't have such a period of vigorous growth, 1983 will
prove to be like so many of the periods that we have had since the
first quarter of 1979-a few quarters of positive growth followed by
a few quarters of negative growth.

We also know how to get a vigorous recovery. Those previous re-
coveries did not happen by accident. Whenever Government spotted
a recession, it rushed to the rescue with lower interest rates, fiscal
stimulus, jobs programs, and extended unemployment insurance bene-
fits. This time Government has done none of those things quickly
enough or vigorously enough and with its inaction has turned what
could have been a normal recession into a worldwide economic disaster.

Consider monetary policies. In the year in which the economy hit
bottom in previous recessions the real interest rate for Federal funds
was negative-minus 0.6 percent. In the last week of January the
Federal funds rate was 8.44 percent. Given a 3-percent inflation rate,
the real Federal funds rate is about 5.5 percent. If an investor can get
such a real rate of return on riskless overnight lending, he is certainly
going to get more on risky long-term lending. But with such real
interest rates, no sustained vigorous economic recovery is possible.

Yet everyone admits-even the monetarists-that short-term inter-
est rates are under the control of the Federal Reserve Board. The
economy is not dying an inevitable natural death-it is being murdered
by its monetary policies.

Real interest rates are high and will remain high as long as the
Federal Reserve Bonrd remains attached to monetarism-for the
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economic theories of the monetarists have just failed. Monetarists of
the Reagan band initially told us that they could stop inflation with-
out even a slowdown in the economy. The President now says that,
"the unemployment that many of our citizens are experiencing is a
consequence of the disinflation that must necessarily follow the ac-
celerating inflation of the last decade." The Council of Economic
Advisers talks about the "adverse short-run effect of a slowdown in
nominal GNP" due to a slow rate of growth of the money supply.
But our economy is now below where it was in the first quarter of
1979, the year in which we adopted monetarism, and has had no sus-
tained economic growth since then. One is justified in asking just how
long is the short run-a decade, two decades?

Monetarists of all stripes have also always maintained that real
interest rates were invariant to the rate of growth of the money
supply. According to the "Fisher" equations real interest rates should
be constant regardless of how fast or slow the money supply is grow-
ing. Yet, recent experience has just proved the "Fisher" equations
wrong. A slow rate of growth of the money supply leads tb very high
interest rates.

The monetarists tell us that monetarism failed because it wasn't
really tried. There was too much shortrun variance in month-to-month
money supplies due to "bureaucratic lethargy" at the Federal Reserve
Board. As an explanation for failure, this just isn't credible. If there
has been too much variance in the shortrun rate of growth of money
supplies, it isn't for lack of effort at the Federal Reserve Board. The
demand for money is simply shifting so rapidly that the Fed cannot
control the money supply in'the way that the monetarists now-let me
emphasize the word "now," since no monetarist talked about the impor-
tance of shortrun variance until recently-say is n-cessary. Too much
shortrun variance can be used as an explanation for high long-term
interest rates--seeing the short-term variance and not the long-term
trend, the public is confused about the policies of the Fed and expects
inflation to rise in the future-but it cannot be used as an explanation
for high short-term real interest rates. Future inflationary expecta-
tions play no role whatsoever in overnight loans. As a consequence,
monetarists are without an explanation for high short-term real inter-
est rates.

When economic theories fail to deliver what they promise, it is time
to junk them and move on to other alternatives. The right alternative
is for the Federal Reserve Board to target real short-term interest rates
such as the Federal funds rate. The Economic Report of the President
argues against real interest rate targets but none of their arguments
are convincing.

While it is true that the same real interest rates can be produced by
many different combinations of money rates and rates of inflation,
investors and savers respond to real rates of interest. Higher real rates
of interest will lower aggregate demand and dampen inflation to the
extent that inflation is in fact caused by too much aggregate demand.
While it is true that no one knows what'the future rate of inflation will
be. that is irrelevant if the Fed is targeting real short-term rates of
inflation. We know today's inflation rate even if we do not know tomor-
row's inflation rate. While it is true that different individuals fall into

20-982 0 - 83 - 10
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different tax brackets, we know the average tax bracket of the average
saver or investor. Real interest rates can be adjusted for average tax
effects and that is all that is necessary. While it is true that no one
knows for sure what real interest rate would lead to noninflationary
growth, the observation is equally true with respect to the rate of
growth of the money supply. Interest rate targets have an advantage,
however, in that investors and savers think in terms of interest rates
and not rates of growth of the money supply and they can give analysts
an indication of how they would change their plans as real interest
rates vary.

The Reagan economic strategy is also flawed in that it ignores the
economic blows that are going to be coming from abroad. America,
if the forecast is right, is to have an economic recovery while the rest
of the world is economically sinking. This is unlikely to happen. With
falling GNP's in the rest of the world and an overvalued dollar in
1982, America is apt to have happen to it in 1983 what happened to
the French in 1982. The French stimulated their economy to engineer
a recovery. They half succeeded-consumption went up to 4 per-
cent-but they were then inundated with imports from the sinking
economies around them. As a result. French production went up only
1 percefit. Suppose that you are in one of the Third World countries
that is going broke. Given your need for foreign exchanges you are
going to be willing to sell in the American market even if American
prices do not cover local production costs.

The French fate lies ahead for us unless we have a real program
of coordinated reflation by the major economies of the world. Yet,
in this economic report there is no reflection of any need for coordi-
nated policies among the world's major economies. America is no
longer big enough relative to the rest of the world and economically
isolated enough-to pull itself out of the economic quicksands. The
rest of the world is much more apt to pull us back into economic
stagnation.

Technically speaking, this recession will end. We will have some
quarters of positive economic growth. It should be remembered, how-
ever, that in the 4 years since the first quarter of 1979 we have had
several periods, as long as 9 months, of positive economic growth.
But we have had no period of growth sustained enough or vigorous
enough to provide the acceleration necessary to restore economicprosperity.

Given the current economic strategy of the Reagan administration,
1983 is apt to be more of the same-a modest but weak recovery fol-
lowed by economic decline.

Thank you, Senator.
Senator PROXMifE. Thank you very much, Mr. Thurow.
Well, those are two very fine statements and there are areas where

I'm sure we would find disagreement.
Let me just start off with Mr. Oswald because I think disagree-

ment can often bring out greater strength in your statement.
Have you worked out a budget to show what kind of expenditures

and what kind of revenues we would have if all your recommenda-
tions were put into effect, roughly?

Mr. OSWALD. Roughly, what would happen is an increase in the
current deficit of about $210 billion by another $10 to $15 billion as a
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result of the additional $22 billion expansion in this fiscal year. In
fiscal year 1984, the budget deficit would be about again $20 billion
higher, but for fiscal 1985 and 1986 the budget deficit would start
coming.down by some $10 billion less approximately than the admin-
istration forecasts and by maybe as much as $30 billion in 1986, $30
to $50 billion, both by growth and by the higher tax revenues.

Senator PRoxMIRE. How much would you increase expenditures
for 1984?

Mr. OSWALD. The direct outlays that we are asking for is some $46
billion. We would think that there would be cuts in the defense spend-
ing budget and the executive council of the AFL-CIO will be looking
at that issue in its meeting next week and I think will have a specific
recommendation and that there would be some offsetting elements
that I think need to be done in terms of the specific cuts that the
President is asking for even in the nearly $23 billion in social pro-
grams. We think those can be offset by additional revenues and that
you would get more growth by putting the people back to work and
paying taxes.

Senator PROXMIRE. So, you would have about a $46-billion increase
in expenditures in 1984?

Mr. OSWALD. Yes.
Senator PROXMIRE. And you would have increased revenues of

maybe $20 to $30 billion?
Mr. OSWALD. Directly in 1 984, yes.
Senator PROXMIRE. NOw, what effect would that have on unemploy-

ment in your estimate in 1984, 1985, and 1986?
Mr. OSWALD. We think that in 1984 the decline in unemployment

would be about 1.8 million, so instead of the nearly 10-percent unem-
ployment level that's projected, it would be approximately 8 percent;
and in 1985-86 those differences would wider in terms of the differ-
ences between projected unemployment and actual unemployment.

Senator-PRO MIRE. Do you estimate any change in either the level
of interest rates or inflation in this period?

Mr. OSWALD. We indicate that there would be no change in inflation.
The roughly 5-percent rate of inflation we think is already relatively
high considering the amount of slack that's in the economy and seeing
no pressures for any inflationary buildup by reductions in unemploy-
ment. Interest rates we think would also not be affected, there again
depending upon the policies of the Federal Reserve Board. We believe
that the Federal Reserve Board needs to target interest rates and
bring them down substantially from where they are.

Senator PRoxMImR. Mr. Thurow, you have an interesting expression
of the real interest rate when you say, "Given a 3 percent inflation
rate"-well, it's true that you can find figures that show a 3 percent
tate if you look hard enough on a short-term basis, but do you really
argue that investors are going to look at the level of inflation that we
had in the last 6 months, for instance, of 1982, which was based of
course on an almost unprecedented drop in commodity prices, oil prices
and so forth, and invest on the basis of that; or are they going to look
nt inflation on the basis of projecting it over the next 6 months and
recognize it's likely to be more than 3 percent?

Mr. Tuunow. We're talking about investors that are making 12-
hour loans and the only thing that is relevant in a 12-hour loan is what
the inflation rate is today.
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Senator PROXMIRE. You can put it on a 6-month basis or whatever,
but-

Mr. TiHRow. But the only thing that matters is the inflation rate
today.

Senator PROXMIRE. You know that the liquidity isn't that rigid.
Mr. Tnunow. The only thing that's relevant is can the Fed and the

investors figure out what the real rate of interest is on that 12-hour
loan, and you only have to know today's rate of inflation. To figure
that out whether that's the best investment or some other investment
is better, then clearly you have to think about rates of inflation in the
future. But if you're really asking what is the real interest rate, today's
inflation rate is what determines it.

Senator PRoxIRm. That's not the option for corporate treasuries
and that's not an option open to other investors. They are not going
to look at just what the short-term money is yielding.

Mr. THJROW. What I'm arguing is that the Federal Reserve Board
should look at real short-term interest rates, 12-hour rates, and that's
what the appropriate target should be. Now, the Economic Report of
the President gives four arguments as to why that's not the appropriate
target and I think I systematically rebut all four of them.

Senator PROXMIRE. Your very interesting analysis of why it's
important for us to do our best to help the rest of the world economy,
that we don't live in an isolated world, that our recovery depends
upon the recovery internationally-I think that's exactly right. Then
you point to the French experience and point out they went down
because of the imports and so forth, and I think that's a good
analysis.

On the other hand, wouldn't that apply to us no matter what we
do? Is there any way this country, with all our great influence and
power, would be able to make that much difference in the international
recovery if we do vote, as we probably will, to help the IMF and the
World tank and take any other steps?

Mr. TiIui:ow. The Germans and the French and the Japanese asked
the Reagan administration for a coordinated program of forcing
down interest rates and reducing the fluctuations in international
currencies and we said no. If that program had been put in place
last June, obviously we would be better off in 1983 than we're going
to be. You can't say that it's impossible to do some coordination since
the rest of the world has been asking for it.

Senator PROXMIRE. I'm not saying that at all. You may be absolutely
right. I'm just saying we have a real situation now on February 14,
1983, and on the basis of what is realistically available to us to do,
are we going to be able to have such an effect on the world economy
that we won't also suffer the problems that the French suffered if
we stimulate our economy too much?

Mr. THURow. At the moment we in the United States are collec-
tively talking ourselves into the idea that this recovery is going to
be bigger and more vigorous than we thought even a few weeks ago.
In order to do that, I think you have to systematically be blind as to
what's going on in the rest of the world. It's just impossible to get
a really vigorous recovery going in the United States while you 'ye
got the Third World declining in GNP and Europe declining in GNP
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and Japan declining in GNP throughout 1983. In that kind of a
context, I think you are not goino to get a big boom going.

Senator PROXMIaE. Mr. Oswald, table 6-10 on page 144 of the
Economic Report projects 4-percent annual growth in real GNP
between 1984 and 1988, about 1.7-percent annual growth in produc-
tivity, and a decline in unemployment of about 0.9 percent a year.
Are these three figures consistent or is the administration projecting
too large a decline in unemployment? I'm asking on the basis of what
they should do but on the basis of what they propose.

fr. OSWALD. They are about, correct. At about a 3-percent growth
one just abrut takes care of the growth in the labor force of about
1.5 million over the same period and the projected effects of
productivity.

Part of the problem is that productivity may be much more rapid
as we come out of this recession than typically, in which case the
4-percent growth wouldn't even bring about that 0.9 percent decline
in unemployment. And if that happens, as many are projecting, un-
employment would remain even higher than this very dismal
projection.

Senator PROXMIRE. I don't -want to be too technical and picky on
this, but I notice that there is a difference of opinion between some
people who argue that every 1 percent decline in unemployment means-
a $25 billion reduction in the deficit and those that say $30 billion. It
makes quite a difference over a period of time.

You use the $30 billion figure. I notice the Congressional Budget
Office uses a $25 billion figure. That's the figure that's been used. Did
you have any documentation or any studies that would support the
$30 billion figure?

Mr. OSWALD. At one time the CBO had also been using a $30 billion
figure with some $25 to $27 billion in foregone tax loss and about $3
to $4 billion in additional expenditures for unemployment compensa-
tion and other programs.

To the extent that the data is available, we had checked the CBO
work and thought that the $30 billion was a more accurate figure than
the more recent $25 billion.

Senator PROXuMIRE. Thank you very much. My time is up. I'll be
back. Representative Holt.

Representative HOLT. Thank you, Senator Proxmire.
Thank you, gentlemen, and I apologize for missing your statements.

I've tried to read them carefully and I will do it more thoroughly.
Mr. Oswald, you say that this $46 billion in 1984 can bring unem-

ployment down to 8 percent. Historically, have we ever been able to
bring any kind of jobs production on line that fast? I talked with Mr.
Shultz last week about his experience and he is really regretting some
of the things-that they did in that administration in trying to stimu-
late jobs through increased Federal spending. He felt that that fired
inflation and (lid not bring the jobs on line as quickly as they had
hoped they would. In other words, they didn't produce the jobs until
the recession was over.

Mr. OSWALD. I don't think that's accurate, and here we clearlydon't
have that problem because it shows unemployment will remain above 8
percent until 1986. At the time that public service employment was
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being expanded rapidly, new jobs were being started and put into effect
by nearly 40,000 a week. In the accelerated public works program that
was passed in 1976, the jobs essentially started 90 days after passage
of the act. There have been some recent studies by OMB that says the
money wasn't paid out until 2 years later, but the money was paid out
long after the jobs were finished. Jobs started under lines of credit that
were put out by the banks who were performing that work and a study
by EDA stated that most of, or some 85 percent of the jobs, were
started within 90 days.

Representative HOLT. But didn't unemployment continue to increase
during that period?

Mr. OSWALD. JNO, it came down substantially.
Representative HOLT. How much did it come down?
Mr. OSWALD. From 8.5 percent which was the peak in 1975 to 7.7

percent in 1976 and 7.1 percent in 1977, but we had a better experience
in 1961 with the new jobs programs that were put into effect there. For
the first time we had an area redevelopment program and we had job
training programs. Unemployment dropped from 6.7 percent in 1961 to
5.5 percent in 1962, a full 1.2 percentage points in that 1-year period.

Representative HOLT. Well, I don't have my charts here, but I find
that-it's difficult to explain it. I think that the recession was over
before the jobs actually came on line.

Let me ask you another question.
Mr. OSWALD. MNy background statement here, this newspaper, does

have facts in it from the official report of the Economic Development
Administration which administered the accelerated program. As you
recall, the program was for very small projects all of which had been
designed and were able to he started within 90 days.

Representative HOLT. Yes, that's the problem now.
Mr. OSWALD. The act that Congress passed was for $2 billion on the

public works program. Some new projects were immediately proposed,
all of which had engineering finished for those projects.

Representative HOLT. But that's the problem today, isn't it, being
able to bring those jobs on line very quickly?

Mr. OSWALD. But we have a problem where the projection for un-
employment for the next 3 years is higher than any period except for
the 1975 depth of that recession.

Representative HOLT. I understand that and I know that's our great-
cst concern and that's why I'm struggling to find ways of doing it. But
historically I have never seen this great surge of money to produce
public service jobs-I've never seen it work to my satisfaction. -

Let me ask you another question. The venture capital industry testi-
fied before thiis committee that the large reductions in the capital
gains tax provided the stimulus behind the current boom and yet you
testified or I read in your prepared statement that the capital gains
tax reductions ought to be taken back.

Wouldn't your proposal severely hamper job creation-by reducing
capital flows? I'm very interested in seeing us produce real jobs in
the private sector.

Mr. OSWALD. The only gains that I have seen is a big upturn in
corporate merger activity' We don't think that provides any new
jobs. There has not been an increase in the number of jobs. As a



147

matter of fact, there's been a big decline in the last 2 years. If any-
thing, that should put a lie to the notion that it's this sort of tax
change that provides new investment. We find substantial declines
in real investment in 1982 and 1983 and, as you recall, the cutbacks in
both capital gains and depreciation were made retroactive-one for
January of 1981 and the other one for June of 1981-and all the pro-
jections, even for real investment in 1983, are further declines. So
it has not provided the sort of stimulus we want.

Representative HOLT. Don't you have to start with the venture
capital down the road to produce the jobsI

Mr. OSWALD. But they are not going to invest unless people have
the money to buy things and unless we put people back to work there
won't be the hope of people having the money to buy goods and serv-
ices. People aren't going to invest if they have no hope for a market,
and that hope for a market will only come if people are at work.

Representative HOLT. Well, I certainly disagree with that. I think
that we have to start developing new industry. We have to go from
the old industry, the manufacturing, to the high technology which
everybody seems to recognize, so we've got to start up new businesses
and I think that's where the venture capital serves is to start these
new businesses and not the mergers.

Mr. OSWALD. We would be happy if you restricted capital flows
against mergers and such items and therefore we asked for the ex-
tension of the Credit Control Act of 1969. We think then the Federal
Reserve would do that and we think that the Fed should be directed
to channel capital to new investment and not just for mergers and
for speculation.

Representative HOLT. What is labor doing to attempt to help re-
locate people ? This seems to me to be the biggest concern we have
today is getting people-I know it's tough to get a 55- or 60-year-old
person who's worked in a steel mill all his life to move into high
technology, but what is labor doing to try to train the young guy
that cou move on out of the automobile industry or a place where
I feel they will never be able to provide the number of jobs that
they have in the past?

Mr. OSWALD. First of all, I think we should understand that high
technology is not an answer to the 12-million jobless that are there
today. At the most, people estimate that there are only 3-million high
technology jobs in America today and we don't foresee that number to
grow by anywhere near the millions that we're talking about in terms
of 12-million unemployed people.

But in terms of specific programs, the auto workers, in their recent
contract with Ford had negotiated a special new free training pro-
gram to try and help auto workers obtain new skills in terms of the
dislocations that they face.

Representative tOLT. Ford will provide that?
Mr. OSWALD. Under the contract with the UAW, there are joint new

training facilities nnd new training activities.
Representative HOLT. Is that for jobs that are available at Ford?
Mr. OSWALD. No, for jobs in general in the community and to the

extent that they are available at Ford itself. Similar attempts have
been made in other contracts but they are far from sufficient, and I
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think the big problem is that, unless we have more net new jobs,
retraining isn't an answer.

Representative HOLT. Mr. Thurow, you criticize the monetary pol-
icy that has been practiced over the )ast several years. What policy
would you have implemented to bring down the inflation rate if you
had been king of the world?

Mr. TxIuiRow. The Fed policy from 1913 to 1979 was to control
money rates of interest. I think the Fed made a very serious mistake
back in 1977 and 1978 when they let the real rate of interest go negative
although we were not in a recession at that time. That was one of the
things, along with oil shocks and other supply shocks, that, got us into
the high inflation rates of the late 1970's and early 198Ws.

The way to correct that is to have the Federal Reserve Board watch
real interest rates. It is important to understand that what the mone-
tarists have told us has just been proven wrong in the last 2 years.
Two fundamental things that they said couldn't occur have occurred.
They said real interest rates couldn't go up and they said any reces-
sion would be short, brief, and mild. But nobody would describe this
one as short, brief, and mild.

If you look for the explanation the monetarists give for their fail-
ure, they said the Fed is just too lazy to do it right. That just isn't
a credible explanation. If a theory fails, you've got to do something
different.

In terms of stopping inflation, I don't believe the Fed can do it by
itself. If we get something like the 1979 oil shock where you double
the price of energy, you're going to have inflation in -%he American
economy no matter how well run the U.S. Federal Reserve Board is or
how well run the Congress is. It's a matter of simple arithmetic. In
1979, the price of oil doubled. Ten percent of the Consumer Price Index
is energy, directly and indirectly. So energy by itself would produce
10 percentage points of inflation when energy doubles. If you want a
zero inflationary world, that means the other 90 percent of the Con-
sumer Price Index has to go down to offset the energy increase. You
can work out the algebra. It has to go down by 11 percent. That means
every American that doesn't work in an energy industry has to take
an 11-percent cut in their salary in 1979, including Senators and Con-
gressmen, in order to have a noninflationary world; and the problem is
that the rest of us just aren't willing to live up to that algebra. You
and I won't take-an 11-percent cut in our salary.

Representative HOLT. Doesn't it take a combination of all of the
above? I mean, you can't just say, well, we're going to let the rest of
it go.

Mr. TiiUROw. The Fed can Jean against the wind and the right way
to lean against the wind back in 1979 would have been to let real
interest gates go up. But once you see the inflation rate falling, as it
has, and once you see the great depression No. 2 underway, then
a smart Federal Reserve could vigorously get in there to lower real
interest rates.

Representative HOLT. What is the real rate of interest that you
would target?

Mr. Tirimow. Real Federal funds.
Representative HOLT. That determines the real rate?
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Mr. Tinunow. The Fed should focus on real Federal funds--over-
night loans. You take the money rate and subtract the current rate
of inflation and that is what the Fed should target.

Representative HOLT. The expectation of inflation does not enter
into it at all?

Mr. Tiunow. You have to use some judgment. If you think there are
a lot of inflationary expectations out there, you may let that real rate
go up, but you don't stick to any simple monetary target the way we
are at the inoirent.

Representative HOLT. Inflation is down. Interest rates are down.
Mr. Tyiiow. Real interest rates are still very high.
Representative HOLT. Well, I know they're still very high, but they

are-the prime rate is not 21.5 percent now.
Mr. TiWRow. The real prime is just as high as it ever was. It hasn't

come down at all.
Representative HOLT. WYell, you do say, though, that the expecta-

tion of inflation should be a factor.
Mr. THURow. Absolutely. If you want to get inflation out of the

economy, you've got to take those things into account.
Senator PRoxMIRE. Mr. Oswald, how do you meet the argument

that whatever historical experience you have-and you gave a good
response I thought to Congresswoman Holt-we have an entirely dif-
ferent ball game now because the deficits are so colossal-if we have
a jobs prograin under present circumstances, we'll be taking borrow-
ing or taxing money out of the private sector and therefore there
won't be any net increase in jobs.

For example, in the first 3 months of this fiscal year, October,
November, December, we had a deficit of $68.3 billion in 3 months,
bigger than any deficit in the history of this country on an annual basis,
in only 3 months, and the projection is that we will have a bigger
than $200 billion deficit in 1983 and almost the same in 1984.

T,ader tbose circiunstances, unless you look entirely to monetary
policy which maybe we should, unless you look entirely to monetary
polic.yr, don't you feel that if we. go ahead with a jobs program that
we will be simply transferring jobs in effect from the private sector
to the Public sector and spinning our wheels?

Mr. OSWALD. I would be worried about that if there were jobs in
the private sector, but there aren't any jobs iii the private sector. The
problem isn't as much the shortrun deficit. The problem is the long-
run deficit. Under our proposal there's a substantial reduction in the
longrun deficit much faster. In the shortr;-in
- Senator PROXMIRE. Let me just interrupt to say that there are jobs

in the private sector, not enough by any means, hut we have a higher
percentage of people who are employed in relationship to the adult
population than in periods where we have had 3 or 4 percent unem-
ployment. We have a terrific increase in the work force and it's true
there are not enough jobs-we'd like to have more, but we do have
almost 100 million jobs.

M r. OSWALD. But almost 3.5 million less than we did in July 1981
when this recession started.

Senator PnoxmiRE. Absolutely, but it is certainly possible if we
proceed with a big jobs program we may n:)t make any progress in the
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private sector. Both you and I would like to see a big increase in jobs
in the long run. Those are much better jobs.

Mr. OSWALD. Yes, but I think the fear is just the opposite. Unless
we put people back to work, those people will have no hope of jobs in
the private sector for years and years and years.

Senator PROXMIRE. Agree, but doesn't that beg the question? Isn't
it possible we're not putting people back to work but actually simply
transferring the jobs? Let me spell out what I mean.

If you have a situation where you borrow billions of dollars more
for a jobs program and the Federal Reserve Board follows the same
policy that it intends to follow, that it has followed, doesn't that mean
that there will be less credit available for people to borrow money to
buy homes, to borrow money to buy cars, business to borrow money
to buy equipment, farmers to borrow money to buy tractors, and
therefore people won't be building tractors, homes, and cars. Instead,
they'll be doing work paid for by the Federal Government.

Mr. OSWALD. I would turn the issue around the other way, Senator,
at this particular time. None of the statistics indicate that there is the
buying power by those Americans to buy those cars and things. In
fact, there is the projection that investment in real terms by corpora-
tions will be less in 1983 than it was even in 1982 or 1981, far below
that in the late 1970's.

Senator PROXMIRE. Have you looked at the real income figures. In
December, in the pit-we hope the pit of the recession-maybe it's
not-in December, real income was very close to the highest level it's
ever been in our entire history on a per capita basis. So what we need
is credit. If people have the credit available, they've got the income.

Mr. OSWALD. No. The income is very badly distributed.
Senator PROXMIRE. Well, I agree with that.
Mr. OSWALD. All the income gains essentially in the past year have

been among interest recipients. We have had a big drop in real wage
and salary income and among wage and salary earners their real
wages have not kept pace with the, inflation. Les Thurow indicated
earlier the problems of the big inflation with everybody needing to -
take a wage cut. Workers did take real wage cuts, not all in 1979,
but 1979 1980, 1981, and 1982 and cumulatively wages, except for the
very end of 1982, have failed to keep up with the rate of inflation,
and the result has been substantial declines in real wages. But I think
unless we put that money in terms of additional borrowing-and we
have had larger borrowings in wartime and in other periods-and
employ people, it's not a problem in the short run that we're going to
squeeze the market from not having enough liquidity.

The question is, do you have a program that provides enough rope
in the long run to substantially reduce those deficits and do you have
a tax program not in terms of the one the President sets forth as some
sort of a contingency plan for 1986 but one that really does begin to
provide revenues in an equitable way in the outyears, and I think that's
what our program would provide.

Senator PROXMIRE. Mr. Oswald, you and I look at things somewhat
differently. You're 100 percent right that real hourly wages have de-
dined and they have declined steadily and year after year. Real
weekly earnings have not declined as much but they have declined too
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because the hours are shorter. You have a different kind of situation
there.

But when you look at the overall income, somehow it's not the
farmers who are getting it, heaven knows they're in bad shape-small
business isn't doing very well-but real per capita income was higher
in December 1982 than it had been in any-other month-there may have
been one or two-

Mr. OSWALD. Because of big increases in interest payments to indi-
viduals.

Senator PROXMIRE. Well, maybe. That's certainly a big part of it,
hat's right; but nevertheless, there does seem to me to be the basis for a

substantial recovery in homebuilding and so forth if we can get in-
terest rates down.

Mr. OSWALD. Interest rates should be brought down, particularly for
homebuilding. It is still at historically high levels.

Senator PROXbiRE. That's really hard because-of course, Mr.
Thurow can have all kinds of fun playing with those 12-hour rates,
but when you're talking about the 30-year mortgage rate, then ex-
pectations play a very important part.

Mr. TIiuRow. It's going to to be more than 6 percent on 12-hour
loans.

Senator PROXMIRE. There we go again. That's right. There's a
relationship.

Mr. THunow. That's right.
Senator PROXMIRE. The reason why you can't say take your real

interest rate based on the inflation rate in the last month or last 2 or 3
months is because your capital moves around.

Mr. TiiuRow. f3ut that 12-hour loan sets a minimum. It can't be
below that level. So if you set the minimum at 6 percent, that is very
different than setting the minimum at minus 0.6 percent, which is
where we set it in Drevious recessions.

Senator PROXMI RF. Now, fellows, I'd like to see you do a little
fighting if you will. Let me just ask you.

Mr. Thurow, do you agree with the program that Mr. Oswald has
put forth? Do you think that's sound? If you were a Member of Con--
gress, would you support that program?

Mr. Tiiunow. I think we need a jobs program for two reasons.
Senator PROXMIRE. As big a program as he proposed? President

Reagan agrees we need something.
Mr. THiTRow. Well, I'm not sure he really does.
Senator PROXMIRE. He says he wants to speed up the things we

would do anyway 2 or 3 years from now.
Mr. Tnuow. You need a very substantial jobs program for two

reasons. One, high unemployment, even with the best of economic
conditions, is going to be here for a very, very long time. I think it's
right that in the past oftentimes jobs programs got started so slowly
that they hit their peak after the recession was over. This time this
just is not going to happen.

Second, I think you have to deliver a message to the public that you
care, that when unemployment hits you're going to do something to
ameliorate the situation.' The impression in Detroit, Cleveland, or
Milwaukee is that they can go to pieces and people in Washington
don't care.
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Senator PROXMIRE. Along that line, I noticed a quote in the Wash-
ington Post by Les Aspin. Les Aspin used to work on my staff. He
has a Ph. D. from MIT in economics. He's a Rhodes Scholar. He's
a brilliant man a d he said that there's not much we can do with a
jobs program except to-show our heart is in the right place. How
about that? Do you agree with that?

Mr. OSWALD. I think having the heart in the right place is impor-
tant. I think you can show you're not going to cure a 12 million unem-
ployment problem with a jobs program. That we all-agree on because
the size of that program would be too great. The size of the jobs pro-
gram comes back to the question of monetary and fiscal problems. The
initial problem with Reaganomics is that he stepped on the monetary
brake while stepping on the fiscal accelerator. The fiscal side is going
to be offset because you've got one foot planted firmly on the brake
and one on the accelerator and the economy isn't going to go. If you
say I must take monetary policies as an absolute restraint that I can-
not touch, then I think you're right; the jobs program is not going to
create on a net basis many new jobs. If you say we're going to have
coordinated policies within the United States, both fiscal and mone-
tary, then I think you could get some net new jobs.

Senator PRoxMIrmx. What's been the increase in the money supply,
M, and M2?

Mr. THuRow. In the last 3 months it's been very high because the
Fed got scared and backed off on monetarism.

Senator PROXMIRE. Either they get on target with-their targets or-
the fact is that in the last 3 months there was a 15-percent increase an-
nual rate in M, and about 30-percent increase in M2.

Mr. TTwtRow. Yes. You can make the argument that the Federal
Reserve Board has abandoned monetarism. I think the real problem
the Fed faces is-

Senator PROXMIRE. What has it done?
Mr. Titumow. Monetary interest came down.
Senator PROXMIRE. You have just been making a small case that

the real rate is very high anyway.
Mr. THuROW. The real rate is very high.
Senator PROXMIRE. In spite of the-
Mr. THurOW. The Federal Reserve should announce we are no longer

paying any attention to money supplies; we are focusing in on interest
rates. What have they tried to do for the last 3 months? They've
blamed it on all the new money market instruments and said, "We
haven't abandoned monetarism but we can't practice it with all these
new funds-M, and M.: are all fouled up." Have they really aban-
doned monetarism or is this-

Senator PnoxivIRE. How about all the people who say-thev don't
criticize but they follow the kind of program you describe, the Thurow
policy, that the'inflation fears will be such there is a feeling that they
are monetizing this enormou, deficit, that interest rates will go up
because the anticipation is that we are just on the road to a terrific
inflation.

Mr. Tiru-ow. I don't think that's true with all the idle capacity
we've got. You get inflation out of real things. You don't get inflation
out of psychology. Psychology can make it worse, but at the moment
we have falling energy prices, falling farm prices, over a third of our
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capacity is idle and something like 17 to 20 million workers are idle,
depending on how you count it. In that kind of world-

Senator PROXMIRE. You think you can continue with a 30-percent
increase in M2 for 1 year or so?

Mr. TxiuRow. I would announce that I'm not paying any attention
to money supplies because as long as the Fed pretends it's paying
attention to money supplies I think it's in trouble.

Senator PROXMIRE. Of course, if you do that, they haven't been doing
as well as you would like them to do in getting interest rates down. If
they do that, they might have to increase the money supply a lot more.
You might not pay attention to it if you were Chairman of the Federal
Reserve, but you know a lot of people in the investment community
do.

Mr. THuRow. I think a lot of people in the investment community
also pay attention to real interest rates and that's what I see out there
in the real investment community. We're worrying about corporations
investing. If you think about a housing boom, I find it very hard to
think we're in a housing boom when we have a 13- or 14-percent mort-
gage rate and everybody says it's now at the minimum.

Senator PROXMIRE. I take it from what you said about the present
condition that there's little prospect that inflation will become a prob-

lem in the next few years in view of the fact we're operating at two-
thirds industrial capacity and 12.5 million people actually out of work
in January.

Mr. Tjiunow. Nobody can see a negative shock coming along.
Projections are for energy prices to fall and for food prices to fall.
In that kind of world, I don't think you can get inflation restarted by
these 7.5 percent growth rates that we have traditionally had in re-
covery years.

Senator PROXMIRE. Mr. Oswald, the AFL-CIO has called for re-
strictions against imports that are reducing jobs opportunities for
American workers. I happen to be a cosponsor of the content bill and
so I'm not exactly asking this as one that's critical of it. What criteria
would you use to select imports to be restricted ?

Mr. OSWALD. Where serious injury has taken place, there is provi-
sion under the GATT rules for temporary relief to be provided where
injury takes place under title 19 of the GATT rules.

Senator PnoxminE. Is there anything we can do to protect the in-
dustries that are in exporting, that are so important to us, and provide
a large proportion of our jobs, maybe 12 or 15 percent of the jobs, if
our trading partners retaliate?

Mr. OSWALD. It would help if our monetary policy was better be-
cause clearly the overvalued dollar has a tremendous impact in terms
of making our goods less competitive. Overall targeting of real in-
terest rates I think would reduce the overvaluation of the dollar and
would have a major effect.Senator PROXMRE. If we do that--I would agree with you on the
overvaluation of the dollar, but none of that would be very encourag-
ing to foreign countries. Wouldn't foreign countries, if we restrict
imports. restrict our exports?

Mr. OSWALD. I don't tOink anybody is talking about restricting all
imports. It's a question of when the large surge has a disastrous effect
upon an industry and the problem of saying how do we allow that
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industry to adjust. When you have the sorts of swings in exchange
rates that we have had in the past 2 years, it seems that the whole
problem shouldn't fall just upon the workers. On a trade weighted
basis our exchange rate has led to a dollar upward valuation of almost
30 percent in the last 2 years. It doesn't seem appropriate, nor can we,
go into a plant and say, "Take a 30-percent wage cut because the
policies that the Fed has undertaken has led essentially to this over-
valued dollar and the only way that you can become competitive is
now to take a wage cut." That's asinine.

What we need to do is make sure that we pursue both a better fiscal
and monetary policy to bring that in line and to make sure the im-
mediate impact isn't a disastrous result for the workers that are doing
whatever they can to produce the goods and products that they have
been hired to produce.

Senator PROXMuR. As a matter of fact, with respect to the Japanese,
I don't see how they could possibly retaliate in view of their balance
of trade. Any retaliation is really cutting off their nose. They benefit
far more as far as jobs in terms of trade.

Mr. Thurow, I understand you have some interesting ideas on what
we can dc about this problem.

Mr. THtrow. Yes, two thing. The overvalued dollar is a big prod-
uct of the monetary policy. Getting the dollar down would be tre-
mendously important.

Second, I think you have to realize that we economists made a mis-
take back in 1971 when we went onto flexible exchange rates. The econo-
mists of the world assured the world that there wouldn't be major fluc-
tuations in major currencies over short periods of time. That has
proven to be false. We've had these 30, 40, and 50 percent swings be-
tween major currencies in 6 months. Recently the mark and the dollar
changed 5 percent in 1 day's worth of trading. In that kind of a world
nobody can invest.

Let's stippose you're going to build a farm machinery plant-a $1
billion investment. At 277 yen to $1 you would never build it in the
United States. At 177 yen to $1 you would never build it in Japan, and
if the exchange rate goes back between 277 and 177 you would never
build it because wherever you build it will be in the wrong spot.

We need to go back and figure out some system-not fixed exchange
rates--that mitigates the fluctuations.

In terms of the Japanese. I think the right way to handle that prob-
lem is what I call general reciprocity. You figure out what is the maxi-
mum deficit we could afford to have vis-a-vis Japan. We have a sur-
plus vis-a-vis the Common Market, so surely we could afford deficits
vis-a-vis the other parts of the world. It's simple arithmetic. We can
afford an $8 billion deficit but we can't afford a $25 billion deficit. What
we then tell the Japanese is that we will get rid of all of our specific
restrictions on this product or that product, but we're going to have a
rule that you can only export to us in any quarter $2 billion more than
you imported in the previous quarter. If you imported $12 you can
-export $14. The ball is back in their court. We're not telling them how
to control the price of rice or what to do about safety inspections, but
if they can't find something to buy in the United States there's a limit
as to what you can sell in the United States. That's a preferable way
to go than to put quotas on this and that or informal agreements here
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and there. It's a general thing that gets you most of the benefits of free
trade and still keeps the bilateral problems under control.

Senator PROXM1RE. That's a fascinating proposal. I dread to think
of what would happen if that proposition were ever made in this
country. Imagine the fights that would go on between various indus-
tries as to who's going to have to take the gaff on both exports and
imports. Government would have to decide it and you would have a
terrible situation.

Mr. THUROW. The fight wouldn't be here.
Senator PROXMIrM. Realize that.
Mr. THurow. The fight would be in Japan.
Senator PROXMrRE. I realize it would be in Japan but, after all,

they have a democracy and an economic system similar to ours. Is it
realistic to expect them to resolve that ?-

Mr. Tiiutnow. I think you have to throw some of the burden in
that direction. I don't think the Japanese deliberately discriminate
against the American exports, but they do have a system. Take the
system of long-term relationships where if you're in the automobile
industry you would have the same firms supplying parts to you for
20 or 30 years. That means an American firm can't suddenly start
selling parts simply by offering to sell them for less.

There is a legitimate problem of breaking into the Japanese econ-
omy with manufacturing goods. We can't solve that for them. All
we can say is there's also a legitimate problem that we can't afford
a $25-billion deficit, politically or economically. I think what I have
just described, general reciprocity, is much better than what we are
doing.

As you pointed out, the tennis ball is now essentially in the Japa-
nese court. The squabbles are on their side of the net. We don't have to
fight about it in the United States. We'll let them.

Senator PROXBMRE. Mr. Thurow, the current services budget shows
a deficit of $300 billion in 1988. Assuming the economy grows as the
administration predicts and unemployment falls to 6.5 percent by
then, what would be the impact of a $300-billion deficit?

Mr. THUROW. I think you may need to make a very sharp distinction
between a deficit at full employment, which I guess in the new jargon
in Washington is now called structural employment, and the cyclical
deficit. If you look at the American economy vis-a-vis the rest of
the world and you look at it at full employment, you ought to be
running a surplus, not even a balanced budget.

Senator PRoximRE. With 6.5 percent unemploymentI
Mr. THVROW. Well, let's say running a surplus at a 5-percent un-

employment rate. The Government ought to be running a surplus at
that level.

Senator PnoxMrmH. So, if you have that big a debt, $300 billion
deficit-

Mr. TruRow. In the long run it's just impossible. You're basically
saying the Government is going to absorb all of the private savings
and therefore we are going to invest nothing in plant and equipment.
That clearly doesn't fly. On the other hand, you can't cure a deficit
in the middle of a recession. Herbert Hoover tried that and we have
a real experiment that that doesn't work.
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This administration dug its own hole back in 1981 with the combina-
tion of the supply-side tax cuts and the defense buildup. We have sim-
ply cut taxes more than we can afford to cut them given what we also
want to do in our economy, defense and civilian. Now Congress is going
to be faced with a very tough task of how do you raise taxes to get us
back to something that will give us full employment, a sensible budget
balance. And do it in such a way that you don't extend the current
recession. It's not easy.

Senator PROXMIRE. Do you foresee at any time in the near future,
5 to 7 years, when we could balance the budget?

Mr. TiiuRow. I think that depends very much on whether you can
foresee within the next 5 or 6 years an economy at full employment,
and under current policies I don't see that. I think we are still stuck-
I think it's a mistake to think of recessions because we define recessions
based on whether the real growth is above or below zero. If we get one-
quarter of 0.1 positive growth, the press will say the recession has
ended. But that's not what we're really talking about. We're talking
about a 4-year period of time starting the first quarter of 1979 and in
that 4-year period time we have had 15 quarters and 7 of them have
been negative and 8 of them have been positive. The question is, how
you break out? The real question is how you get something sustained
and vigorous, not just one or two quarters of positive growth. That's
the thick that I don't think anybody has stumbled on the answer and
certainly the economic policy in the'President's report isn't a solution.

Senator PRoxmiRE. Let ine ask each of you gentlemen if you will
give me your forecast for 1983 and 1984. The economic assumptions in
the 1984 budget include a 1.4 percent growth rate in real GNP for
1983. Real GNP in the fourth quarter of 1983 would be 3 percent
higher than in the fourth quarter of 1982.

Chairman Feldstein said that if recovery began during December
or January. if it's already begun, real growth could be as high as
5 percent, fourth quarter over fourth quarter.

Let me ask you first, Mr. Oswald. Is recovery underway and, if so,
would 5 percent be realisticI

Mr. OSWALD. I'm not sure that recovery is underway. Part of the
problem is how you measure recovery. Clearly, for unemployment, the
drop in January is a statistical seasonal adjustment problem rather
than an actual drop. There was no change in the number of people
employed according to the household survey at all, and in the other
establishment survey much of it seemed to be seasonal in retail and
construction. So, the most recent figures on the increasing number of
people drawing unemployment insurance benefits indicates that we
are far from recovery.

Senator PROXMIRE. What astonished me about the January unem-
ployment is the President called a press conference to say what good
news it is, and it did by measures indicate a drop. But actually, in
January we had an increase of 900,000 in the raw figures in unemploy-
ment. We went to 12.5 million unemployed, the highest figure it's ever
been in history except 1933. We had 700.000 People drop out of the
work force. So, we ended up with losing 1.6 million jobs.

Now, the seasonal adjustments explain it and I think you put your
finger on it. We had a weak Christmas and people didn't hire that
many people so we overestimated unemployment in December. We
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had a marvelous January. In my State, Wisconsin, it was super and,
of course, even in Washington it was very good compared to what we
usually had. So, there was a lot of construction on the outside and so
they undoubtedly underestimated employment in January. So, the
difference was exaggerated, if there was any difference. There prob-
ably wasn't much improvement at all.

Mr. OSWALD. One had much the same problem a year ago that we
have forgotten, when the initial figures showed a drop of 0.3 percent,
also some 300,000 people, so that I have real problems saying it's an
improvement. There are some signs. Some auto sales were better cur-
rently than before. Housing starts were slightly better.

So, the real question is, is any of this sustainable and is it rapid
enough? We continue to have cutbacks in areas that have been strong.
In State and local governments, which in previous recessions have
been helpful, they are cutting back. There have been cutbacks in
retail trade much more substantially and previous recessions had
offered growth. This time they're cutting back and I think some of
those cutbacks will continue in the months ahead and the gains haven't
been strong enough. It isn't that one sees the economy going down at
a substantial rate that it had been as recently as the fourth quarter
of last year, but there are no signs of vigorous, healthy recovery.

Senator PROX IRE. All right. Give us a forecast. What do you expect
it to be in 1983 given present policies? Assume that the Reagan budget
is enacted into law.

Mr. OSWALD. Given present policies, there may be a very slight
pickup for the next 2 or 3 quarters with then maybe another downturn.

Senator PROXMIRE. So, you would expect the estimate of the admin-
istration to be about right, 1.4 percent?

Mr. OSWALD. For the year, yes.
Senator PRoxM IRE. Mr. Thurow.
Mr. THURow. Two things. All forecasts are now based on econo-

metric models. The econometric models are no better or worse than
the data put into them, but the thing to remember about those models
is that they are now all operating outside the realm of their history.
No model has ever seen 11 percent unemployment because the data
only goes back to 1949 in those models. No model has ever been an
American economy with 300 little banks going out of business in the
course of a year.

What did the models forecast for 1981 and 1982? They were all over-
optimistic. What model forecast the American economy would fall
in late 1982? What model forecast that the American economy would
be falling into 1981? Nobody knew, yet there they were. What model
forecast that the German economy would go downhill in 1981 and
1982? There are some forecasting it for 1983, but none forecasted
that for 1981 and 1982. The models are essentially estimated on an
optimistic period and they are giving overoptimistic results at the
moment. That's one of the things you should keep in the back of
your mind.

Senator PRoxMIRE. So, even that very forecast is optimisticI
Mr. TUROW. I think Feldstein took his model and divided it by

two. The 1.4-percent growth isn't bad. You've got housing and autos
improving, plant and equipment down, and exports minus imports
down by a very large number, but nobody knows how much, and I
think that last thing is going to be huge.

20-982 0 - 83 - 11



Senator ProxMJRE. What was the last things
Mr. TnuRow. Exports minus imports. We're going to have exports

way down and imports way up for two reasons. In the industrial world
you've got Germany falling at an annual 6-percent rate. They are
going to pull Europe right down with them. So, that means exports
to Europe are going to fall dramatically. We've got 35 countries that
can't make their interest and principal payments that are essentially
broke in the Third World. If you're sitting in one of those countries,
you're going to be willing to export to the United States at any price.

Senator PWoxMxaE. That's the French syndrome you discussed
earlierI

Mr. TiiUROW. And that is going to hit us as we get farther into the
year. So, I don't think 1.4 is a bad forecast, although I recognize the
kind of consensus at the moment is the administration is a little bit
below reality.

Senator PnoxMIpm. Mr. Oswald, yesterday's Washington Post car-
ried a story titled "Reagan Denies Budget Unfair" in which the follow-
ing paragraph appeared: "He denied the social safety net is tattered
and said his administration was doing more for the truly needy than
any before it."

Is that statement trueI
Mr. OSWALD. No; it is not. Senator, the cutbacks in budget in terms

of food stamps, aid to women with infants, the continued cuts for low-
income housing, the cuts in medicaid-and unemployed workers 3
years ago might have had some hope of having help under medicaid-
has been so tightened by the budget cuts that there is no hope unless
he sells his home, his automobile, and anything else that he has.

Senator Pnoxmm . And I notice in my State all kinds of complaints
about the present policy on social security disability. People who are
disabled and who appeal, we find many of them get their disability re-
stored but there's a whale of a lot who are discouraged and don't
appeal, and that seams to be pretty prevalent.

Mr. OSWALD. But pAople who have been on disability for many years
ar'e arbitrarily knocke off the rolls before the appeal, rather than
doing it the other way. If they have some basis for doing it, they should
go through a normal process that reviews the case and the person
shouldn't be disadvantaged during that period because we're talking
about the poorest of the poor.

Senator PROxMIRE. Mr. Thurow, I'm very anxious to get your judg-
ment on what the targets for monetary policy should be. I recognize
you want to target interest rates. You've made that very clear. You
made a very powerful case for that position, but that's not going to be
what the Federal Reserve is going to do.

What would you posit as the proper monetary target for 1982?
Mr. OSWALD. I would encourage them in the belief that there are so

many changes in the money markets that they look at more than the
30-percent increase in recent months.

S senator PRoxwIRE. That's a very interesting response.
Mr. THUROW. Make the fig leaf as defendable as you can possibly

make the fig leaf.
Senator PROXMIRE. Mr. Oswald, some people are very pessimistic

about the outlook, no matter what policies are followed. They feel the
international situation is very grim and we may have at least a partial



159

repeat of the 1930's and they recognize that we have had no change in
the work hours, the 8-hour day, and the time and a half overtime
and the 5-day week for almost 50 years. We changed them drastically
for about a 30-year period in the beginning of the century and then
we left them. Meanwhile, we have hada big increase in the work force.
We have an unprecedented number of women with school age children
in the work force. I think it was one out of four in 1950 and now it's
much more than half and increasing all the time.

Under the circumstances, do you think that we ought to give some
consideration to the possibility of changing the workweek from an
8-hour day to a 7-hour day and overtime from time and a half to
double time? I notice there's still a whale of a lot of overtime even in
1982 and the last quarter of 1982. If we shared the work, that would
be one way of providing jobs and providing more leisure so parents,
including mothers, could spend more time with their school age kids.

Mr. OSWALD. The AFL-CIO has supported shortening of the
workweek very strongly. I think that's crucial in terms of meeting
our long-range change in job opportunities in the labor force.

The current time and a half was established back in 1938 when
there were, for all practical purposes, no fringe benefits among blue
collar workers, so that the time and a half was a relatively substan-
tial deterrent against working overtime hours versus hiring new em-
ployees. We believe that has to be increased to at least 2 to 21/2 percent.

Senator PROXMIRE. Two and a half times?
Mr. OSWALD. Two and a half times the wage in order to have the

same deterrent effect. Clearly the hours worked need to be shortened
and we think that Congress should begin to do that on a step-by-step
basis, just as in 1938 when it passed the Fair Labor Standards Act, it
did so on a step by step basis. It, initially, set the overtime after 44
hours and after 2 years after 42 hours and then after 40 hours, so we
think that it's time for Congress to start a step by step reduction in the
hours, wo, ked to 35.

Senator PROXMIRE. If you do that, don't you increase our cost and
make us less competitive internationally? D6n't you have a situation
in which if people come on, a new hire, the fringes now are very
substantial in some areas and you would have to train these new peo-
ple and so forth and you wouldn't have the symmetry you've got with
an 8-hour day with three shifts and all that kind of thing? Won't
these costs be substantially inflationary?

Mr. OSWALD. We don't think that the cost involved in the small
reduction of an hour a Week, for example, which would amount to
about 21/2 percent would be a major inflationary element. If you made
the total move from 40 to 35 in one step, that 14.5-percent increase
might be a problem.

Senator PROXmIRE. How about the double time for overtime?
Wouldn't that be an increase in cost that would be substantial?

Mr. OSWALD. Its purpose is to deter overtime rather than increase
earnings to people who are working and, as a result, we think that
its deterrence would result in more hirings rather than increased
overtime.

Senator PRoximIRE. Mr. Thurow, the Senate Banking Committee
is drafting a proposal to tighten restrictions on U.S. bank lending
abroad as it considers increasing the U.S. contributions to the IMF.
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The Foreign Relations Committee has also held hearings on this and is
going to consider the IMF replenishment. Among the proposals are:
imp ose specific limits on the amount any bank could lend to an indi-
vicdual country; increase loan-loss reserves; and require large banks
to stretch out the fees they charge for arranging syndicated loans.

What is your view of these proposals and what other things might
you suggest to improve current banking regulations in the area of
foreign loans?

Mr. TixuRow. I think those are all positive things to do. The banks
kidded themselves. All of them have some rule about what's the maxi-
mum fraction of their equity they can lend to any one lender. But
when they're lending to a country they say, well, this is the hydro-
electric authority as borrower, this is the petroleum authority as bor-
rower and this government agency is a borrower and when they added
it all up they've got 90 percent of their capital at risk in one country.
You're basically lending it to the central bank of that country and
they can't pay back the loan. So I think there's a real issue here.

People partly lend a lot of money because they don't know how
much was being lent. If I lend $5 billion to Mexico and that's the
first five but somebody adds $90 billion on to that number, then the
whole $95 billion becomes unviable, including my first $5 billion
which was eminently sensible at the time I lent it. How to get in-
formation about what other people are lending in stock loans and
earlier loans and bad loans is also a key item.

Senator PROXMIRE. How do you do that except to give him the
information so he can use his judgment?

Mr. THunow. Well, you can't. It has to be an informational thing.
With private lenders what we do is make them sign an agreement stat-
ing that they can't borrow any money from anybody else without per-
mission from us, the bankers. With governments you can't do that.

The other thing you have to worry about is how do you do all of this
so that it doesn't become a disguised bail-out of the bank shareholders.

I think our social safety net is in tatters and we are going to build
a real gold-plated social safety net for the owners of bank shares. These
guys were big boys and playing a big capital game. I know of no rea-
son why the little taxpayer should pick up the bill for Citibank or
Chase Manlhattan, recognizing at the same time that you don't want
them to go out of business.

Senator PROXMIRE. Mr. Oswald, with regard to the $8.6 or $8.8 bil-
lion for replenishing the IMF, do-you think it's a wise policy?

Mr. OSWALD. Senator, it's one of the matters that has been of con-
siderable concern to the AFL-CIO and we will be considering it at the
upcoming council meeting. We have been concerned, of course, with
development of other developing countries around the world, but we
are concerned with who is being helped. Is it the bankers or is it those
developing countries? And we will have a review of that and we will
be testifying before the Congress on that issue.

Senator PROXMIRE. How about the fact that if you don't get a full
accommodation in policy by the Federal Reserve that's going to come
out of lending to American domestic industries, including automobiles,
home building, etc. Isn't that a consideration?

Mr. OSWALD. That's a major concern.
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Mr. THtmow. That's the real reason why we're going to have an easy
monetary policy, no matter what the Federal Reserve tells you on
Wednesday. The Federal Reserve Board can with equanimity watch
the International Harvester crash. It would not allow the Bank of
America to crash. Therefore, it will print however much money is nec-
essary to keep the banking system from going down the tubes. It will
have an easy money policy because tight money policies would simply
lead to ripple effec. in the banking system which they won't be willing
to see happen.

Senator PROXMIRE. Well, that's very interesting to hear because I'm
going to read that response to Chairman Volcker and find out if he
would agree with that.

Mr. Tjiunaw. I would be interested in seeing if you can get him to
say, yes, he would be willing to see the Bank of America go broke.
I-would be surprised.

Senator PROXMIRE. Well, I'm inclined to agree that that certainly is
in sync with the policy. I don't want to be unfair to Chairman Volcker
because it's been true with every Federal Reserve Chairman in the
25 years I've been on the Banking Committee. They all have that same
view.

Mr. Thurow, some people, especially bankers, fear that further de-
clines in oil prices could affect loans to both foreign and domestic pro-
ducers of oil. What's your view?

Mr. TiIURow. I think that's right. I think it would be good for the
country and bad for the banks.

Senator PROXMIRE. How about bad for some of our very important
trading partners like Mexico?

Mr. THuRow. I think that's also true, but, of course, they've bor-
rowed the money already and that ends up becoming bad for the
banks on the bottom line. On the other hand-

Senator PROXMIRE. It would be good for our economy.
Mr. Timuow. It would be good for our economy. The average

citizen would be better off. If your energy bills go down you've got
more money to spend on other things. It's essentially taking a tax off
the economy. The OPEC price increase was a tax. It just wasn't a tax
legislated by Congress, but it was a tax imposed by the King of Saudi
Arabia. If you take the tax off, it's a good Keynesian thing to do.

Senator PROXNIRE. Gentlemen, I want to thank you very much. I
think this has been very enlightening and I very much appreciate it.

The committee will stand in recess until 10 o'clock tomorrow
morning. Thank you.

[Whereupon, at 11:35 a.m., the committee recessed, to reconvene at
10 a.m., Tuesday, February 15, 1983.]
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OPENING STATEMENT OF SENATOR PROXMIRE, PRESIDING

Senator PRoxMIm. The committee will come to order.
This morning the Joint Economic Committee will conduct the last

in the series of hearings on the Economic Report of the President on
the economic outlook for 1983.

We are very, very pleased, believe me, to have with us two very
prominent economists, in the private sector. Two gentlemen who have
certainly shown over the past 10 or 15 years particularly their percep-
tive understanding of our economy and two people who are relied on
very heavily by both the Republican and the Democratic Party. And
so I'm honored as acting chairman today, and certainly the committee
will be very interested in the testimony that you gentlemen will
give us.

During the past 2 years our economy has been guided by the policies
of this administration which has included tight money, high interest
rates, social spending cuts, combined with large increases in defense
spending and the 3-year tax cut, the third phase of which is due to
take effect in July.

It's time to ask whether or not these policies should be changed or
at least changed in part.

First, monetary policy. Should the Federal Reserve reduce interest
rates further and in a broader sense should the Federal Reserve aban-
don its current policy for setting targets for monetary aggregates and
instead focus on real interest ratesI

Second, the deficit. Is the President's proposal to reduce the deficit
from $208 billion in 1983 to $148 billion in 1986 adequate? Should we
rely on a standby tax to close the gap as the President has recom-
mended or should we take more forceful action like repealing indexing
or forgoing the third year of the tax cut?

(163)



164

Third, jobs. Should Congress enact a jobs program? If so, how large
should it be and how can we prevent it from causing inflation in future
yearsI

Fourth, international trade. If the United States has a strong re-
covery, if the dollar remains overvalued, what can Congress do to'alter
any of the conditions which result in an overvalued dollar? What
other actions should we take? As you know, we have a recommendation
before Congress for an increase in the International Monetary Fund.
There have been proposals that. we should double our contribution to
the World Bank in cenjimetion with similar contributions from other
countries and, of course, bilateral foreign aid is another way of assist-
ing other economies. We know that while we have a recession in our
economy we have an even more. serious economic problem in other
countries and that's going to affect our foreign trade and affect our
economy.

Finally, economic growth. Is the administration's proposal for 1.4
percent real growth in 1983 followed by 4 percent through 1988 a rea-
sonable growth path, a realistic growth path, or should we attempt to
achieve a faster growth rate at least in the short. run and could we
achieve that faster growth rate? There are signs that recovery has be-
gun. If so, then the strength and duration of the recovery will depend
heavily on the monetary and fiscal choices we make this year.

I hope and I know our witnesses today will provide some guiidance
in our search for the right economic policies.

Representative Holt, would you like to make an opening statement.?
Representative HOLT. No, thank you, Senator. I have no statement.

Welcome, gentlemen. We appreciate your coming.
Senator Prox:RFE. Gus.
Representative HAWKINS. I have no statement. Thank 5 -u.
Senator PROXMIRF. Gentlemen, we are delighted to have you. I sup-

pose the best way to proceed is alphabetically, so Mr. Eckstein, go
right ahead.

STATEMENT OF OTTO ECKSTEIN, CHAIRMAN, DATA
RESOURCES, INC.

Mr. ECKSTEIN. Thank you, Senator. It's always a pleasure to come
back to the Joint Economic Committee. I'm going to focus on two
issues today, although I will briefly deal with the other questions that
you have raised. One is the outlook, of course, and the other is the
budget which is the biggest problem that Congress faces.

The budget for 1983 actually is worse than it was a year ago. Now
this is happening in the context of a recovering economy, but whether
that recovery can go far enough and whether we can restore an ac-
ceptable employment level, and whether we can recapture our produc-
tivity trend we seemed to have lost about 6 years ago depends very
much upon our ability to bring this budget into a reasonable shape.

The signs of recovery are very widespread by now. Retail sales
took a jump in January, manufacturing orders are up. unemploy-
ment insurance claims have improved quite a bit, construction is rising
but it's a miracle that it hasn't collapsed in the face of the interest
rates the last few years. Housing starts are up almost 50 percent
from the trough at the bottom of the recession. And all of that in
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tile happy contextt of a very dramatic improvement in inflation
dramatized by the l-percent irop in the Producer Price Index and
even a slight drop in the Consumer Price Index.

Wages are rising half as fast as they were and it does appear we
are out of the woods on double digit inflation.

Now the fact that the weather was so good in January and that
the first quarter growth rate may well be as high as 4 percent has
made us reexamine a little bit. the forecast and we have prepared
an interim solution for the purpose of today's hearing and it's a
little better than our forecasts of the last 2 months.

We've been projecting 3 .5) percent real growth from fourth quarter
of 1982 to fourth quarter of 1983 and now we figure 3.8 or 3.9 looks
more reasonable and it may be even better than that. That includes
automobile sales up from 8 to 8.7 million and further gains in later
years, housing starts above 1.4 million, and in general an economy
that is showing a 2-percent year to year gain in GNP. The inflation
we think will stay down around 4 percent for the next 12 months
which is a pretty dramatic improvement.

Now. these figures are very close to the budget office. It's no accident.
We looked at the same data at the same time. It is better than the
administration but I would not fault the administration for that.
After the rosy scenarios of recent years, it really was a matter of
desperate necessity to establish the credibility of the Government's
economic work and producing a forecast in which there was a little
caution was certainly the wise thing to do and I applaud it.

If it turns out that things go better, I think we will all be pleased
and that will be much more desirable than going to a totally unreal-
istic scenario which would justify the budget.

Now, even though we're very cheerful about recovery, and are
indeed persuaded that it. is indeed here and it's not just a projection
now, but a reality, nonetheless we have to recognize that there are
four major negative elements still in the picture which are not going
to go away very fast and will keep this a subnormal recovery.

The first of these four is business fixed investment which usually
takes 6 months to 1 year to turn around after the rest of the economy
turns around and if you recall the climate and opinion and conditions
last fall and winter when these investment decisions were made, there
were many companies losing dangerous amounts of money, some
threatening their survival and practically everybody having earn-
ings down except a few very successful companies. If you consider
that and the fact that a third of our industrial capacity was idle
and still is idle, it's not hard to understand why investment in 1983
will not be a very large number. We think it will be down to about
6 percent or perhaps a little bit more.

Second, State and local governments, which used to grow at 5 to 6
percent a year in our economy, are going nowhere and we all under-
stand wvhy. It's taxpayers resisting increased taxes, the grants from
the Federal Government are almost cut by a third in real terms over
a space of 4 or 5 years. So, we'll he lucky if they do not cut their spend-
ing and employment further. They're certainly not going to grow.

Then third, we have the outside world. We all understand that the
export markets show very poor prospects. Chart 1 in my prepared
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statement shows that beginning in mid-1982 exports went down the
chute and some of that was Mexico which almost cut its imports in
half from us. The less developed countries simply no longer have the
ability to borrow to pay for our sales to them. The advanced coun-
tries are waiting for us to recover. The socialist countries have lost
their ability to borrow and even the OPEC countries, by methods that
are beyondmy comprehension, seem to have managed to ruin their
foreign exchange position in some cases and are unable to buy as much
as they did.

We know our exports are going to do badly. In that connection, let
me respond to one of the questions the chairman raised, and that is
this issue of the funding of the International Monetary Fund. I can
sympathize with the criticism of many people, the media, and the pub-
lic and some of the Members of Congress, on how did the banks ever
get into this situation; why did the banks make all these loans which
they surely could have recognized were impossible to be repaid, and
indeed even to pay the interest. The banks have committed certain sins,
but whether they have committed those sins or not, the fact of the mat-
ter is, we are in'the same boat with those banks and we cannot afford
to have tle world debt problem snowball into a substantive collapse of
the world finance system.

Unless the IMF gets an infusion of more money and, unfortunately,
a lot of that comes from the United States-unless they get that in-
fusion, it is very questionable whether the world financial system cRn,
in fact, be kept whole because the IMF is a lender of last resort in the
world to move in when the private sector-can't handle it any more and
it really is better to have it done by the IMF than to have it done bi-
laterally by the United States or somebody else. So, you've got to do it.

Now, whether you choose to impose some rules and regulations on
what the banks do in the future or whether you limit the amount of
loans they can make to any one country in relation to their capital posi-
tion, whether you want to put in some other tightening of regulations
to make sure that-plus all the information requirements so we know
what's going on so we have a continuing running total of what Ameri-
cans are lending to each particular country-I think you ought to put
some of those restrictions on your funding of the IMF.

I do believe that this situation hasn't worked out very well and the
Congress owes the country some remedial steps. You shouldn't just
underwrite these losses. There's even no harm in making the banks
take some losses. They ought to be punished. After all, if they're going
to change their internal lending program on how these loans are made,
they're not going to have a structure where the loan officer gets essen-
tially a windfall if he makes a loan, good, bad, or indifferent. Unless
you change that incentive, this situation isn't going to change and the
enly way they'll change incentives is to get into their earnings and
their stock price and so on. So, you ought to do some more regulation
in this area. We're not in favor of regulation in general, but in this case
you've got to do something. But the main thing is you've got to give
the money

Now, the fourth risk on the recovery, of course, is the Federal Re-
serve and there, I think, since the recovery is now underway it is going
to be fairly difficult for the Federal Reserve to achieve a major reduc-
tion in the interest ratesbf money. DRI does forecast a further decline
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of 100 and some odd basis points in long-term interest rates where the
public is only slowly adjusting to the fact that the inflation rate has
gone from 12 percent down to 3 or 4 right now or less.

In the end that will make itself felt in those long-term interest rates
on mortgages and on bonds, but it may take time and in the interim,
as the financial markets watch the economy beginning to pick up, ob-
viously, they no longer believe that massive short-term reductions are
in the wind, and even if the Federal Reserve were to attempt to bring
down the Treasury bill rate and other bonds two or three hundred basis
points, which would be great for the recovery, I don't believe they could
do it because the market simply will not believe that. They can increase
the money supply required to accomplish it and the increase of bank
reserves necessary for it would, in fact, be quite frightening and indeed
there. is a danger that it would be counterproductive, that the people
would just run away from the inarket in the fear that the Fed was back
into its old ways.

So, I think to push for substantial further reductions at this junc-
ture is fairly difficult, although I'd love to see the rates go down still
more and I think the Fed would like to see them go down, but I do
believe it is a matter of great importance not to let the Federal Reserve
throttle the recovery before it gets going. The money supply is now
rising rather rapidly. If the Fed were on a monetarist tack right now
it would be raising interest rates substantially.

And indeed, my own belief is that if the Federal Reserve sticks to
a target for M2 of 9.5 percent and M3 , of a similar amount and M,
of a much smaller amount, then this recovery cannot get very far. I do
not believe, unless there is a very surprising retention of all the infla-
tion gains-if inflation stays at 2 or 3 percent, we'll be all right, but
if inflation goes to 5 or 6 percent, which is our forecast and which is
most people's forecast, then the likelihood of achieving a healthy
recovery with 9 percent M2 growth is quite small.

If the economy is going to grow at 4 or 5 percent, the prices will go
up 5 percent, the GNP is going up more than 10 percent and there is
no trend in velocity for M2 so the GNP is going to go up much faster
than M2, and so the monetary target really at the moment is incon-
sistent with normal recovery, even a recovery of growth rates of 4 or
4.5 percent.

Well, let me now turn to the one other question you asked-could
we grow faster? Well, let's not kid ourselves. Our skill at forecasting
isn't that precise. It may be luck will make it grow faster. Certainly,
if our inflation improvement were to be retained, to really have the
inflation down to 2 or 3 or 4 percent, -then I believe it would grow
faster. We might get back to a growth rate of 5 or 6 percent for a
brief period, but I don't believe that's the realistic prospect and I
don't believe that there is very much we can do to achieve it.

Now, of course, we can give the economy a very small boost with a
jobs bill. I think, given the depth of the recession, a jobs bill is a very
reasonable response by the Congress to the situation. I do hope, how-
ever, that when you do that jobs bill you really look at the long-term
problems of the country. The recession is over anyway. It's in the up
stage now. This is not going to be the turning point-this jobs bill.
The jobs usually will be put in place rather late and I don't believe it's
that important that all aspects be dealt with in the next 6 months,
although it would be nice if the budget were.
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I would put the money where it would affect long-term growth, be
specifically targeted on the areas in deepest trouble; it should be tar-
geted to people in deepest trouble i as much of it as possible should be
spent on training, as little as possible spent on just casting it broadly
across the country into more public works.

I also applaud the current proposals which, unlike previous obs
bills, really recognize that the way to help the country through these
expenditures is to put it into purposes that the country really needs,
and that is mainly purposes for which there are already existing
programs. The older jobs, especially the accelerated public works pro-
gram, which required that the money go into places where there is
no Federal program really meant that the only places open were pub-
lic works of marginal necessity. The current approach of trying to
amend temporarily the funding of programs of real merit looks to me
to be much better and the magnitude of the jobs program, as long as
it's in the $5, $6, or $7 billion area, I don't think anybody should get
very upset about the deficit effects.

My only concern would be if the $7 billion were built in perma-
nently and I think that everybody is aware of the necessity that it is
meant to be a program that tapers off as the recovery gets underway.

Let me now turn to the real core of my statement which is, for better
or worse, the budget. You know, each year I come down here and
testify and this year I even went back to see what I told you in recent

ars. And I found that in my 1980 testimony I was very alarmed
cause we were confrontinga $45 billion deficit. In 1981, I was very

alarmed about a $100 billion deficit. In 1982, a $102 billion deficit. And
this year I'm very alarmed about a $200 billion deficit.

How did we get into this situation? How did the country wind up
with a deficit of $200 billion?

Well, let me first give you a projection which is shown in table 2
of my prepared statement. Now, this is not a current services projec-
tion. This is Data Resources serious forecast projection which assumes
that the Congress has the wisdom to accept the recommendations of
the Greenspan Commission. It assumes that the defense budget isn't
$240-some-odd but $231 billion. It assumes that you enact some sav-
ings that the President is asking for below the current services level.

But it also, on the other side, adds some expenditures to the budget
in places where a casual reading suggests they were a little optimistic.
I think this budget is better than most in terms of its quality of the
work, not having the most gross kind of overoptimistic assumptions,
but a little optimism crept into the budget anyway.

For example, there's a belief that agricultural outlays will drop
from $21 billion to $9.5 billion and of that, only about'$7 billion is
predicated on the President's proposed legislation. The Export-Import
Bank is supposed to spend less in the future than in the past when
it's obvious they must spend more and you already have a proposal
coming to you which is for a big step-up for the Export-Import Bank
financing. The IMF refunding is not in the budget and it says it's
not in there and coming. The budget projects that the Federal Deposit
Insurance Corporation and the Federal Savings and Loan Insurance
Corporation will spend less money in the next few years than in the
past *and given the thrift institution bailouts to which they are com-
mitted and the other bailouts that are probably still out on the hori-
zon, I think to expect that they will become more profitable is a bit
optimistic.
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And then in defense, you all are familiar with that. The weapons
systems that. we are launching will cost more and 20 to 50 percent is an
estimate. I think even the operation and iaintenanee outlays are a
little unrealistic in the budget. So, you have to add something to
defense even if the Congress doesn't give them all the money they
want.

So, I think, the realistic assumption, without quarreling over the
last $5 or $10 billion, is that, the budget deficit will be $200 billion and
it is not going to get any better. It may creep up a little or it may go a
little below $200 in a couple of years, but $200 billion is really the base-
line and it has no prospect of improving.

Now the President, recognizing that situation, proposed a contin-
gency tax as a way of at least being able to tell the American people
that he has dealt with the problem. I don't think he's dealt with it at all.
The contingency tax would be a $5 tax on oil which will never mate-
rialize given the strength of lobbying. In any event, why try to save
the budget by having a tax on oil entirely or almost entirely? It would
yield nearly $30 billion according to the budget.

The other contingency tax is a small increase in the personal income
tax which now sounds like a 5-percent surcharge which might bring in
$10 billion to $15 billion and then the whole total of the two things
together is supposed to be $46 billion.

Now all of this legislation is only to be accepted by the President if
the Congress does everything he wants about the budget, which of
course is implausible since that is not what the Congress was elected
to do. So even if the President in the end overcame his requirements
that the Congress must do this and this before he signs, I think it's
unreasonable to expect the Congress to vote these tax increases to be
effective 3 years from now when in the meantime the President is
adamant about not giving back any of the tax cuts that he has so suc-
cessfully managed to get the Congress to pass.

Now, of course, we ought to keep on fighting the battle of economy
in Government. You try to do that year after year and the chairman
and others on this committee have certainly done their share in doing
that. You've got to look at social security proposals. You've got to look
at escalation of the other entitlement programs and treat them as
tough as social security or maybe even tougher.

But it is an illusion to believe that solution of the budget crisis lies
in the civilian area. Only a combination of defense savings and sizable
tax increases can bring the budget crisis to an end.

Now the next question we all have to deal with is how damaging this
is to the economy and we must recognize that we are in unknown ter-
ritory. We have never done this. This is not, the way it used to be. The
historical average deficit in the. postwar years is about 1.5 percent of
GNP or a little less. We are now talking about deficits of 5 or 6 percent
and without end, not only in the bottom of the recession, when we have
had figures as high as 4 or 5 before, but in the recovery through 1988,
and why would it be better in 1989 or 1990 if you project those figures?

We've taken a lot of revenue growth out through the indexing and
of course the tax cuts of 1981 which cut the Federal tax system by
nearly 30 percent and we have done that at a time when we have this
enormous rearmament program which perhaps is needed but certainly
is not being paid for.
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If you look at chart 2, you really see the nature of this problem in
the simplest form. What the Federal deficit is going to do is it's going
to absorb about one-half of the savings of the American people. Now
we know we want to accelerate capital formation. We know our savings
is a little low anyway. If you add State and local savings it's only
about 9 percent in a good year at the moment and it's less than that
because of the lack of business savings because of low profits, and of
that 9 percent the Government is going to take 6 or 5.5, leaving only
3 or 4 for all other purposes.

Now then you ask yourself, how can the economy function under
these circumstances with savings so absorbed by the Federal Govern-
ment ? Well, there are some outs. One out is the outside world. We're
going to draw into the country an enormous amount of capital from
the outside world, so we're really going to drain the world economy
of capital to finance our own deficit even though we are the wealthiest
country it the world, and I think from a moral point of view to do
that is really very hard to defend.

So one way or another, we know that this enormous deficit is going
to be very damaging to housing. We have done studies suggesting
losses in the 200,000- to 300,000-Unit range. It's very damaging to car
sales and it's damaging to capital formation by business and we think
it will cost us maybe 5 or 6 percent of capital formation if you do iv
long enough this way. So it is really the single most important problem
facingthe country.

As tried to argue earlier, you cannot deal with it on the expendi-
ture side alone. You do what' you can, but in the end, one way or an-
other, you're going to have to come to grips with the tax side and I

.realize this isn't going to happen very imminently.
Well, let me take you for a minute to charts 3 to 6 of my prepared

statement because they focus-for you what the choices are, not just
for the current Congress because I don't believe you will take major
measures and I doubt you will do so in 1984, but come 1985, for those
of you still here, you're goimg to be dealing with this tax issue in a way
that now is not wise to consider.

There essentially are two ways the country can go. One is we try
to rescue what we can of the income tax after all the cuts and that
means something like the Rostenkowski plan; whatever hasn't gone
into effect by July 1, 1983, forget it; take out the indexing which
costs you $10 billion the first year and $20 the second and $50 the
fifth, so indexing is a very major chunk in this problem and it is
really a top priority to get the indexing out of the taxes before the
people begin to enjoy the indexing because you will never get rid of
it once it's in effect. Indexing is the No. 1 priority. If you do
that, you might as well also stop the substantial reductions in the
estate and ift taxes that lie ahead and a few other cuts that have
not been fuly enacted by mid-1983, and so I would say the Rosten-
kowski plan is a beginning, but the Rostenkowski plan is not enough.

So then the question is, in 1985--and I think this problem will
really be politically ripe and economically very visible at that point-
you can either put on a surcharge to cure the deficit, revise the income
tax in some other drastic way like the Gephardt-Bradley proposals
but even more because they don't gain revenue in their present form;
they only hold it flat; and what we need is increased revenues. You
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can do that or-and this is the other alternative-you can go for the
consumption tax. You can have a VAT. You call have a sales tax.
You can have an expenditure tax, but that I think is impractical.
But that is the other way we can go.

If you look at those charts, you can see what that does to the Fed-
eral tax system. The solid line is really not much if you just do the
small proposals. The dotted line is the excise tax solution. The dashed
line is the income tax solution.

If you want to have the income tax continue to play a traditional
role, if you don't wish to switch to an enormous reliance on excise
and sales taxes, you're going to have to deal with it now to defend
as much of the income tax as you can. Does it make any difference
whether you go one way or the other on these taxes? It does. There
are some benefits of the consumption taxes. People will save more
and it will be some help to the capital formation of the country.
But my own belief is that we made it in this country for the last 50
years by having an income tax which does produce income. We have
a system which has enormous variances of income and wealth and
the income tax is the one vehicle which redresses that in a modest
degree and also to some extent the estate tax. And it's one thing to
lower the income taxes of the upper income people as we have done.
It is another thing to increase very substantially the taxes on low
and middle income people through consumption and sales taxes.

Therefore, the bottom line of this whole deposition is that we are
in very deep budget trouble. We must do what we can in the short run
to try to work our way out of it. We will not work our way out of it
in truth until we face up to the tax side and when you do that-and
I realize that isn't all that imminent-I would suggest that you try to
do as much as you can to save the income tax and not rush into a value
added tax or a consumption tax which really would change the tenor
of our society.

Thank you very much.
[The prepared statement of Mr. Eckstein follows:]
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PREPARED STATEMENT OF O'rO ECKsTEIN

The budget crisis that faces this country looks worse In February 1983 than it did a year

ago. On the other hand, the economy clearly has entered a revival stage. Whether the

recovery can restore an acceptable employment level and whether the productivity trend

can be restored depend very much on the willingness and ability of the Congress to deal

more seriously with the budget crisis than the Administration has been willing to do.

My testimony today will review the economic outlook and present the current DRI

forecast, and then examine the budget Issue in its more fundamental terms.

THE OUTLOOK FOR THE ECONOMY

The signs of recovery have now become sufficiently widespread to leave little doubt that

a recovery from the most severe recession since World War H is indeed underway. Aided

by exceptionally favorable weather, retail sales took a leap in January. Manufacturing

orders turned up very substantlally In December, led by defense, but Including many

other Industries. Unemployment insurance claims have retreated from their fourth-

quarter average of 608,000 per week to 509,000 In the last four weeks, and payroll

employment showed a very large gain in January, of 339,000 people, the first sizeable

gain since 3une 1981. Construction activity held up amazingly well during the period of

extraordinarily high Interest rates and deep recession. Housing starts averaged 1.313

million in the last two months of last year, up some 50% from the figures prevailing near

the trough of the housing cycle. At the same time, inflation showed dramatic

Improvement, with the rise in the comumer price Index at a 2.6% rate In the last half of

1982, and the mix and overtime corrected Index of average hourly earnings rising at only

3.4% In the last 12 months, compared to figures In excess of 9% just two years ago. The
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probable real growth rate of GNP in the first quarter of 1983 may well approach 4%,

aided by the favorable weather In 3anuary and a swing In Inventory investment.

On the basis of DRI's estimate of first-quarter activity, I have prepared an Interim

forecast solution (Table 1) which gives a small boost to our near-term projections.

Whereas our forecasts of recent months have looked for a 3.5% real growth trajectory,

fourth-quarter 1983 over fourth-quarter 1982, the Interim solution ups that trajectory to

just under 4%. For the year 1983, the forecast calls for an improvment In automobile

sales from 8.0 million last year to 8.7 million, to be followed by further 10% gains in

each of the next two years. Housing starts average 1.4 million this year, with substantial

further Increases ahead. The Inflation rate, as measured by the consumer price Index,

should be 4.2% for the 12 months ending next December.

This Interim DRI projection is very close to the Congressional Budget Office estimates.

But I find no fault with the somewhat more pessimistic estimates of the Administration

prepared by the Council of Economic Advisers. At the time the Administration

projections were made, over a month ago, the outlook was somewhat worse. There was

no way to know that Unuary would have such extraordinarily favorable weather to boost

retail sales, employment and Income3, and to get the year off to an exceptionally good

start. The Administration is certainly to be commended for basing Its budget analysis on

conservative projections which make the Congress and the public face up to the depth of

the budget crisis, rather than to paper over the difficulties with "rosy scenarios." While

the Administration projections now look as If they will prove to be a little too

conservative, they were an important step in reestablishing the credibility of the

government's economic work.

20-982 0 - 83 - 12
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While recovery now seems assured, the case remains very convincing that it will fall far

short of the normal 7% growth rates experienced in the past. There are at least four

major negative factors that will hold back the recovery.

First, business fixed investment will take six months to a year to achieve a major

turnaround. The capital budgeting decisions of 1983 were made in the worst possible

environment, with profits very depressed and one-third of Industrial capacity idle. Even

if the outlook is now brightening, this will not be converted into a resumed growth of

capital spending until past mid-year, and even then continued high real Interest rates and

weakened financial positions will hold back the investment recovery.

Second, the state and local government sector, which accounts for 13% of GNP and used

to grow at over 3% a year, has no growth prospects at this time. The continued

reduction of federal grants-In-aid and taxpayer resistance will keep Its spending flat.

While many states are In the process of trying to raise taxes, these Increases are

necessary to overcome the recession-induced deficits of the last few years and to

compensate for the decline of federal aid.

Third, the outside world offers exceptionally poor prospects for our export markets. The

Industrial countries are reluctant to undertake significant stimulative measures; fiscal

policies have been paralyzed by large deficits, and real interest rates are high

everywhere. The advanced countries are waiting for the United States to lead the world

out of recession, and with some justice since we led the way Into It. The less developed

countries, which are major markets for our capital goods exports, have been forced to

reduce their development plans because of their debt problems. And even the OPEC

nations, who have certainly benefitted from large infusions of purchasing power, have

reached a stage where many of them have been forced to retrench their Imports. The
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results of these International developments have been a very sharp decline in American

exports (Chart 1), and we are still In the early stages of solving the debt problems, but It

will be years before normal export growth can resume.

autrt I
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Finally, though we make no allowance for it in the DRi forecast, there is the continuing

danger that the Federal Reserve will return prematurely to a policy of tough

monetarism. While the Fed neither could nor should abandon its long-run strategy of

holding down Inflation through a policy of moderate growth In monetary aggregates,

there is lots of room for discretion within that general guideline. The DRI (and the

government's) forecasts assume that the Federal Reserve will not drive short-term

Interest rates up sharply over the next two years. But It is certainly a continuing danger

that they will return to the stop-go policies of the last three years, and react to the

admittedly somewhat scary money supply figures by turning off the supply of new bank
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reserves and driving short-term Interest rates back into double-digit territory. At the

moment, the policy seems to be one of unchanged ease, with the pressures for recovery

through lower interest rates offset by monetarist pressures for tighter money.

In summary, then, the economy is recovering, but the case for an abnormally weak

recovery, with continued high unemployment rates, remains convincing. It would be a

mistake to Interpret the weather-aided favorable January economic data as Indications

of a dramatic change In the outlook. A mild recovery has long been expected for early

1983, and we should not be totally surprised if economic forecasts actually prove to be

correct sometimes.

THE DEEPENING BUDGET CRISIS

In my 1980 testimony I warned of $45 billion deficits. In 1981, $100 billion deficits, in

1982, $132 billion deficits, and this year the prospect has worsened to $200 billion

deficits without end.

Table 2 shows the current DRI unified budget deficit forecast, assuming that Social

Security reform is enacted, the Congress accepts some civilian spending proposals and

adopts a 1984 defense budget of $231 billion with 5 1/2% growth thereafter, but rejects

the "contingency" tax. Deficits remain near $200 billion In the early years, and drift

higher thereafter. The projections assume the DRI economic assumptions.

Table 2
- Budget Prospects Without Major Tax Actions

(Billions of dollars)

1980 1981 1982 1983 1984 198 1986 1987 1988
Outlays 577 657 728 806 875 955 1,044 1,140 1,254
Revenues 715 599 618 620 669 761 843 930 1.024
Deficits 60 58 111 186 206 194 201 210 231
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The reasons for the budget crisis are clear enough: President Reagan inherited a $60

billion dr.,icit created by the excessive civilian spending increases of the 1970s. He then

reduced the yield of the federal tax system by nearly 30% while launching the country on

a massive program of rearmament. The recession and the incompleteness of the

expected recovery cost many billions of revenue and expenditures only compounding the

problem.

While the projected deficits may be reduced by $15 or $20 billion by the somewhat better

economic prospects that seem to be materializing, there will be inevitable cost overruns

of individual programs. While the current budget is protl~ly among the better ones in

attempting to provide realistic estimates of budget costs, there still Is enough optimism

In the specifics to make a cost overrun in the $20 to $40 billion range very likely. For

example, the budget assumes a reduction in agricultural outlays from $21 billion in 1993

to $9.5 billion In 1986. Only $7 billion of that reduction is predicated on the President's

statutory proposals. The Export-Import Bank, whose loans will be desperately needed to

retain a reasonable volume of exports in a Increasingly competitive world economy, is

forecast to cut its outlays In half by 1986, yet proposals to step up outlays substantially

are being advanced. No budget provision Is made for the large, coming U.S. contributions

to the International Monetary Fund. Revenues are projected to increase from oil

royalties and uranium sales. Large and rising profits are to be earned by the Federal

Deposit Insurance Corporation and the Federal Savings and Loan Insurance Corporation in

the coming years. Within the defense budget, one can anticipate the usual 20% to 30%

overruns of particular weapons systems, only part of which will be converted into

stretchouts, and the levels of operations, maintenance, and troop pay expenditures look

to be unrealistic In the face of the enormous procurement outlays for sophisticated

weapons systems. As a basic working assumption for the 1980s, it would be realistic for

the Congress to take $200 billion plus as the baseline for considering changes on the

revenue side of the budget.
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The President has proposed a "contingency tax" ostensibly designed to provide an

insurance policy that the deficits ultimately will be brought down to 2 1/2% of GNP. It

provides a basis for the Administration to state that it is dealing with the budget crisis.

The actual proposal, only to become effective If the Congress meets various Presidential

criteria, would call principally for a $5 tax on oil, designed to yield nearly $30 billion.

Such a proposal would be almost certain to fall prey to the lobbyists community, and in

any event It would be strange for the Congress to vote such a tax three years before Its

possible application. The remaining $10-$1 billion or so of revenues are to come from a

3% surcharge on the personal income tax. It is also hardly likely to find Congressional

approval at a time when the President Is carefully preserving the enormous Income tax

reductions of 19S1 at least past the 1984 election. Combined with the President's

unwillingness to offer even a moderate program of defense savings, one has to reach the

unhappy conclusion that the President did not face up to the budget problem, except by

proposing civilian spending cuts. Those measures alone can make only a small

contribution to solving the budget crisis, given the cuts that have already been enacted

and the small share of the total budget that they represent.

The Congress should pass Social Security proposals which will restore a balanced budget

to that segment of the federal programs, and should face up to escalation and excessive

coverage of other entitlement programs, and should continue to scrutinize all federal

expenditures very carefully. But it is an illusion to believe that the solution to the

budget crisis ties in this area. Only a combination of defense savings and sizeable tax

Increases can bring the budget crisis to an end.
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HOW DAMAGING IS A LARGE BUDGET DEFICIT TO ECONOMIC RECOVERY AND

GROWTH?

Can the economy thrive without facing up to the budget crisis? Chart 2 shows that the

deficits swallow about half of the country's savings, boosting interest rates, absorbing

foreign capital and reducing investment.

Curt 2
Federal Deficit as a Percentage of the

Total lisonail, Corporate, and Local Government Savings
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How damaging are federal deficits in the range of 5% to 6% of GNP over a prolonged

period? It must be recognized that we are In unknown territory in evaluating this

condition. We have never, in normal times, run deficits of this magnitude so we are far

beyond the range of observation. However, first approximations of the effects can be

calculated with the use of an econometric model assuming that the "crowding out"

relationships are reasonably close to proportionate with the actual size of the deficits.

In some previous DRI studies1 , we analyzed the effects of budget deficits. These studies
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In some previous DR! studies1 , we analyzed the effects of budget deficits. These studies

show that the deficits boost short-term interest rates by several hundred basis points,

raise bond yields by over 100 basis points, lower housing starts and car sales by several

hundred thousand units, and reduce business Investment by several percentage points.

Productivity recovery is set back by the reduced capital formation. A policy of

persistent large deficits Is the worst kind of supply-side economics, with the effects so

large that they far outweigh the supply-side stimulus that the 1981 tax program will be

providing.

WHAT SHOULD BE DONE? WHAT FEDERAL TAX SYSTEM FOR THE 1930'S?

Many of the Ingredients of the solution to the budget crisis are well known: the Congress

must enact savings in defense and entitlement programs, and the Federal Reserve must

pursue a monetary policy of sufficient accommodation that the economy can achieve a

sustained, moderate recovery which will aid revenue growth and reduce unemployment-

related expenditures.

But the key Issue which the Congress will have to face over the next few years lies on

the revenue side of the budget, how will the Congress close the remaining deficit gap?

The President's policy Is clear: he Is determined to resist any givebacks of the enormous

personal tax reductions of 1931, Including indexing. While he hopes that economic

recovery will bail out the budget-an unrealistic hope, In my judgement-he would

Otto Eckstein and Christopher Probyn, "Do Budget Deficits Matter?" Data Resources
Review, December 1951, pp. 9-15. A more recent study, using expected budget deficits
as an important Interest rate variable, finds even larger effects. See Allen Sinai, "Stage
lh Reaganomkcs and the Financial Markets," Data Resources Review, February 1933, pp.
37-4,.
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probably favor some kind of consumption tax, a sales or value-added tax, or a collection

of excises, If further action should be needed. If this program were to be enacted, the

federal tax system would undergo a very dramatic shift in these years.

A set of DRI simulations trace the basic magnitudes (Charts 3-6). It is assumed that the

deficit will be cut to 2 1/2% of GNP In two ways: one would adopt the Rostenkowski

proposals to stop the enacted tax cuts from 1985 on and would Impose a 10% personal tax

surcharge beginning In 1994. The other simulation Imposes a consumption-based tax of 2

1/2% of GNP also beginning in 1984. It can be seen that the personal income tax

strategy pushes the share of this revenue source up to the late 1970's level. Corporate

taxes have been cut so much that their role has become minor. Payroll taxes would keep

rising, but would be a falling fraction of total revenues because other revenues would be

advancing so rapidly. Under the consumption tax strategy, these taxes would become

18% of all federal revenues, a doubling of recent levels. They would, inevitably, be

regressive, raising the tax burden on lower and middle-income families, leaving upper

Income groups largely Immune to the rising tax burden created by the defense outlays.

The middle- and low-income taxpayer would be asked to pay for the military burden. The

nature of our society would be changed by this change In the tax system: the spread

between low and middle-income and upper-income families would widen. While savings

might, Indeed, be enlarged by this strategy, so would the concentration of wealth and the

Increasing disparity In the standards of living of different segments of our society.

CONCLUDING COMMENTS

The economy Is In a recovery, and we should all breath a great sigh of relief following

the frightening months when both the U.S. and the world economies were shrinking at

alarming rates. The probability is still very high that the recovery will be quite
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subnormal, given the troubles of the outside world, the weak near-term prospects for

business fixed investment, and the no-growth prospects for state and local governments.

But economy recovery will not solve the budget crisis. The "structural" budget deficit,

I.e., the deficit thit remains once recovery Is well advanced, Is enormous, and the actual

budget deficit gives every sign of exceeding $200 billion throughout this decade. The

President's tax proposals are unrealistic. The key question that will confront the

Congress and the country over the next several years Is this: what kind of tax system

does this country want? Do we want to preserve the personal income tax as a partial

equalizer of incomes? Or do we wish to drift into a system of consumption taxes of one

sort or another, under which middle- and lower-income families would bear a much larger

share of the burden?

I have confidence that the Congress and future administrations will ultimately take the

difficult step of enacting tax measures that will be necessary to end the budget crisis.

The more quickly the Congress rescues at least portions of the income tax through repeal

of the indexing provisions to begin in 1985, the other Rostenkowski proposals and perhaps

other measures, the greater the chances that Income taxes will play their traditional

role. if nothing is done now, budget deficits will stay in the $200+ billion range. The

country will then have little choice except to swallow a large dose of new consumption

taxes. I therefore endorse the proposal by Chairman Rostenkowski calling for a

suspension of tax reductions until the year 1983. These proposals will make a dent in the

prospective budget deficits, though they will hardly be sufficient to deal with the

problem fully. The big tax decisions stiirfie ahead.
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Senator PRoxMmn. Thank you very much, Mr. Eckstein.
Mr. Greenspan.

STATEMENT OF ALAN GREENSPAN, PRESIDENT,
TOWNSEND-GREENSPAN, INC.

Mr. GREENSPAN. Senator Proxmire, I won't take the time of the
committee to essentially repeat a number of the issues that Professor
Eckstein outlined because I find that we are in surprising agreement
about a very substantial part of his testimony.

I would like, however, to focus on a few issues related to the out--
look and policy and hopefully not go over a considerable amount of
the ground that Mr. Eckstein just has completed.

First, there's been a great deal of talk about the turn in the econ-
omy. We are taking it as a given and I think that's right. The evidence
of the turn at this particular stage is pretty conclusive. It's conclusive
in the sense that what we are observing is not only a series of gen-
eralized indicators, but there is a process going on which is classical
to an economic turn. Hence, one would expect to see for the next
several months very substantial evidence of recovery.

We had in late December a situation in which the rate of inventory
liquidation was very large. It was a last gasp of liquidation which
American business was going through as its fears about the depth
of the recession finally exhausted themselves in final action, so to
speak.

What that meant, of course, was that production was well below
the level of consumption, in fact probably quite significantly so. We
also were getting a continued decline in unfilled orders in the basic
heavy industry structure- and what that, of course, meant was that
the level of new order intake was below the level of production. So
what we had as of late December was a new order level very substan-
tially below the consumption level and that can persist for just so
long. Either consumption falls or new orders begin to move up.
Indeed the bottom of the business cycle is most clearly signaled when
new orders begin to move. Even though we do not have yet at this
stage enough information to suggest that the turn is not only here
but formidable, we have a number of indirect indicators.

We have a major move now underway in commodity prices, in
steel scrap, copper, in a number of the general small but important
nonferrous metals, nickel for example. What this signifies is that the
currently weakest part of the economy, that is, that part of the indus-
trial structure which is at the bottom of the pyramid of industrial
development., so to speak, is the area where the rebound is most pro-
nounced. This is a necessary condition for the turn. And the evidence-
continues to mount day by day that that will continue.

I think, however, it is a'bit premature to take the types of numbers
that we're going to be seeing for the first quarter as indicative of the
strength of the recovery. Mr. Eckstein has mentioned that there were
seasonal factors involved and indeed there are. A substantial part of
the recovery in employment from the payroll establishment series, in
January is clearly of that nature. However, even making that ad-
justment, the decline in employment by any measure is over. The lay-
off rate is falling, and the very dramatic rise in average hours worked
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in January is indicative that the first sign of increased need for labor
is beginning to emerge. That invariably reflects itself in a rise in
average weekly hours before it begins to affect employment.

The layoff rate continues to slip, which is another indication of the
fact that the labor markets are improving at a fairly pronounced rate.
What one can say about all this is that we should in thd months ahead
see a fairly dramatic recovery in new orders, a perhaps surprising
pickup in industrial production which for the month of January
was up quite significantly and is holding its own in February if not
going further. What we will see in all of this is the early stages of a
very significant classical rebound, and I'm fearful we will read into
those data that this is nothing more than a standard post World
War II recovery which will carry through at a very dramatic rate and
that all of our problems are over.

I share Professor Eckstein's view that they are in fact not over,
and the major reason they are not is what is different in this particular
business cycle. Interest rates are far higher than they should be
whether one defines them in real terms or nominal terms. They will
be an inhibiting factor which will create problems as the recovery
endeavors to move beyond its initial-and perhaps fairly rapid recovery
stage.

The problem is twofold as I see it. One is the general Federal budget
problem which I believe is by far the most important. That is creat-
ing a very unstable long-term outlook. There is no question that the
current rate of inflation is down and its decline is real. There is
nothing phony in the statistics of the Consumer Price Index or in
the Producer Price Indexes. There is a true disinflationary process
going on, and were it not for the fear of the financial markets that
the huge Federal borrowing requirements in the so-called outyears
would induce a major expansion in money supply growth to finance it,
we would have inflation expectations now down very sharply.

Mortgage interest rates, instead of being in the 12- or 13-percent
range, would be at 6 or 7 percent. And if one wants to simulate a major
recovery for this economy, take any of our models and insert 6 percent
mortgage interest rates in them and the hypothetical economy just
goes wild, as indeed it would in the real world.

Consequently, financial observers are saying that the short-term dis-
inflation, although real, is temporary and within the. next year, 2 years,
maybe even 3, a reignition of inflationary forces will again hit us. That
creates long-term interest rates which are currently too high to sus-
tain a normal restoration of prosperity.

The second issue reflects the issue of debt in the private sector. One
of the reasons why we are having so much difficulty in money markets
and will continue to have is that we have financed both domestically
and internationally a major expansion inordinately through short-
term debt. The use of short-term debt to finance-long-term capital in-
vestment has been unsustainable. The effect of this has been a signifi-
cant rise in the ratio of short-term to long-term debt and this is true
not only among American corporations, it's a characteristic pretty
much worldwide. That clearly creates a situation in which something
has got to give. You cannot continue this particular form of balance
sheet constriction. What is now beginning to occur as a consequence of
this, wholly independently of the interest rate levels, is a rise in risk
premiums, a rise in uncertainty in corporation financing, which essen-
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tiallv reflects the fear of having too much short-term debt on the bal-
ance sheet and, hence, the uncertainty with respect to interest costs in
the later years. This process itself is creating a large element of uncer-
tainty and has been a factor in the general lethargy of the economy
both here and abroad.

Concurrent with that and perhaps reflecting much the same thing
has been until very recent years a significant, decline in capital asset
ratios in the international banking system. One would assume that if
you're dealing with a world economy in which floating exchange rates
and volatile interest, rates are. becoming the more prevalent state, what
you are in effect looking at is an asset side of a commercial bank's bal-
ance sheet whose market value is fluctuating very substantially. In
fact, the ratio of market value to book value in recent years for these
banking institutions has undergone a high degree of in stability y.

As a consequence of that, the risks of a significant loss to the bank is
obviously substantially increased as indeed significant gains as well.
But that means you need a higher ratio of book capital to book assets
than in the earlier periods when this was not the case. Therefore, for
stability in today's international financial environment one would need
a significantly higher ratio of book capital to assets than we now have.
Instead of a decline in the last decade in the ratio of capital to assets,
we should just to stay even have undergone a significant increase.

We are caught in a situation in which not only are borrowers in very
significant debt trouble or balance sheet trouble, but so are the finan-
cial institutions. And one can see the solution to this very simply. All
we need is to take 4 or 5 percentage points or more off long-term inter-
est rate. That would create an environment in which a significant
amount of funding of short-term liabilities was possible and clearly
also make the financing of existing outstanding debt very much easier.
And that rests basically on bringing down long-term inflation expecta-
tions which eawentially means removing the fear, a rational fear, of the
financial community that the huge budget deficits, the hemorrhaging
of our fiscal system, so to speak, will be brought under control.

Now, there are a number of ways of doing this, none of which are
appetizing. The Congress will confront in the years immediately
ahead the problem of making unsavory choices. Those choices are the
same types of choices we in the Social Security Commission had to
face. Hopefully, our basic conclusions will be ratified by the Congress,
but this is only the first in a long series of actions which are by their
very nature the types of actions which are very difficult to implement
in a democratic society.

They have got to be done. There is no choice. Many of the solutions
which Mr. Eckstein raised I don't like. I don't like a value added tax.
I think it's terrible. But own personal view is that it's the least worst
way of getting out of the revenue shortfall. Curbing the growth in
defense expenditures unquestionably is not a desirable thing from the
point of view of our military posture. Yet, if we don't do that we are
probably creating a greater undercutting of our national security in
the sense that the soundness of our economy is perhaps the most
important element in our broadest definition of national security.

In short, there are a large number of undesirable actions that the
administration and the Congress will have to confront in the years
ahead. Yet I see very little choice but to do so.

Thank you.
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- Senator Poxxmra. Thank you, Mr. Greenspan.
Both of you gentlemen, it seems to me, stress the same fundamental

problem we have which is, of course, the colossal size of the deficits,
unprecedented, nothing like it, far bigger than ever before. Mr.
Eckstein, you put it into relationship wit h the GNP so that we are not
just talking about an inflation figure that isn't related to our economy,
and I think that you're absolutely right.

I, particularly, want to congratulate Mr. Greenspan on the way he
concluded in pointing out this is going to be extremely difficult for us
to do. There's nothing less popular if you're an elected official than
cutting popular spending programs unless it be increasing taxes. Both
of them are riding into the valley of death. I guess we have to face
those grim prospects.

In spite of all the grim situation, it's funny that we have two
really brilliant economists, sophisticated and understanding, and yet
no mention of the fact that yesterday the stock market hit an alltime
high. It seems to me that you probably noticed that but I think you
probably also realized that that may not be a bet on long-term recov-
ery but a bet on the likelihood of inflation in view of the colossal
deficits we face.

Mr. Eckstein, you gave us a good beginning, but only a beginning,
of what we do to get around this deficit problem. You recommended
the Rostenkowski formula which I think is certainly sound as far as
it goes, but wouldn't it be necessary for us on the basis of your pre-
disposition with respect to progressive taxes to forego the 1983 tax
cut completely and not just cap it but forego it?

Mr. ECKSTEiN. Well, 6 weeks ago I held the view that the economy
was so shaky-the recovery was not yet visible-that you should do
nothing to get in the way of the recovery in the next 6 months.

Senator PROXMIRE. This doesn't increase the tax, of course. I'm
just talking about not cutting it.

Mr. ECKSTEIw. The only really good item out there in the economy
to lift it at that time was the tax cut. As the economy looks better
and better, the argument that maybe we should forego the July 1 tax
cut comes back.

Now, if you ask me today, I would still say it's too early. We need
that tax cut to get the economy moving. That's in the very short run,
a shortsighted point of view.

Senator PROXMmE. Well, pardon me for interrupting, but, isn't that
a permanent decision that we make when we do that ? Once you cut
it, as you indicated, it's gone. And it would seem to this Senator that
since we haven't made the cut as yet and since the poll that I showed
a couple weeks ago showed that a majority of the American people,
including a higher percentage of Republicans, interestingly, favor
foregoing that tax cut in view of the size of the deficit.

Mr. EciKsTmI. There's no doubt in my mind that if you take the
1980's as a whole we would be better off with that tax cut foregone.
We would not be better off in 1983. If you want to take a farsighted
point of view, which I suppose is a better point of view, then par-
ticularly given the fact that the recovery is underway, small though
it may be, it would probably be wise to forego it if it could be done.

Senator PROxMIRE. And you would cancel indexing?
Mr. Ec KSTEIN. I would certainly cancel indexing. That's not a close

decision.
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Senator PROXMIRF. Mr. Greenspan, do you have any specific rec-
ommendations with respect to what we might do about increasing
revenues?

Mr. GREENSPAN. Yes, Senator. This is one area in which I think
Mr. Eckstein and I disagree. First of all, let's start with the indexing
question. Let's remember that indexing is a means by which we try to
keep the ratio of tax liabilities to taxable income unchanged unless
there is specific action by the Congress, acquiesced in by the President
or initiated by him, to literally raise tax rates. That was one of the
most important aspects of the 1981 tax legislation. It is very useful
to have in our basic structure of taxes.

Now, while I am not in favor of an increase in individual income
taxes, I would prefer, as tax policy, to have indexing and if need be,
raise individual income tax rates.

I must say, however, that I find that the rate structure initiated in
the 1981 act is something I would prefer to see unaltered. If it comes
to a question of raising revenues, as indeed I think part of it will be,
although I don't think that it's the fundamental solution, I would much
prefer to move toward some form of consumption tax.

I must also emphasize that the type of budget problem we've got
is far more deepseated than can be readily resolved by twisting a few
dials, changing only a few things. There is a very significant danger
that we are looking at an underlying rate of growth in Federal out-
lays which our current institutional structure is driving up as a per-
cent of GNP. That can continue for quite a while, but if we endeavor
to close the gap wholly or primarily from the tax side we are in effect
mandating that the ratio of taxes to GNP or to taxable income is
continuously rising in the long term. We know that that is something
which cannot continue beyond a certain point.

There have been numerous debates of late about whether tax in-
creases can become counterproductive with respect to an increase in
revenue. I have always been one who has argued that those who in
recent years have postulated major increases in revenues from cuts
in taxes are essentially employing a wrong set of numbers.

The thesis, however, that there is a limit has got to be true. Since
this budget problem is a long-term problem, I would be very careful
about endeavoring to solve it solely from the tax side. And one of
the dangers that I find with eliminating indexing is it makes it easy
to acquiesce in this rise in both expenditures and taxes as percent of
GNP. This problem has got to be addressed and closing the deficit
solely from the tax side in the long run, in my judgment, does not
solve it.

Senator PRoxMRE. My time is just about up, but I think I have time
for one more question.

Many people feel-and you gentlemen are both recognized as proba-
bly the best in the country in forecasting-I'm not sure that's a great
compliment because forecasting is hardly a science as you know-but
you're as good as they come. Some people argue that the administra-
tion's economic forecast is rather pessimistic. As you know, it's at the
bottom-not at the bottom but, I think, Secretary Regan testified it
was eighth out of 45 forecasts from the bottom and therefore seems to
be pessimistic.

20-982 0 - 83 - 13
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But in the long run the administration foresees 6 years of uninter-
rupted growth at 4 percent. That's one of the ways they get their
deficit down in the outyears through 1988.

Based on recent history, how likely is that ? It seems to me that the
only recent experience we've had with a longer recovery was in the
1960's when it was prolonged in part by the Vietnam war. Suppose the
typical pattern takes place with a downturn in 1986. What would that

o to the forecastI
Mr. ECKSTEIN. Well, if there were a recession in 1986, obviously, the

deficit would go beyond $300 billion. Considering the depth of the cur-
rent recession to the catchup element here is rather large so a pretty
hefty growth rate on average is pretty reasonable.

Senator PROXMME. Isn't that balanced over by the colossal size of
deficits which is going to produce all the problems you told us aboutI

Mr. ECKSTEIN. The essential problem that you have to deal with is
to recapture our productivity trend.

Senator PROXxmE. Recapture what ?
Mr. EcKSTEIN. Recapture the advancing productivity which this

country benefited from the Civil War until 1975. Since 1976 pro-
ductivity is essentially unchanged.

Now we have a labor force growth below 2 percent so to get these
high growth rates of 4 percent you need some gap closing which is cer-
tainly going to happen in near term and you need to get productivity
back on to some normal advance. And that's where the deficit rears its
head. Because of its -Tiaioin our capital, it will to some extent thwart
that productivity recovery.

So that's the big question mark that overhangs all of these figures.
Now the Council of Economic Advisers is very careful to say that they
don't expect steady growth for 6 to 8 years here, that probably there
will be fluctuations, recessions, what have you. But they think-what
they've put out is a reasonable trend line, a reasonable average. I think
they're pretty reasonable.

Senator PRoxMME. Mr. Greenspan.
Mr. GREENSPAN. I would agree with that. I think in general the eco-

nomic forecast put out by the Council of Economic Advisers is a sen-
sible one. It probably would have been a bit more optimistic in the
short term if it were being done today or 2 weeks ago. ut considering
when it was done, I thought it was done in an objective fashion.

Senator PRoxMxE. You wouldn't quarrel with the notion that we
could have 6 years of uninterrupted growth?

Mr. GREENSPAN. Six years of uninterrupted growth has a very low
probability of occurring. But if there was a recession in that period
you probably would have 1 or 2 years well in excess of 4 percent to
average out. If we can get inflation premiums down, if we can c-mtrol
the long-term budget, that is not an unreasonable forecast.

Senator PROXMnm. The "ifs" are pretty big.
Mr. GREENSPAN. Well, I'll put it to you this way. If Otto Eckstein

next year looks at his series of fears about the size of the deficit and
says, "In 1983 I was terribly concerned about a $200 billion deficit
and this year being 1981 I'm concerned about 'a' and it's much high-
er," then I would say a 4-percent figure has a very small chance of
occurring.

Senator PROX~rRE. My time is up. I'm going to have to leave and,
of course, the vice chairman will take over.
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Representative HAMILTON presidingg. Representative Holt.
Representative HOLT. Thank you, Congressman Hamilton. I'm con-

fused. I thought after 10 years here in the Congress I knew every-
thing about economics and now I find that some things are being sald
that I 'don't understand.

Raising taxes bothers me. I have always felt that this was not the
right way to go and I think Mr. Eckstein indicated that this may not
be exactly the right time, but isn't there grave danger if we do thatI
It seems to me unless we get our saving rate up, unless we're able to
leave some money with the people to do the things that we have to
do, that there is a grave danger there.

You indicated that we should put an end to the indexing before
people had the opportunity to enjoy that money. Isn't enjoying it,
spending it to create more consumption, more job opportunities, in-
vesting it, saving it; isn't that necessary? This really troubles me.

Last year we increased taxes by $98 billion and the deficit just kept
right on going. Ican't see that any time we've ever increased taxes
that it has made any impact on spending. I think, on the contrary,
we just see more money that we can spend over here to make more
people happy and hope we'll be able to stay here another 4 years. Is
that true?

Mr. ECKSTEIN. Representative Holt, I think in the last 15 years
we have done three things which are inconsistent. We have substan-
tially liberalized our entitlement programs. We have more older peo-
ple. We have raised social security quite a lot. We have food stamp
programs, medicare, a whole selection of social programs which are
beneficial to our people, and I don't think most of us would want to
undo them.

We have also, especially beginning in 1979, engaged in a very major
increase in our national security and we feel that probably is necessary.

Then the third thing I would indicate was that we also reduced a
tax burden which really was too high. I think by 1981 you had a sit-
uation where middle income families were facing marginal tax rates
of 40 or 50 percent which really is wrong. But the trouble is that we
want all those things. We want a tax system that doesn't get in the
way of our incentives, productivity, savings, and what have you. We
want the defense and we want to'take care of our older people, our
sick people, and our disadvantaged people and it just does not add up.

It is unfortunate you cannot logically combine a major national
security campaign to raise our inheritance-spend all that money on
weapons systems and so on-and at the same time bring down the tax
burden. The people have to pay for the defense.

Representative HOLT. I think Mr. Greenspan certainly expressed it
well that there has to be a balance here between the gross national
product and how much we're going to spend, but it seems to me that
right now is just not the time to try to make that decision. Can we get
real interest rates down unless we improve the savings rate in this
country I We've brought it up a little bit.

Mr. Ecicsr F., The real interest rates will stay high because of the
problems that are out there, including the budget. 1983 is not an
important year in terms of the deficit because the recession is so
uneven. The private credit demand is so small that the deficit does not
get in the way of recovery this year. So from an economic point of
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view, I would say to you, do it next year. That's not very ralistic
advice because next year is a big election year. If you could do it, it
certainly would be very desirable if we came to grips with the issue in
1983 rather than in 1981. Now I realize that the climate of opinion is
not ready to deal with it in this large dramatic way of new tax sources
or whatever, but at least let's get a start on it.

There are qome things we can do now and I endorse indexing. I
think indexing is a very logical idea, long overdue, but at this time we
just can't afford it.

Representative HOLT. But it would benefit the middle-income people
more than the people you alluded to who were overly taxed, right?

Mr. ECKSTEIN. It would help them more than -the tax cut we've
enacted, that's right.

Representative HOLT. Mr. Greenspan, if you can help me out any,
I'd appreciate your speaking up.

Professor Thurow testified yesterday that the Federal Reserve Sys-
tem ought to target real interest rates instead of the monetary aggre-
gates. Can that be the dominant guide to monetary policy?

Mr. GRFENSPAN. It would be delightful if one could wave a wand
and just reduce real interest rates. In fact, if that could be done. we
would have done it by now. The problem is not that it's an undesirable
goal. The fact is that it's an unimplementable goal. Real interest rates
are something over which monetary policies have very little effect. The
basic thrust of monetary policy, as I see it today, is being dramatically
affected by the huge outyear" budget deficits. The presumption that
somehow the Fed can twist a few dials and change policy targets,
change their mechanism of dealing with reserve balances and some-
how bring real interest rates down, and bring nominal interest rates
down, is a wishful illusion.

Representative HOiT. Well, this is what bothers me. As long as we
continue the deficit-we're talking about jobs programs now. I talked
with Mr. Schultze the other day and he's not feeling too happy about
the stimulus that his administration offered and the effects that it had
and he didn't exactly say that it wasn't the right thing to do, but you
could see that he felt he wouldn't do it again.

Mr. GREENSPAN. I assume you're talking about Charles, not George.
Representative HOLT. Yes, Charles, during the Carter administra-

tion. We're talking about the AFL-CIO recommending billions of
dollars for jobs creation and all the studies that I have seen show
that past jobs programs have not brought the jobs on line. Mr. Eck-
stein indicated, you have to target them very carefully. But can
Government do that? Aren't we going to shut out some private sector
jobs, and then aren't we just going to increase the deficit, and isn't
that going to add to the lack of confidence down the road, and isn't
that going to keep long-term interest rates high, and isn't that going
to keep the dollar high, and aren't we just going down the wrong road
if we do those things?

Mr. GREENSPAN. Well, the so-called jobs bills don't create very many,
if any, jobs. I think certain initiatives-probably have a negative effect
on the jobs structure. I don't think there's any question that if some-
body were to ask me for a creative jobs program, I would say do
something to get long-term interest rates down three percentage points.
That would create huge numbers of jobs. At this particular time we
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may have particular advantage from a specific programmatic jobs pro-gram. There may be specific things that people want. to get done. But
the belief that a program could substantially reduce the current 11.5
million unemployed that exist is extremely unthoughtful.

Representative HOLT. There are those who say that the only answer
is to reinflate. How serious is that point of view?

Mr. GREENSPAN. I don't think there is a serious group of policy
consultants at this stage who argue that. We are all pretty much in
agreement that the economy has turned and perhaps while we disagree
on a number of different avenues, I don't know of anyone who would
seriously talk about a major reinflation in the classical sense of driv-ing the deficit higher than it is currently. I don't think that that would
in a sense be stimulative. If anything, it would be a major negative
force toward employment and toward the rate of growth in the GNP.

Representative HOLT. Would you agree with that, Mr. EcksteinI
Mr. EcKSTrx. Well, it's really too late to try to cure this recession

with traditional fiscal policy measures. Indeed, in the past, we have
not been very effective with fiscal policy in dealing with recession
because it's too slow.

The report card on jobs bills isn't all that favorable. The studies that
have been done on past jobs programs are kind of a mixed bag. It's
not that all of the money is wasted. Some very useful things are ac-complished with those jobs bills and the cost really is less so you can
do something, and also if unemployment really becomes a large prob-
lem as it is today you do have to be concerned not only about the GNP
and the interest rates and all those macroeconomic things, but youhave to get the money to the people who are unemployed and help
them with jobs.

On the real interest rate question, I agree with Alan Greenspan
that we cannot control real interest rates, but we can look at-I dobelieve they are as important a measure of monetary policy as a lot
of other things they look at and I don't believe we are violating anydeep principle by having a desire to lower those real rates and think-
ing through how we can get them down.

The fact that we all agree that they are kind of high or probably
too high for the country's good is quite an important piece of intel-
ligence and it's probably enough to make the Federal Reserve not
raise interest rates to 20 percent in the next year or 2. When they did
that, we didn't even think about the real interest rates. That was not
in the vocabulary people talked about. So what the Congress did lastyear is forcing t ie Federal Reserve to think about real interest rates,
I don't think that's damaging at all. I think it's almost constructive.

Representative HOLT. How about reinflation?
Mr. ECKSTEIN. Well, reinflation, I would interpret to mean eithera policy of massive spending now or massive tax cuts now. The tradi-

tional Keynesian way of getting the purchasing power up and what
have you-and we all realize that it hasn't worked that well and it's
much too late anyway. The other way to reinflate is by pumping outmoney like mad, put out the bank reserves so you flood the country
with liquidity that it will lift itself somehow, and there again, that
works once or twice and it doesn't work seven or eight times. We have
been through this change. By now if you pumped out money ir-
responsibly all you would do is scare the financial community and
raise interest rates.
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Representative HAMILTON. Congressman Hawkins.
Representative HAWKINS. Thank you, Congressman.
It seems that there's a tendency to overlook the human aspect in

recovery. My impression, Mr. Eckstein, is that you have indicated that
we may have a recover er short duration, which may not be sus-
tained. I think you made reference to the value of a jobs program in
connection with it. May I hasten to say that no one who is responsible
that I lmow of is suggesting, as the President seems to imply in terms
of a jobs program, that we've got to get people busy building pyramids
or filling holes or anything else.

What we are talking about is productive jobs to employ at least
the 12 million officially unemployed and the perhaps many more who
are actually unemployed and underemployed.

You indicated that the probability of a tax increase is rather remote,
that likewise any decrease in military spending is not likely to take
place. Do you see any policies that are now in operation that would
likely sustain any recovery if indeed there is one? I'm not talking
about a technical recovery. Just to move from minus zero growth to
positive growth may be a technical recovery, but obviously that is not
what I'm talking about. I'm talking about a real recovery in which
we have some economic growth in excess of that which is now being
projected so as to sustain over a long period of time that recovery.

What I'm asking is do you see at this current time any policies that
are in place that will make that recovery reliable and sustain it over
a period of time?

Mr. ECKSTEsIN. Well, first let me say that the unemployment prob-
lem is going to be a major problem for a long time. Our forecast calls
for an unemployment rate of 8 percent in 1985 and that still, accord-
ing to anybody's serious study is substantially more than-would be
natural. So the problem is very real and is not really going to go away
with the recovery.

Now the budget as a whole is highly stimulative. I mean, nobody
would want to make the budget more stimulative for its own sake. We
are running an enormous full employment deficit because of the tax
cuts. Where we've gone astray is not facing up to more of the problems
that go with the unemployment. As this recovery takes place, it is not
going to lift Detroit by much. Of course, car sales will be up, a lot of
them will be foreign. The recovery in steel, textiles, rubber, and many,
many industries is going to be very, very incomplete, much more in-
complete than for the country as a whole, because of foreign competi-
tion and the decline of these industries. We are not really addressing
that issue seriously in this country. We have put through a broad re-
form of depreciation allowances *which should be helpful. but these
industries aren't making any money. These reforms don't do very
much good if you're not making any money. In any event, they are so
general and are really of the wrong order of magnitude compared to
what needs to be done.

So the missing programs arc really the programs that focus on the
specific structural problems in the country, the people who are really
out of the mainstream, for lack of education or whatever, and the prob-
lem industries and the problem regions.

Now, the programs now in place are, if anything, too generous. I
mean the budget is in a huge deficit. There's no getting away from it.
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For its own sake, you would do nothing to enlarge this deficit. And,
yes, obviously if you didn't have--even defense spending creates jobs.
They all create jobs to a degree.

Representative HAWKINS. Well, do you see any particular role a
structural jobs program would play in the current economy in terms
of recovery. Without dismissing the importance of monetary and fis-
cal policy and agreeing completely with Mr. Greenspan in what he
says about getting the interest rates down-agreeing with that, we
have had the situation even in times of prosperity where millions were
still unemployed, so we do have a structural problem.

For that reason, there are some of us who do advocate addressing
those structural problems in a targeted specific manner through an
overall employment and training policy.

My question then is, to what extent are we doing at- this particular
time that which we should have done perhaps before this time? Can
we really expect this number of individuals to find jobs even in recov-
ery unless we have somes specific programs that will alleviate the prob-
lems of those who structurally are unemployed because of low educa-
tion or lack of skills, because of discrimination and because of many
other factors that are not going to be in any way affected whether we
get the interest rate up or down?

Mr. ECKSTEIN. Wel, I agree with Mr. Greenspan that the overall
recovery is governed by the financial problems in the budget. What I
would do on the structural side is to try to do whatever we do well
because we had one shot at this problem once before. I served under
President Johnson when we passed most of our Great Society legisla-
tion and I identify with it. The first time we ultimately let the pro-
grams out into the public-too broad a coverage and the cost got out of
hand and we made college students and strikers and all kinds of people
eligible for food stamps and middle income and indeed everybody
eligible for college tuition aid and loans and so on. So, in the end we
were too generous so that ultimately the people rebelled at the tax load
that was created and we have now made a very dramatic retreat from
those programs.

It doesn't mean that those programs aren't needed, but the next time
we do it we really are going to deal with the problems for real, not just
spend the money, but target the money on the people and the areas and
the industries that need the money, and we should administer it in a
much more sound institutional structure to administer these programs
than really the pretty casual structures that were put up in the early
1970's and late 1970's.

Representative HAWKIN s. Could I ask Mr. Greenspan-you made
mention of the use of monetary policy and fiscal policy as a means of
helping in the recovery. You did not seem to indicate any particular
role or any value for structural programs say in terms of reducing the
unemployment rate. I'm not sure that is completely a restatement of
what you said, but would you agree that in terms of macroeconomic
policies that there is still a role which microeconomic policies, includ-
ing a jobs program, could play in terms of insuring a more stable
recovery than what I have been hearing this morning?

Mr. GnrRNSPAN. I think you interpret me correctly, Congressman
Hawkins. The problem of unemployment is to such a substantial ex-
tent a basic underlying cyclical or economic growth problem that I'm
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concerned that we will take our eye off that as the really fundamental
problem for the job market. If we do, we will scatter our resources in
a way which probably in the long run will not be productive to main-
taining the highest level of employment that we conceivably can.

I don't deny that a number of dIfferent programs have some advan-
tages and in certain instances they are probably conducive to some
modest increase in the level of employment. But when we are dealing
with 11.5 million unemployed, any advantage coming from these pro-
grams, in my judgment, is almost lost. As a consequence, diverting our
resources, diverting our focus from which I think the major job pro-
gram is, namely getting the economy growing as quickly as we can in
a long-term sense, is a mistake. I am concerned that if we are to do
that, the neit overall effect may not be positive toward jobs creation.

Representative HAWKINS. May I say that I certainly agree with
you. Let me reverse the question, however. In agreeing with you that
long-term growth is much more essential, do you see that long-term
growth in the projections that we now have, either in the adminis-
tration's projections or in any of those that we have been hearing
today? In other words, do you think that a growth rate of less than
5 percent or even around the administration's projected 4 percent level
will produce the jobs we need? Now, do you see that growth doing it
and removing some 12 to 15 million persons from the unemployment
rolls I

Mr. GiREENSPAN. No; I see no way in which any realistic expectation
of growth in the American economy over the next 5 years is going to
essentially remove the unemployment problem that now confronts us.

However, I do come up with numbers not dissimilar to Mr. Eck-
stein's for 1985 and I assume beyond. Nobody likes an 8-percent un-
employment rate. When we were down at 5 or 6, 8 percent seemed out-
rageously high. When we're at 10.4 percent, 8 percent seems like a
very substantial improvement. And as far as I'm concerned, our focus
should be to get the unemployment rate down as quickly as we can,
recognizing also that merely getting the direction of that rate down
and getting the employment growth in a positive direction does create
an increased sense of job security for those who already have jobs.
That is something which has also an important noneconomic effect.

It's very important that the general insecurity and the fear that the
threat to one's job creates be removed. That in itself is a positive event.
Clearly, to the extent that job security itself rises, the confidence that
American households have in purchasing goods and services and help-
ing to expand the economy clearly increases.

So, that while if you ask me whether I prefer a 5-percent unemploy-
ment-rate to 8 percent, most certainly. But I don't think we can get
there in any way that I know of in a free society. Eight percent is an
interim goal. I think we should get there and then-keep driving it
down as quickly as we can. Unfortunately, that is the limit our system
now offers us considering how badly our economy has functioned in
recent years. I wish there were a quick fix, so to speak. I regret I know
of none.

Representative HAWKINS. Thank you.
Representative HA~MITON. Congresswoman Snowe.
Representative SNOWE. Mr. Eckstein and Mr. Greenspan, every-

body who's testified before this committee, including yourselves, have
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indicated it's necessary to have lower interest rates in order to sustain
a recovery.

Well, at what point do the interest rates have to be lowered in order
to sustain this recovery in 1983 or beyond? It seems to me there's a
great deal of merit in the feeling among the investors in Wall Street
and otherwise that there's no way these interest rates can stay at the
present level, that the Federal Reserve Board might, in fact, increase
interest rates because of the recent upsurge in the money supply.

Mr. EcKsTi.. Well, Congresswoman Snowe, the future markets are
already signaling some increase in rates. That is, if you trade interest
rates futures a year out, the rates are 100 basis points higher than
they are for the Treasury bill today. So, the futures market is already
looking at a 10-percent Treasury 'bill rate in 1984, but that is really
to some extent commonsense. They realize there's a recovery -and
there's a credit cycle that goes with a recovery and interest rates tend
to go up a year or two into the recovery.

One reason it shouldn't be this way is because real interest rates are
about six points higher than what they have been in the last 30 years
and that six points are refusing to come out. You then have a debate
as to why they refuse to come out. One reason is the budget deficit.
Another is a monetarist policy which has made the money rate so
volatile that they are gun shy and understandably so. There's a foreign
problem and a lot of uncertainties out there that make a lot of people
frightened and people are afraid that a severe inflation can come back.

Now, that latter fear is unrealistic over the next 3 or 4 years given
the world as it is, given the prospect for the mild recovery, given the
oil glut, the agricultural product glut, the fact that wages are rising
at 5 percent and not at 6 percent. All of these things assure us that
there will be moderate inflation for several years.

Now, the lower the rates, the better for the next couple years if you
could do it. So, it really is a question of what can the Federal Reserve
do to minimize these interest rates, recognizing all the difficulties; and
I'm a little more liberal than Mr. Greenspan, maybe a little more lib-
eral than Mr. Volcker, so I would try a little harder to talk down-
the rates or buy some long-term securities to help that market if neces-
sary, to be a little more generous in the bank reserves than you other-
wise might be, but I don't believe for a minute that the Federal Reserve
can put interest rates where it wants to.

I mean, they could have done that 20 years ago., They can't any
more. The markets have gotten too smart and the amount of leeway
they now have, let's say in the next 3 months, to lower short-term
interest rates I think is pretty slight.

Representative SxowE. Mr. Greenspan.
Mr. GREENSPAN. Well, I would generally agree with what Mr.

Eckstein has said. Let me say, however, that I do disagree with him
on the question of whether the fear that the financial community has
that inflation will reignite is unjustified.

The problem is not whether we're going to have a short-term infla-
tion rebound in 2 or 3 years. Why is it that for 20-year U.S. Treasury
issues the implicit expectation of inflation is very high I The question
is whether or not the financial community considers the current period
as representative of what's going to happen to inflation over the next
2, 3, 4, or 5 years. If one looked at it in'terms like that, the overwhelm-
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ing evidence suggests that inflation is not going to reignite now. But

the inflation premium that is embodied in the long-term interest rates
is the average expectation for inflation for the full maturity of that
instrument. If it's a 20-year bond, that's a 20-year average inflation
expectation.

Their fear is that there's something fundamentally wrong about
our fiscal processes, that the budget processes somehow, aside from all
our rhetoric, aside from all our endeavors to prevent it from happen-
ing is very much like a Greek tragedy where one can observe a phe-
nomenon coming apart and you don't seem to be able to do anything
about it.

The financial market's view is that everybody is endearing to do the
right thing, but will fail. That is what has got to be changed. I don't
think it's irrational. I consider it as a very disturbing point of view
and one which one should understand. If you reflect on what's hap-
pened in the last 15 years, it's perfectly understandable that there is
this very fearful point of view.

Representative SNow-E. Do you think the administration or the
Congress. because it seems to be a tug of war not between the adminis-
tration and Congress in this respect but I think with private in-
vestors-and those in the Congress that would suggest that the Fed-
eral Reserve Board consider the point of view made by Congress-
should ease up on their monetary policy? On the other hand, you
could find private investors who would suggest that the Federal
Recerva Board should tighten up on monetary policy.

What course should we pursue ? Should the administration pressure
the Federal Reserve Board to reduce its interest rates ?

Mr. GPENSPAN. Well, let's not equate easing up with lower interest
rates and tightening up with high interest rates. I think that happens
to be true in the very short run. The basic problem is that there is no
difference in that everybody would like interest rates to go down.
There is no advantage that I can even remotely imagine which stipu-
lates that high interest rates, other things equal, are better than low-
interest rates.

The issue is how do we do it? Where the big dispute occurs is
whether the Federal Reserve Board has remaining in its police mix
sufficient leverage to push rates down by decreasing the Federal funds
rate indefinitely. It is certainly true that the Federal Reserve at any
particular time for a very short period of time can set the Federal
funds rate wherever it so chooses. They cannot maintain the overall
rate structure at a low level indefinitely. Any attempt to suppress
either short- or long-term rates down inordinately low necessitates a
major expansion in bank reserves. In other words, the only wav the
Fed can do it is to buy debt instruments. But buying those instruments
increases the assets of the Federal Reserve System, increases the reserve
balances of our monetary system, and while we may not be in the
short run very clear on exactly what happens, over the very long run,
it almost surely will increase inflation. It is that which is at the root
of why there is a dilemma.

At the moment the Fed probably should be endeavoring to move
short-term rates down by increasing reserves moderately, but be very
careful about what's happening to long-term rates at the same time.
It's got to be looking over its shoulder all the time to make a deter-
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mination as to whether by pushing down short-term rates it's moving
long-term rates up. If long-term rates start moving up from here, I
don't care what happens to short-term rates, the recovery is going to
abort and probably create far greater difficulties for this economy than
we have seen in even the last 2 or 3 years.

Representative S.OWE. Mr. Eckstein, you mentioned in your pre-
pare statement that the economic recovery will not solve the budget
crisis. What percentage of the budget deficit would you consider to
be a structural deficit? g

Mr. EcKsTrEI.. Well, at the moment, the structural deficit is still a
modest fraction of the total. I don't have the exact figure with me, but
it's on the order of $60 or $70 billion.

The trouble with it is that over the next 6 to 8 years it converts itself
entirely to a structural deficit. The $200 billion plus figures for the end
of these calculations in 1988-all of that is structural.

Representative SNowE. All of that is structural?
Mr. EcKSTETN. Yes, and the reason is by that time unemployment is

down to something reasonably normal. It's happening really because
the outyears have a big defense spending. -

Representative SNOWE. Just to follow up on that point, to what
extent do you think the Congress should reduce the deficits even as
9 roposed by the administration? And the administration proposes

94 billion for 1985 in spite of a budget deficit reduction program.
I mean, how far should Congress go beyond those reductions to reduce
the deficit ?

Mr. ECKSTEIN. Well, I would say, without meaning to be flip, you
ought to reduce it more than you're going to.

Representative SN.owE. Is that more or less than the President's?
Mr. ECKSTEIN. The problem is so enormous that you ought to do

whatever you can. Again, you can't forget all of the old Keynesian
logic. If you really got over the deficit, you would create another
kind of havoc.

Representative SNowE. We're talking about 1984 and 1985.
Mr. ECKSTEIN. Even if you raise personal income tax by $200 billion

and get rid of the entire deficit by 1986, the chances are that would
have damaging effects you wouldn't want either. Certainly if you cut
the deficit it would be wonderful.

Representative SNOwE. Mr. Greenspan, would you care to
conjecture?

Mr. GREENSPAN,. I think the chances of cutting the deficit too much
too soon are so remote that I would say do as much as you can and
don't worry about it.

Representative SNowE. Thank you.
Representative I-AMHrTON. Senator D'Amato.
Senator D'AATO. Thank you very much, Congressman.
Mr. Greenspan and Mr. Eckstein, we hear so much about this def-

icit, and I recall when the rhetoric was a balanced budget and let's
eliminate all deficits, and now we seem to be putting that aside. I
wonder if really we have a perspective on just how damaging is the
deficit. I certainly don't know. I used to adhere to this theory that
we've got to try to do away with the deficits of $40 billion and $60
billion, and now we're talking about $200 billion plus. And as Mr.
Eckstein says, something that may be a structural $200 billion in the
years to come.
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ple, compare with other industrial nations? And I'm particularly
talking about Japan.

Mr. GREENSPAN. The percent of the deficit relative to the GNP
tends to be useful within a specific country over a period of time.
It is a proxy, however. It's importance as to how the deficit affects
the economy is a very complex system.

Because the Japanese have a much higher savings propensity than
we do, very substantially so, it means that they can absorb and finance
a much larger central Government deficit than we can without adverse
consequences. So international comparisons are not very useful unless
one examines a good deal more than merely the percentage of the
deficit to GNP.

A balanced budget would be desirable. The reason that number is
chosen is not that there's something economically sacrosanct about
a balanced budget. It is a point at which one easily understands what
is happening in a numerical sense. It's far easier politically and
administratively to work toward zero than to 43.4 or 68.2.

That is not to say that something magical happens when you go
from minus 3 to zero. Nothing happens. However, whatever one would
argue as to where deficits become a problem, I don't know of anybody
who considers that whatever that number is, it is a problem today, and
it's getting worse.

So many of us who-were concerned about the $40 billion and $50
billion deficits were concerned not so much because it was $40 billion
or $50 billion, but we were seeing a process emerge in which it might
become as much as $100 billion or $150 billion, not to mention some-
thing like $200 billion which seems outrageously high.

So it's not the fact that we were in a sense crying wolf at $40 billion
or $50 billion. It was the trend. It was a process. Tt was a concern that
I think essentially worries a great number of us. Not that there was a
specific point which tilts the economy over, but the larger it gets, other
things equal, the greater the risk to the long-term prosperity of this
Nation.

Senator D'AMATo. Mr. Eckstein.
Mr. EcKsTEIN. Senator D'Amato, we have done a series of econo-

metric studies in the last year and a half asking that question: What
difference does it make to finance the budget and not to finance it I We
even did it in the last couple weeks. The studies have some range to
them because we don't really know. We have never done this before.

To give you a feeling for it, to reduce the deficit to 2.5 percent of
GNP, which is a reduction of about $100 billion and $170 billion or
$150 billion in the outyears, would improve housing starts by 300,000
to 500.000 units. It would raise car sales by 400,000 to 800,000 units. It
would reduce long-term interest rates by between 1 and 2 percentage
points at least. It would change short-term interest rates by twice those
magn itudes. It would change the rate of capital formation in the coun-
try by 5 to 10 percent.

So you really are entering an era here, if we are really going to go
through with this, where we are going to continue to have housing
starts in this 1.4 million territory instead of 1.8, in which car sales are
8.75 and not 9.5, in which capital formation does not make it up to 11
or 12 percent or beyond but stays in the low 10's and does not really get
back to the 1980 or 1981 levels or even close.
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Of course, if you then do all of those things, then you have cut out
the productivity trend because after all you need that capital forma-
tion to get the productivity trend, so you have really lowered the long
term prospects of American people for a rising living standard. So
it is an important thing.

Senator D'AMATo. Do you agree with Mr. Greenspan in terms of
attempting to let's say ascertain why it is that Japan, for example, has
a much higher deficit and for a number of years in relation to its GNP,
and yet whle. we look at its interest rates we find them well below
ours V

Mr. EcKsTIN. Well, the Japanese case is interesting. First of all,
since they began to run these 4 or 5 percent of GNP deficits, their
growth rate has been cut from 10 to less than 5 percent and currently
is about 3 percent. So they are wonderful in making Toyotas or Dat-
suns, but they are not doing all that wonderful at home.

So it's not exactly a success story. And they don't view it as a success
story that they finance these deficits somehow.

The second thing the Japanese do is they have a postal savings sys-
tem in which people put their money so they jiggle this thing so it
pays a little more interest than the banks and then the postal savings
system invests in nothing but these bonds. So they have really hooked
up a system here where they can finance this deficit without upsetting
the financial market as-a whole. On lonf term interest rates, there,
I think they're just smarter than we are. they do not use the interest
rate as a means of allocating capital. They allocate capital by the
government telling the banks what to do. It's just a different world
and I don't think we would do it.

Senator-D'AMATO. All right. But it's something that's bothered- me
in terms of when we get into these comparisons and we look at Japan
in terms of seing their industrial base and seeing what their interest
rates are, et cetera.

Talking about interest rates, just one further question. There are
many, including maybe this Senator, who have a deep concern with
respect to the international monetary crisis that we now face. I
wonder, as Congress is now called upon to consider an infusion of $8.2
billion into the I'MF, whether or not we are throwing good money
after bad; whether we are putting off the inevitable; whether we really
think, for example, that Poland and Yugoslavia and some of the other
countries will ever be able to pay back the tens of billions of dollars,
and Third World nations,-who do not have the resources of an Argen-
tina or a Brazil or Mexico or Venezuela.

So that being the case, I'm wondering if you would comment with
respect to what effect do you see this uncertainty playing on the bank-.
ing community vis-a-vis its relationship to interest rates that we are
now paying I Is there any? Are our long-term rates in this unstable
condition as a result of this international crisis that we're facingI

Mr. Ec sTmNI. First!, I agree with your initial statement that it is
throwing good money after bad, but you had better throw it anyway.
And the reason is that the uncertainty created by the world debt prob-
lem is considerable and certainly one of the factors keeping interest
rates as high as they are, but that's nothing compared to what you

- would have in a world financial system if in fact you did not have the
IMF to backstop this pyramid of debt which is excessive.
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However we work our way out of this world debt problem it's com-
plicated but it can be done. In the space of 3 or 10 years, depending on
the assumptions you make, you can bring the obligations back to a
level where they can pay the interest at least and we've got to do that
and it's going to come out of the hides of the American taxpayer. I
don't think that's fully understood yet. It isn't any $8 billion. It's go-ing to be a lot more before it's over but you can't let the financial mar-
kets collapse. That's playing on the 1930's and we are not going to do
that.

Senator D'AMATO. Mr. Greenspan.
Mr. GREENSPAN. That is a very serious problem in the sutse that we

have allowed ourselves in the international banking system to create
the aggregate level of debt relative to book capital which, I mentioned
earlier, is far too excessive. We have arrived at a point because of
this in which the normal increase in external lending, so to speak, of
the international banking community is now dropping very rapidly.

For a long period of time the net new lending of the Eurocurrency
system was running at rates in excess of 20 percent per annum. Clearly
it financed the huge gaps that existed between the current account sur-
pluses largely but not wholly of the OPEC nations and the non-oil

eveloping nations' deficits. We have seen this tremendous flow of
bank and international credit which in a sense acted as a bridge to
enable the existence of large current account surpluses to exist concur-
rently with these large current account deficits.

Eventually, it ends up in balance sheets and the balance sheets have
now gotten dramatically out of whack, both for the borrowers and the
lenders. This is not a situation which is easily resolved, because its
immediate impact is to create a massive decline in the rate of net new
financing. That means that the normal financing for investment and
for trade is probably now at a stage where it might well be declining.
The data suggests that the increase in the Euromarkets over the last
2 or 3 months is zero. If there is a significant decline in the oil price,
which a lot of us expect, it may act to create a pulling down of the
supply of capital. In other words, to the extent that some of the OPEC
countries reduce their deposits in the Eurocurrency system to finance
their decline in surpluses or emergence of deficits, we're going to find
some strains on the international banking system. Clearly the decline
in oil prices will reduce the demand for funds so that we have both a
decline in capacity and a decline in demand. The aggregate amount of
borrowing is going to be declining over the next couple years.

Now in that sort of context we are not quite clear exactly where the
dangers-of financial rupture occur, and I agree with Otto Eckstein.
that the IMF financing is not going to help very much. They are small
amounts. What they probably should be used for is to keep the system
going while some more deep-seated solutions to this problem emerge.
More debt is not going to solve an excessive debt problem. Something
different has got to happen.

Senator D'AMATO. Congressman Hamilton, thank you very much.It's always a great pleasure to hear Mr. Eckstein and my good friend,
Alan Greenspan.

Representative HAMTLTON. Gentlemen, we had a bank fail yesterday.
I don't know whether it was opened this morning or not. Are we going
to see-do we have grave risks of-large bank failures ahead of us
in the next few months or years I



203

Mr. ECKSTEIN. It depends on how we go about it.
Representative IIAMILTON. What are the conditions that influence

it? What do you mean, "how we go about it?"
Mr. ECKSTEIN. The domestic bankruptcies in industry have been

small, although there are some companies out there in peril. I think
we can handle those bankrirptcies. The Federal Reserve seems to be
pretty skillful in rushing in with extra money when needed. Obvi-
ously there are banks we haven't heard of yet who have made bad
energy loans and things of that sort, but I don't think that's where the
big question lies.

The big question lies in the foreign loans because they are so enor-
mous and not just the small ones but some not so little.

Representative HAMILTON. I don't know much about the bank failure
yesterday, but didn't I read that the bank had gotten into foreign loans
pretty heavily? Or was it strictly domestic ?

Mr. EcKsmiN. Well, there were questions about loans to the officers.
There were questions about loans to the Tennessee Fair.

Representative HAMILTON . In any event, you don't see the problem
of bank failures as a grave one except insofar as it is related to the
international funding problems?

Mr. EcKsTEIN. We seem to have the ability in the Federal Reserve,
the FDIC, and the SLIC and-the Treasury to cope with it. They have
been very skillful so far. The problem does not seem to be snowballing.

Representative HAMILTON. Do you agree, Mr. Greenspan, that we
do have a capacity to deal with it?

Mr. GREENSPAN. The problem is we do, and I'm not certain whether
that's good or bad; I'll explain. There is almost no chance that I can
see that a series of sequential bank failures will mushroom in this
country or for that matter even in international financial markets.
It's very simple for the central bank to insert reserves into any in-
stitution and take care of the problem.

The difficulty is that when it does, it is, in effect, creating excessive
bank reserves. While I'm not concerned about the potential problems
of massive sequential bankruptcies, I am concerned that the potential
solution may create problems; namely, an inadvertent major expan-
sion of bank reserves as a consequence of bailing out large financial
institutions. That could have significant adverse inflationary impli-
cations.

Representative HAMILTON. It's putting more money into the system;
is that right?

Mr. GREENSPAN. Yes; there's no way to resolve this problem with-
out doing that and that has adverse consequences of its own.

Representative HAMILTON. A few minutes ago in your comments
about indexation you favored it, Mr. Greenspan; and you opposed it,
Mr. Eckstein. At least you endorsed it, except I think you said we
can't afford it. You're talking, of course, on the revenue side. How
about the spending side, Mr. Greenspan? Do you endorse indexation
of the spending of the entitlement programs?

Mr. GREENSPAN. I prefer that we didn't have it. There was an ad hoc
procedure of the Congress to continuously make adjustments to pro-
grams. Some of it was successful; some of it was not. It seemed at
the time a far more rational procedure was to index everything.

Representative HAMiLTON. Does it bother you that you favor in-
dexation on the revenue side and driving the tax rates down?
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Mr. GREENSPAN. No, sir, our system creates a significant bias toward
an increase in expenditures relative to revenues. We need some institu-
tional procedure which addresses that problem. Were we to index
the tax side that would probably keep the level of real receipts relative
to real incomes relatively constant. I would think under those condi-
tions it would act as some form of general revenue ceiling under which
the Congress could proceed as it so chose to make adjustments in
various benefit programs.

Representative HAmmLoT. As a practical matter, the Congress
isn't going to come along and knock out indexation on the entitle-
ment side, it seems to me, even though your position is, of course, a
legitimate and reasonable one.

Mr. GtEENSPAN. I agree with that fully, Congressman. That's the
reason I hesitated in answering. -

Representative HAMILTON. So, the real problem, it seems to me, is
not whether you knock them out, but how you get control on indexa-
tion on the spendingside, which I think all of us acknowledge is really
driving budget expenditures up. Do you have any suggestions for us
at this point? How do you control indexation on the spending side?
I recognize that you don't like it anyway, but how do you control it
if you can't knock it out?

Mr. GREENSPAN. Well, there's always a question of what index you
use to drive the required change. In the Social Security Commission
we examined this in great detail. Over the long run the various differ-
ent measures that one uses to index are approximately the same. In
other words, there's a tendency to presume that we misindexed in the
last 4 or 5 years and that somehow it was just a plain mistake. If we
had some great foresight we could have done it differently. That is
the problem where prices exceeded the wage increases. Therefore, one
should now recognize that there's been a terrible mistake and that one
should now use wages instead of prices. I suspect that that would be
precisely the wrong thing to do.

What might be useful, however, is more vehicles in which there are a
series of various different indicators in which the legislation is writ-
ten in a manner that it is either "a" or "b", the lesser. That would prob-
ably prevent the type of problem in which a specific index could con-
ceivably inordinately create a rate of growth in benefits which would
be a major budgetary problem.

Representative HAMILTON. Mr. Eckstein, do you have any thoughts
on this problem?

Mr. ECKSTETN. I think Mi. Greenspan gave the right answer. The
anomaly of the last fev years was that wage earners did take a cut in
real living standards when OPEC raised prices.

Representative HAMILTON. Everybody wants a monetary policy
that's going to support recovery without stimulating inflation. How do
you translate that kind of monetary policy directly into targets for the
monetary aggregates?

The Fed announces tomorrow, doesn't it, or very soon now, the way
it is going to go. What kind of advice would you give the Fed?

Mr. ECKSTEIN. Well, as I mentioned earlier in the hearing, I don't
believe 9.5 percent on M2 is going to do it, which is probably what they
will recommend. That assumes that. inflation improves very dra-
matically and it retains the gains that it got lately which was a good
major element of luck. The monetarists are putting pressure on the
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Federal Reserve to lower the target a half point or a point a year. In
the event we are very lucky on inflation, and who knows the inflation
forecast? What if inflation is 3 percent for the next 3 years? Then. of
course, 9.5 percent would be a lot, but that's not in our forecast. Our
forecast is for inflation to go back up to around 5 percent.

So, I would say they should be extremely humble about the mean-
ing of the aggregates in this period of very rapid change in the form
in which people hold their deposits. There is a big fog around these
aggregates which isn't going to go away for a year or two. So, they
cannot mechanically run the deposits on the aggregates. It's just too
uncertain a piece of information, but they can't ignore them. That
would send a signal that they have given up on inflation. So, they've
got to have targets.

I would like to see it go up to 10 or 10.5 as the target for M,, and
maybe Mk.,, which is a more comprehensive thing and may pick up
some of these shifts within it, but I would also have them indicate-
I think under the law-something like real interest rates--they have
to indicate something, I believe. Presumably, they would like to see
them come down at as fast a rate as they can, and I would like them
to indicate that they have to look at other evidence. They do look at
unemployment. They have to look at inflation. They have to look at
the growth record of the last preceding year. The moment when you
can run the policy on a simple one variable formula, if ever there was
one, is gone.

AMr. GREENSPAN. Whatever occurs, the ratte of monetary expansion
is too high to be sustained. It's a question of bringing it down because
even if one takes the set of criteria that Otto Eckstein outlines in
which one focused on lower inflation, lower unemployment, greater
growth, I don't think that the current rate of monetary expansion
is consistent with that.

Now, I do acknowledge that there's a rate of growth which if one
- moves from where we are now, back, there probably could be short
term disruptions. That's a tough dilemma which the Fed has. I don't
think they know exactly how it is best achieved. I think there are
two principles that have to underscore Fed policy; one is the clear
recognition that the current rate of expansion in monetary aggregates
is excessive, and has to be brought down, and that one cannot leave it
to the indefinite future to do so. What we will end up doing is trading
off a very short-term benefit which could easily create maybe 1 or 2
percentage points higher rate of growth, but at horrendous large nega-
tive effects 2 or 3 years into the future.

The Fed has a very tough problem. The best way we can all help
them is to make it easier and bring the deficit down.

Representative HAmILTON. One reaction I had to your comments is
this: When you get all of these factors out here for the Fed to look at,
it seems to me you really don't have much of a standard at all. Is there
a risk there? I don't want to be argumentative. I see merit to what
you say, but if you're looking at the unemployment rate and every-
thing else, you really don't have much of a standard.

Mr. ECKSTE[N. Well, in a way, it does smack of the standards of the
past when they did look at everything and then through some magic
came up with a number. I think at the moment, in some regards, they
are in a better position than usual. If you look back over the postwar
history, they have either been too easy or too tough. Now, there's a rea-
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son for that. In periods of ease the impact of financial change is rather
slight and it's only when they jump on the brake that they have any
effect. So, it's an all or nothing proposition. They're either throttling
the economy by stepping on the brake or they have the opposite effect.
Well, that was a period when real interest rates were zero. We are now
in a situation with real interest rates at 6 or 8 percent. In that circum-
stance maybe the Fed has a more continuous effect. It also used to have
a lot of regulations which enforce this stop-and-go kind of thing. So,
there is a possibility if they keep the real interest rates in the 5- or 6-
percent territory, where they're likely to stay anyway, that they will
allow the kind of monetary expansion that is sustainable and the real
danger is not that they will do too little but that they will panic over
these monetary aggregates a year or two from now and bring the
whole thing down again.

Representative HAMILTON. You gentlemen have been at it for a
while and I'm going to wrap it up here. What does the phrase "indus-
trial policy" mean to you and what do you think we ought to do about
it so far as the U.S. Congress is concerned?

Mr. ECKSTEIN. Well, in the United States, unlike Japan, industrial
policy does not mean a strategy of picking winners and subsidizing
them and protecting them against foreign competition and developing
foreign markets.

What it means in the United States really is to have an orderly
structural change from the old to new industries, to soften the decline
of the old industries and also to get smarter about dealing with the
other countries. I mean every major competitor of ours just about has
an industrial policy which is considerably aimed at exploiting the
American market.

Representative HAMILTON. What do you mean "soften the decline
of the old industries"?

Mr. ECKSTEIN. That we don't just abandon them and walk away
from them without caring for the unemployed in those regions, that
we hold them in some way. Some of that is protectionism, there's no
way getting around it. Some of it may be retraining. Some may be a
tougher stand. The idea of reciprocity is not the worst idea in the
world-that if they get nasty to us that we be nasty back. There is a
reinforcement of our difficulties by the abuse we sufer abroad.

Representative HAAIILTON. Mr. Greenspan.
Mr. GREENSPAN. I never heard a definition of industrial policy so

phrased. I think that's another policy.
Industrial policy means and probably has to mean some mechanism

by which very explicit actions by the Federal Government endeavors
to structure the growth in the American economy toward some and
away from other industries. It's a wonderful thing in retrospect to
know which are the winners and which are the losers and what you
should do. It's always something that we know with 100 percent hind-
sight and do very poorly as a forecast. I would be very chary of what
most people mean by industrial policy. I think it presupposes an
ability to pick winners and losers, which we do not have.

Representative HAMmTON. Thank you very much, gentlemen.
The committee stands adjourned.
rWhereupon, at 12:05 p.m., the committee adjourned, subject to the

call of the Chair.]
[The following information was subsequently supplied for the

record:]



207

STATEMENT OF FLETCHER L. BYROm, CHAIRMAN, COMMITTEE FOR
ECONOMIC DEVELOPMENT, AND RETIRED CHAIRMAN, KOPPERs Co., INC.

Mr. Chairman:

On behalf of the Committee for Economic Development (CED), I

am pleased to submit this statement outlining the basic approach toward

current fiscal policy issues that we believe is needed to restore sound

noninflationary growth of our economy. While some of the cited specific

applications of this approach are my own personal recommendations, the

positions described here are generally in line with those that CED has

supported in the past.

Fiscal Policy Issues

A central feature of CED's thinking ever since our organization

was founded over forty years ago has been a focus on the long term. We

believe it -is essential that short-run fiscal, monetary and other economic

policies be systematically and steadily geared to the nation's broad long-

range economic goals. In my testimony before this Committee last year,

I described four of the key goals as follows:

"First, there is need for a progressive, year-by-year
reduction in the inflation rate until essential price
stability is. achieved... There are strong reasons for
believing that we are now witnessing more permanent
progress toward bringing down the underlying inflation
rate... But adequate progress toward the goal of
reducing inflation cannot be taken for granted and
fiscal and monetary policies... must be conducted on
the assumption that inflationary risks remain great.

"A second central policy aim is the achievement of
healthy economic growth and high employment. Given
the continuing inflationary threat, some moderation
in the rate of long-term economic growth from what
otherwise might have been desirable is probably
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necessary. But demand restraint must not become so
severe that it blocks out necessary incentives for
capital formation and productivity growth.

"Third, public policies-need to be redirected so that
a significantly greater share of the growing real
Gross National Product will be devoted to investment
and saving. We need more investment not only in new
plant and equipment but also in more rapid technological
progress and innovation, in domestic energy production
and conservation, in improved skill training and
education, and in public infrastructure.

"Fourth, for reasons of both equity and humanity,
national policy can and should give adequate weight
to the concerns of those disadvantaged-members of
our society who have the greatest need."

In our view, these goals remain as relevant today as they were

a year ago. It is encouraging that there is now a much wider public

consensus that fiscal policy should be aimed at achieving these goals.

More specifically, the fiscal program should contain the following

ingredients:

1. The enormous and successively growing "outyear" budget

deficits that are now in prospect in the absence of further policy

actions must be sharply reduced to levels that are consistent with

lower real interest rates and sound economic recovery. Most importantly,

there needs to be a decisive reversal of the trend toward ever-rising

budget deficits and a clear demonstration that expected future struc-

tural deficits will eventually be eliminated. Such action is vital

for achieving each of the goals cited earlier: preventing a damaging

resurgence of inflation as the economy recovers; insuring that economic

expansion will not be aborted by unduly high levels of long-term

interest rates propped up by expectations of enormous future budget
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deficits; averting a "crowding out" of needed private capital invest-

ment that is likely to be inflicted on the most disadvantaged members

of our society if these future deficits should lead to more inflation

as well as to an abortive recovery.

2. The total cut in future deficits must be sufficiently

credible to make a major dent in current inflationary expectations

and bring about the kind of interest rate reduction that is needed

for vigorous revival of capital investment. An appropriate goal

might be to aim at a deficit-reduction path that would lead to

elimination of the deficit or even a modest budget surplus when

the economy returns to high employment with reasonable priie

stability. This is a more stringent requirement than that used

in the President's budget, which projects a return to high employment

(defined as 6-1/4 percent unemployment) by FY 1988 but still envisages

a budget deficit of $117 billion, or 2.4 percent of GNP, for that

year. On the othex hand, if one accepts the more recent projections

by the Congressional Budget Office (which point to significantly

lower structural deficit levels than the President's budgetI, the

total deficit-reduction task to be achieved until the indicated goal

is reached appears more manageable, though still very formidable.

3. At the same time, care must be taken that the budget

is not tightened so abruptly that it interferes with a healthy near-

term recoverI. A substantial part of the projected deficits for

FY 1983 and 1984 reflects the effects of continued weakness of the
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economy, as manifested in abnormally high rates of unemployment and

abnormally low levels of capacity utilization. Attempts to reduce or

eliminate the "cyclically-Lnduced" portions of the deficit could well

lead to a progressive weakening of the economy and actually add to

the deficit problem.

4. To achieve the needed budget deficit reductions, a

comprehensive approach is required that will spread the burden fairly.

Means-tested and other programs targeted on the poor have already been

cut very substantially and should not be viewed as a source of further

major savings. The principal deficit reductions will have to come

from nonmeans-tested entitlement programs and other domestic transfers

and subsidies; defense spending; and revenue increases.

In the nondefense area, the largest share of budgetary savings

should come from slowdowns in the growth of entitlement programs, par-

ticularly through limitations on automatic cost-of-living adjustments.

In this connection, we support the compromise recommendations of the

Greenspan Commission on Social Security. While our own preferred

solution would have been for a more far-reaching approach, along the

lines spelled out in our 1981 policy statement, Reforming Retirement

Policies, we believe that the Greenspan Commission compromise is the

only solution that now has a clear chance of adoption. Early action

to put it in effect is urgently required in the interest both of the

Social Security System and of reducing prospective budget deficits.

At the same time, we continue to believe that timely action is also
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essential to deal with the longer-range problems of the Social Security

System, particularly through a gradual increase in the normal Social

Security retirement age to 68. This could be accomplished in small

steps, by beginning now to increase the normal retirement age -wo months

a year until the higher retirement age is reached by about the year 2000.

In addition, we favor less than full cost-of-livinq adjustments for other

entitlwent programs as well (with appropriate exceptions for persons

in the lowest income categories) together with forceful action to phase

out various uneconomic subsidies that do not constitute part of the

essential social safety net.

Defense spending should be subject to the same intensive

scrutiny that has been applied to nondefense programs. This should

permit significant savings from projected increases, at least for the

"out-years" starting in FY 1985, without weakening our basic defense

posture. Better-honed strategies, plus improved procurement and pre-

purchase planning, ought to enable us to get more for our money. There

must be full recognition of the need to set clear priorities among

defense programs and to ensure that the total program is consistent

with viability of the economy. A strong economy is in itself a key

ingredient of overall U.S. national security.

.Many of CED's trustees share my belief that a cut of about

$25 billion in projected IFY 1985 defense spending would be feasible

with this approach. The main emphasis, 1,4wdvr, should not be on the

precise budget outcome in TY 1984 or 1985 but on restraining the growth
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of defense spending over the next 5 to 10 years. In fact, near-term

savings in personnel and maintenance costs might well prove counter-

productive if they should lead to larger-than-projected expenses for

these categories in subsequent years to preserve the required degree

of defense readiness. What we need is an efficient, sustainable long-

term program for strengthening our defenses, without peaks and valleys

that are wasteful and also damaging to effective dealings with our

allies and with the Soviet Union.

Congress needs to be resolute in driving for the maximum

feasible combination of the kind of spending cuts I have outlined, and

for this task it needs strong support from the Administration and from

the public. Even such an effort, however, will probably not be enough

to produce the total deficit reduction that is requizid. Therefore it

seems inescapable that measures to increase revenues will have to be

part of the deficit-reduction strategy. : regard such tax increases,

however, as a last resort, justifiable only if Congress is in fact

acting resolutely to curtail government expenditures along the lines

outlined here.

f tax increases are enacted in this way, we believe national

objectives would be Best served if they are designed to fall primarily

on consumption. Some increases in revenues over current projects can

be expected if the Social Security compromise is adopted. Other

revenue gains should be achievable through wider reliance on user

charges and other structural changes in the tax system. As is discussed



213

In more detail in the CED policy statement on" Productivity Policyt Key

to the Nation's Economic Future that we will publish in about a month,

various structural changes of this kind are desirable, particularly

those that encourage saving and productive investment rather than

consumption.

Beyond this, however, the need to bring the deficit under

control is likely to call for imposition of additional broad-based

taxes once the recovery has become firmly established. To deal with

this prospect, the Administration has prepared a contingency tax plan,

(involving an excise tax on domestic and imported oil and a 1 percent

income tax surcharge on individuals and corporations) that would take

effect in FY 1986 under specified conditions. we recognize the possi-

bility, however, that the specific contingency tax approach outlined

in the budget may not mesh well with Congressional procedures and may

not car-/ sufficient conviction with the financial markets to allow

the needed near-term reduction in interest rates.

As at least a partial alternative, consideration should be -

given to a modified procedure under which futi re tax reductions

currently scheduled to go into effect in F-Y 1944 and beyond would only

become operative on the basis of explicit Congressional and Executive

action, following careful analysis of the deficit outlook. For example,

the existing law with respect to initiation of so-called "tax indexing"

in FY 1985 might be changed to provide that such indexing would only

begin if, prior to the start of FY 1985, Congress and the President made
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an affirmative decision that this would be appropriate in the light of

the budgetary situation at the time.

5. Although for-ceful actions to reduce deficits will be of

critical importance for the overall fiscal program, attainment of the

national policy objectives Z have outlined will also require that other

aspects of the program are conducive to substantially increased investment

in productive private plant and equipment. Moreover, adequate budget

resources should be devoted to longer-term investment in public infra-

structure and in human resources that is needed for sound economic growth.

There is also a case for limited use of temporary job creation, training

and retraining programs that are specifically geared to the grTups hardest

hit by continued high unemployment, including particularly youth, dis-

located workers, and the long-term unemployed. While most of these

programs would entail extra near-term budgetary costs, they need not

add to the long-term deficit and inflation risk if th-ey contain built-1n

features that will automatically lead to their termination when the

economy has moved closer to full recovery. Detailed testimony on the

issues involved in designing temporary as well as longer-term Jobs and

training programs was presented by Mr. Franklin A. Lindsay, Vice Chairman

of CED, before the Mouse Educatign and Labor Co-nnittee on rehrary 23.

= continues to be strongly in favor of a longer-run objective

of gradually reducing the total share of GNP taken by taxes, Ln balance

with a phased reduction in government spending as a share of GNP. The

recommendations for tax Licreases in this letter are cited only vary

reluctantly since we are concerned that tax increases not become a

mechanism through which Congress and the Executive avoid their respon-

sibilities for curtailing excessive growth of government spending.
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