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CHAIRMAN’S INTRODUCTION

Rocer W. JEPSEN, U.S.S.

The economy rebounded rapidly in 1983. However, complacency
breeds indifferent policies, and the economy is still at risk. We are
out of the woods, but we are not home free. Failure to adhere to
the initiatives that are fostering economic growth will plunge the
Nation back into stagnation

Most importantly, the monetary rollercoaster must be stopped.
The Federal Reserve has failed badly in delivering the moderate
monetary policy which the Administration requested three years
ago. Short-run economic changes have been dominated by wild gy-
rations in the money supply. The Federal Reserve either has the
“pedal to the metal” or they are on the brake. Unless there is more
stability from the Federal Reserve, even the most enlightened
fiscal policies might only lead to an economic wasteland.

The economy will enjoy a full recovery if we maintain tax relief,
control the growth of Federal spending, and stabilize monetary
policy. Recent tax legislation succeeded in reducing Federal tax
revenues as a percentage of GNP in 1983 to the rate of taxation
that existed in 1976 and 1977. Unfortunately, Federal spending in-
creased significantly as a percentage of GNP during this period.

The growth of government partly reflects the temporary effects
of the recession. However, part of the problem lies with Congress’
inability to control entitlement programs and its own appropri-
ations process. Unless the growth of Federal spending is controlled
more successfully in the future, the economy is unlikely to reach
its full potential.

"Most would say that the economy was overtaxed in the mid-
1970’s. Yet, there are some who argue today that tax increases are
appropriate, even though Federal revenues now represent the same
portion of GNP as in the mid-1970’s. This argument overlooks the
fact that tax relief has boosted productivity. Tax increases would
jeopardize future improvements in productivity, employment, and
economic well-being.

Economic prospects naturally depend on policies other than Fed-
eral spending and taxation. We must avoid protectionism, which is
economic suicide. Four out of every five new jobs in manufacturing
are in the export sector, and one-third of our agricultural output is
sold overseas.

Regulation still costs the country $100 billion a year. While the
policies of the last three years have reduced the regulatory burden,
more needs to be done.

Also, many traditional farm programs have become counterpro-
ductive. We need a new generation of farm policy that will better
serve America and its farmers. We need to unleash agriculture’s
competitiveness and future potential.

3
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The prospects for economic expansion are excellent, but the po-
tential dangers that we face are very real. The Republican Mem-
bers of the Joint Economic Committee support and welcome the
general thrust of the President’s program, but recognize that the
final responsibility for tax restraint, spending control, and even
monetary policy lies with Congress.



VICE CHAIRMAN’S INTRODUCTION

Lee H. Hamirton, M.C.

Democratic Members of the Joint Economic Committee seek a re-
covery which is sustained, balanced, and fair. In this Report, we
present our alternative to the policies of the Reagan Administra-
tion.

We propose a full economic and budget plan. Our program would
reduce the budget deficit by $200 billion over the next three years,
and by $500 billion from 1985 through 1989.

Our program is balanced. For every dollar of tax increases, we
propose a dollar of spending reduction.

Our program is fair. We preserve and strengthen social security
and those domestic programs which most effectively promote
America’s industrial competitiveness. We support this Nation’s tra-
ditional compassion for the poor, the hungry, and the homeless.

We propose no general tax increase on the middle class or the
poor. Our tax proposals would instead broaden the tax base, and
restore to the tax system a measure of fairness.

Our program provides for a strong defense. We favor real in-
creases in defense spending of 4 percent per year in each of the
next five years. Given prudent management, and a commitment to
diplomacy and to arms control, this would assure a strong and
secure America in the years ahead.

Our program recognizes a need to review all aspects of the non-
means-tested entitlement programs. Specifically, we propose to con-
trol the rapidly rising cost of health care.

Above all, our program would sustain real economic growth and
move toward full employment. We would help keep America’s com-
mitment to provide jobs to all who seek them, along with reason-
ably stable prices. ‘ :

Like the 1981 Reagan program itself, ours is a comprehensive
program. We need something more than a deficit “down payment.”
Action is needed in 1984 to cure our problems. It will not be easier
in 1985 than it is today.

The Democrats on the Joint Economic Committee propose a pro-
gram which meets a national need. We call on the Administration
and Congress to move promptly to put our economy on a path of
sustainable, fair, and balanced growth.
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L. THE ECONOMIC OUTLOOK

Consistent with the Republican views in The 1983 Joint Econom-
ic Report, the economy rebounded in 1983 at a much faster pace
than most analysts, including those in the Administration, expect-
ed. However, the recovery of the last year cannot be blindly ex-
trapolated into the future. Additional economic progress depends
far less on where the economy has been than on the environment
being created today by fiscal, monetary, and regulatory policy.

"Those who were. unduly pessimistic about the economy’s recuper-
ative powers tended to underemphasize both the impact of lower
tax rates on:.productivity improvement and the effectiveness of
faster money.supply growth in stimulating demand in the short
run. The erroneous forecasts of anemic recovery were based to
varying degrees on extrapolation of sluggish production and spend-
ing trends, excessive concentration on nominal interest rate levels
as the primary determinant of spending and investment plans, and
excessive concern that record Federal borrowing might raise inter- -
est rates sufficiently to choke off private sector activity.

The recovery through 1984 and beyond will depend on the same
factors that brought about the gains in 1983. Over the longer term,
economic gains will depend largely on the ability of the economy to
sustain improvement in productivity. Since 1983 saw the largest
one year increase in productivity since 1976, the statistics are en-
couraging that a prolonged recovery that reaches full employment
by 1987 is possible. '

Monetary policy dominated short-run developments in 1983 and
presents the biggest question mark regarding the recovery in 1984,
Although the economy was poised for recovery at the end of 1982,
with record excess capacity in manufacturing, falling break-even
costs in business, and a ready and eager workforce, the economy
received its biggest boost from a surge of monetary stimulus be-
tween the summers of 1982 and 1983. Since the summer of 1983,
money growth rates have been moderated to prevent a renewed
upward spiral of inflation. While the present concern with inflation
is appropriate and commendable, overzealous pursuit of stable
prices by the Federal Reserve could cause a serious temporary de-
cline in spending, in spite of improved fundamentals that point to a
lengthy recovery. -

If continuing efforts to retain lower tax rates, restrain the
growth of government spending to reduce the deficit, and moderate
the volatility of monetary policy are successful, the prospects are
excellent that the country will enjoy an extended economic resur-
gence of the type not seen since the 1950’s and 1960’s. A reasonable
scenario under these conditions would include growth in real
output averaging 4 percent or better annually until the economy
reaches full employment; perhaps by the end of 1987. During this
period inflation could average less than ‘5 percent, interest rates

(11)
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should decline further, and unemployment might drop to around 6
percent. Although Federal budget deficits are likely to remain
much larger than historical averages, expansion in the tax base
and additional control of the growth in government spending would
lead to a diminishing burden of deficit financing on economic
growth.

This hopeful view of the future, however, should not lead to com-
placency. Much needs to be done in economic policy, and even
more needs to be avoided. Now that the economy has momentum
and we have cut back the tangled web of government intervention,
we must be careful to pursue those government programs that are
in the public interest without unduly hampering our dynamic
system based on individual freedom and choice.

ProsSPECTS FOR A PROTRACTED RECOVERY

First and foremost, government should strive to provide a policy
climate that will maximize long-run économic growth. Pursuit of
short-run expansion alone will be of little solace if the recovery
which began at the end of 1982 gives way to bigger government
and declining living standards later in the decade.

The economic well-being of our country can improve only if the
productivity advances that have characterized most of our history
are sustained. From the end of 1952 to the end of 1972, output per
hour in the nonfarm business sector advanced at an annual rate of
2.4 percent with few setbacks. Over the same period, real gross na-
tional product advanced 3.5 percent, or about 1 percentage point
faster than productivity because of growth in the workforce.

Since 1972 productivity has grown at a much slower pace. Be-
tween the fourth quarters of 1972 and 1978, productivity grew at
only a 1.0 percent annual rate, or only two-fifths the growth rate of
the preceding 20 years. Furthermore, during the three-year period
of stagnation between the fourth quarters of 1978 and 1981, produc-
tivity actually declined at a 0.3 percent annual rate.

A number of explanations have been advanced to explain the
dismal growth of output per hour worked during the 1970’s. Among
those that have merit are the rapid influx of an inexperienced
workforce that lowered the ratio of capital to labor, an explosive
increase in costly government regulation, and disruption from an
unstable and escalating inflation, each of which had some negative
impact on productivity. In addition, escalating marginal income tax
rates are a factor closely associated with the productivity perform-
ance of the last 15 years. The cuts in the marginal rates legislated
in 1981 appear to explain improvement in productivity since early
in 1982, even though the recession continued until the end of that
year.

Tax rates on incremental income, or marginal tax rates, have
powerful effects on economic incentives. As marginal tax rates first
fell prey to bracket creep in the early 1970’s, only to rise even
faster in the late 1970’s and early 1980’s, productivity steadily de-
clined. One half of all taxable income is earned by individuals
above the 70th income percentile (about $28,700 of gross income
and $17,600 of taxable income for a family of four in 1979). Be-
tween 1971 and 1981, when productivity growth fell from 2.4 per-
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cent to —0.3 percent annual growth, the marginal tax rate at the
70th income percentile advanced from 21.9 percent to 29.9 percent.

By 1983, the marginal tax rate for the 70th income percentile
had fallen to 26.0 percent. In turn, productivity advanced 3.5 per-
cent during 1983. This was about 1.25 percent slower than the aver-
age for the first four quarters of postwar recessions, excluding that
of 1980. However, the 1983 improvement increased relative to the
preceding trend by 1.5 percentage points more than the average
following other recessions. The heartening improvement in produc-
tivity suggests that the tax rate reduction is a fundamental cause
of the strength of the recovery. If the recovery is to be sustained,
significant effort must be made to avoid reversing the progress
made in controlling taxes.

All postwar recoveries have returned the economy to full employ-
ment with the exception of that of 1980, a recovery that was short-
lived since it resulted largely from the end of credit controls and
an expansion of monetary stimulus. The strength and duration of
economic recoveries typically are related to the severity of the pre-
ceding recession. This relationship exists both because it naturally
takes longer to regain full employment the further output declines
from the ideal, and because more severe recessions generate more
excess capacity that can be brought back on stream relatively
quickly.

One positive aftermath of the recession of 1981-1982 is that the
odds are in favor of a relatively long and strong recovery, particu-
larly if productivity gains can be maintained. The capacity utiliza-
tion rate in manufacturing fell to an average of 71.1 percent in
1982, the lowest rate since the Federal Reserve began collecting
these statistics in 1948. In predictable fashion, capacity utilization
rebounded from a recession low of 68.8 percent in November 1982
to 79.9 percent in January 1984. :

. Further gains in capacity utilization are likely to moderate from

the remarkable improvement in 1983. The pent-up demands that
propelled real GNP growth forward at a 6.1 percent rate during
the first four quarters of recovery have been satisfied to some
extent. Also, increases in capital spending will begin to add to total
capacity at an increasing rate as production expands further, thus
reducing gains in the rate of capacity utilization.

At full employment, manufacturing industry historically has op-
erated at about 90 percent of capacity. To reach this level of capac-
ity under current expectations for capital investment, the economic
expansion must continue until 1987 or 1988. As long as industry
operates below 90 percent of capacity, the productive opportunities
available for idle resources will encourage continued expansion.
Coupled with the improved incentives that are implicit in lower tax
rates, an improved productivity trend, a lower inflation and inter-
est rate environment, and the assumption that further progress
will be achieved in stabilizing monetary policy and controlling the
growth of government, the unexploited potential for growth sug-
gests that economic expansion could continue into the late 1980’s.

30-460 O—84—-2
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MoNETARY PoLicy

Although excess capacity, incentives to invest and, most impor-
tantly, the improvement in productivity will determine the longer
run course of economic development, monetary policy is more
likely to influence shorter run cyclical changes. Cyclical variations
in monetary policy have tended to overstimulate the economy
during recoveries and overrestrain the economy during downturns,
accentuating the cyclical nature of economic growth. Also, long-run
growth is likely to be restrained if monetary policy is sufficiently
unstable to generate excessive uncertainty and inflation.

Any number of factors may contribute to cyclical disturbances.
However, the bulk of the evidence indicates that most short-run
changes in nominal spending result from changes in money growth
rates during the preceding two or three quarters. Most recently,
highly variable policies have made the economy acutely sensitive to
changing monetary patterns, and spending seems to be responding
with an even shorter lag.

Inflation also is largely a monetary phenomenon, with inflation
mainly being determined by money growth changes of the preced-
ing two years. Consequently, abrupt changes in money growth nor-
mally have pronounced effects on economic growth for periods of
up to one and a half years. Monetary expansions boost real growth
in the near term, but the gain is soon eroded by inflation. Mone-
tary contractions induce recessions, but declines in real growth are -
soon recaptured by lower inflation.

The importance of stable money growth cannot be overempha-
sized. Stable money growth would greatly increase the odds that
the recovery can be sustained and that economic uncertainty will
continue to diminish. Unfortunately, the history of the last eight
years does not create much confidence that a significant improve-
ment in monetary stability will be forthcoming.

Growth target ranges for M; (currency plus checkable deposits)
were first published in 1976. These targets were established as a
guide to the conduct of monetary policy, recognizing that monetary
stability was essential both to the maintenance of price stability
and to minimizing policy-induced business cycles. After meeting
the target ranges in the first year, M; growth has been successively
above or below the stated target ranges for the last seven years.

The Federal Reserve has tended to have an inflationary bias,
missing the target ranges on the high side in six of the last seven
years. The exception was 1981, in which a dramatic reduction in
M, growth resulted in the target being missed on the low side,
which led to a recessionary fall in spending by the end of that year.
In 1983 M, ended the year within a revised target range measured
from the second quarter. However, growth was above the upper
target range that was initially established from the fourth quarter
of 1982, then deemphasized, and later abandoned.

Between the second quarter of 1976 and fourth quarter of 1979,
M, grew at a 6.7 percent annual rate and real GNP grew at a 4.1
percent annual rate. The standard deviation of M; was only 2.0
percent, and the standard deviation of real GNP was correspond-
ingly low at 3.3 percent. From the fourth quarter of 1979 to the
fourth quarter of 1983, the average growth rate of My was little



15

changed at 7.5 percent. However, the standard deviation of money
growth almost tripled to 5.5 percent. The increased instability of
monetary policy contributed to the fall in real GNP growth to 1.3
percent annually, less than a third of its former average. Also, the
tripling of money growth variability almost doubled the standard
deviation of real GNP growth to 5.1 percent.

The pattern of volatile money growth creating volatile spending
patterns is illustrated in Chart 1.1. In spite of protestations that in-
stitutional change, depository deregulation, and other special fac-
tors have disrupted the relationship between money growth and
GNP growth, the relationship seldom has been more obvious than
during the last five years. Especially noteworthy are the monetary
contractions that precipitated the recessions of 1980 and 1981-1982
and the monetary expansions that facilitated the recoveries at the
end of 1980 and during 1983.



.CHANGES IN MONEY AND NOMINAL GNP
" CHART 1.1 '
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FOOTNOTES: Changes In.nomlnal Gross Nallona];oduct (GNP) are two-quarter annual rates of change, plotted at the midpoint of the interval. :

Changes in money are six-month annual rates of change for M1, plotted with a 4-month lead at the midpoint of the interval.
All data are seasonally adjusted and are current through January, 1984.

SOURCE: Federal Reserve Board; Department of C: Bureau of E Analyst:
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The most ominous feature of Chart 1.1 is the slowdown in money
gowth that has occurred since the summer of 1983. While an ad-
Justment of monetary policy was necessary to prevent a resurgence
of inflation generated by double-digit money growth between mid- .
1982 and mid-1983, the decline in money growth to 6 percent for
the six months ending in January 1984 suggests that the recovery
may experience a near-term disruption. If money supply growth is
kept at the bottom of the 4 of 8 percent range for 1984, the result-
ant gain in nominal GNP should be no more than 6.5 percent from
fourth quarter to fourth quarter. At best, inflation, as measured by
the GNP price deflator, should be held to 4.0 percent if money
grows at 4 percent, resulting in real GNP growth of 2.5 percent or
less during the calendar year. This would produce real GNP
growth in the area of 3.5 percent on the basis of annual average
data, which is about 1 percentage point below the forecast of the
Federal Reserve and the Administration. Moreover, the downside
risk that economic growth could be lower is substantial.

Such a pessimistic view of the economic recovery need not be re-
alized if a policy of somewhat higher and stable growth in the
money supply is pursued. The problem exists only because the
economy once again is being subjected to a large change in money
growth rates, this time one which will suppress spending relative
to inflation. Tentative evidence of modest increases in bank re-
serves and money growth in December and January provide hope
that an alteration of policy may be in the offing. On the other
hand, the Federal Reserve still seems wedded to maintaining a 9.5
percent Federal funds interest rate target, a target that generated
increasingly restrictive money growth in the second half of 1983 as
inflation and inflationary expectations declined.

The foregoing recommendation of somewhat faster money growth
is not to be construed as a call for generalized monetary expansion.
The past few years have provided a demonstration not only of the
cyclical impact of monetary policy, but the impact of monetary
policy on inflation. Abstracting from the variability of money
growth rates over periods of two and three quarters, annual money
growth rates trended down between 1979 and 1982. As a result of
slower money growth and improved productivity performance, in-
flation has declined through 1983. The difficult task before the Fed-
eral Reserve is to offset the contractionary effects of slower money
growth during the second half of 1983, while avoiding any tendency
toward an extended and inflationary money expansion.

The Federal Reserve's present policy appears to be dominated by
fear of the inflationary effects of monetary expansion that occurred
between July 1982 and May 1983, rather than by recognition of the
cyclical effects that should emanate from the monetary restraint
dating to the summer of 1983. This view is supported by the Feder-
al Open Market Committee’s reluctance to allow lower interest
rates at their December and January meetings, and by the Federal
Reserve’s Humphrey-Hawkins forecast of uninterrupted economic
growth in 1984. In fact, the Nation is unlikely to escape some infla-
tionary consequence of excessive money growth between the sum-
mers of 1982 and 1983. Nonetheless, the most efficacious policy
would restore money growth rates to noninflationary levels more
gradually to minimize cyclical economic effects. The path toward



18

price stability is not necessarily one recessionary hardship, in spite
of recent experience. Optimal monetary policy should provide slow,
steady money growth that establishes prices stability without en-
. dangering the recovery.

THE 1984 MONETARY TARGETS

The money growth targets for 1984 were lowered slightly from
the revised target ranges of 1983, as indicated in Table I.1. The
practice of gradually lowering the target ranges is consistent with
a policy of gradually reducing money growth to control inflation
and minimize cyclical economic effects.

- TABLE |.1—MONETARY GROWTH TARGETS

[In percent}

Ranges for 1983 Ranges for 1984

M, S5t 9 4108
M. Tto10 .
Ms 6% 10 8% oo 6 10 9

Although the target ranges have been reduced in an optimal
manner, insufficient emphasis is being placed on the M; range. M;
is the monetary aggregate that-is most highly correlated with the
changing spending patterns that determine business cycles and in-
flation, particularly in terms of cyclical turning points. Although
the Federal Reserve is re-emphasizing M, growth in 1984, M; still
does not hold its preferred status as the primary intermediate oper-
ating target. . .

-In addition, the M, target range of 4 percentage points is unnec-
essarily wide. For most of the history of money growth targeting,
the M, target range has been 2.5 percentage points wide. The addi-
tional range width was added in 1983 when depository deregulation
brought the definition of money into question. However, continu-
ation of wider target ranges encourages excessive exercise of discre-
tion by the Federal Reserve, which increases the likelihood of vola-
tile swings in money growth that have been the nemesis of the past
five years.

The Federal Reserve should endeavor to maintain a greater
degree of monetary stability in 1984 than is implied by the target
. ranges. Moveover, the M, target objective should be narrowed by
=~ raising the lower portion of the range. Such a policy would mini-
mize the cyclical shock caused by the transition from rapid money
growth to slower money growth.

Money growth in the upper half of the range at 6 to 8 percent
also would be appropriate if trend velocity (the ratio of nominal
GNP to the money stock) remains lower than the postwar trend.
Presently, the Federal Reserve is assuming that velocity will re-
bound to or above the historical trend in 1984, boosting spending
and fueling the recovery even if money growth remains modest.
The Federal Reserve has acknowledged that higher money growth
would be appropriate if velocity growth remains on a lower track.
It is likely that velocity growth, in fact, will remain on a lower
track. The sooner the Federal Reserve anticipates and reacts to
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this outcome, the smaller will be the risk of an unanticipated eco-
nomic slowdown.

To reach the conclusion that M; growth should be restricted to
the upper part of the target range requires not only an understand-
ing of the unusual decline in velocity relative to trend in 1982 and
1983, but an understanding of what caused the postwar trend in
the first place. Chart 1.2 illustrates the movement of velocity over
the last 70 years. Velocity had little growth trend in the interwar
years. In the postwar period, velocity grew steadily at about 3%
percent per year.
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The difference between velocity trend rates before and after
World War II can be explained by the depression-era legislation
that prohibited interest payments on demand deposits. Even
though banks compensated depositors with additional services
during the postwar period, this “barter” arrangement was less effi-
cient than direct interest payments. As a result, the interest pay-
ment prohibitions led to continuing efforts to economize on, and
substitute for, demand deposit balances. Given levels of M, money
stock have supported increasing levels of GNP, imparting a con-
tinuing upward bias to velocity.

The recent decline in velocity growth results from changes in
prohibitions on interest payments for demand deposits. In 1981
NOW accounts were introduced nationwide, and in 1983 Super
NOW accounts became available. These accounts have grown rap-
idly to represent more than 30 percent of all checkable deposits
counted in M;. Consequently, since a significant interest bearing al-
ternative is available among demand deposit accounts, the penalty
for holding M, balances is reduced or eliminated, which reduces
the motivation to minimize them. The upward trend in velocity
should be expected to moderate permanently from the postwar
trend.

The extent of the adjustment to trend velocity will remain in
question until data become available over a complete business
cycle. Nevertheless, it appears that velocity growth has fallen to a .
1 percent annual trend from the previous 3% percent annual
trend. If this interpretation is correct, inflation should increase no
further than the area of 5 percent in 1984. Moreover, the present
M, target ranges of 4 to 8 percent are equivalent to ranges of 1%
to 5% percent under the former velocity trend. Therefore, current
policy is by no means expansive, and flirting with the lower bound-
aries of the range carries the risk of an unexpected setback in the
recovery during 1984.



II. FEDERAL DEFICITS AND FISCAL POLICY

Huge future Federal deficits are of concern to the Joint Econom-
ic Committee and to the Congress as a whole. Unless legislative
action is taken, the Federal deficit could average over $200 billion
per year, or nearly 5 percent of the GNP, in Fiscal Years 1985
through 1989 based on the Administration’s current services esti-
mates. The cumulative deficit over this five-year period could
gxceed $1 trillion and result in a near doubling of the total Federal

ebt.

The fact that the Federal Government is running deficits is not,
in itself, unusual. The Federal Budget has been in deficit in all but
one of the past 20 years. In periods of recession, deficits temporar-
ily expand as tax revenues fall and outlays for unemployment
benefits and other cyclically sensitive programs rise. To a signifi-
cant degree, the large Federal deficits of Fiscal Years 1982 and
1983 are due to these cyclical factors.

THE Economic Risks AssociaTED WiTH PROJECTED FEDERAL
DErFicITS

Our principal concern is that—unless legislative action is
taken—Federal deficits are projected to remain near record levels
even after the current economic recovery is complete. This is
shown in Table II.1, which presents total deficits and their estimat-
ed cyclical and structural components. The projections for 1984 to
1989 are current service estimates, i.e., without policy and program
changes. In effect, they show how the budget would come out if we
simply left the Federal Government on automatic pilot for the next
five years.

TABLE 11.1.—FEDERAL DEFICITS AND THEIR CYCLICAL AND STRUCTURAL COMPONENTS, FISCAL
YEARS 1980-89

[In billions of dollars} .

Fiscal year ) Total Oyclical Structural

Actual:

1980 60 4 55
1981 58 19 39
1982 111 62 48
1983 195 95 101
Estimates:
1984 187 49 138
1985 208 4 163
1986 216 45 17
1987 220 34 187
1988 203 16 187
1989 193 -4 197

Source: Economic Report of the President, 1984, p. 36.
(22)
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Historically, large Federal deficits have occurred during periods
of slow economic activity when there was little private demand for
credit. As a result, there is uncertainty about the extent to which
Federal deficits—financed by Treasury borrowing—might push up
interest rates and “crowd out” private investment in a recovering
economy. Currently, there is little or no evidence that “crowding
out” is a problem. Profits are large and cash flows are generous
enough to finance most business expansion by internal funds and
equity issues. We believe that domestic savings will prove sufficient
to meet the borrowing needs of both the Federal Government and
private industry this year, without additional upward pressure on
interest rates.

There is considerable debate about the relationship between in-
terest rates and deficits, and recent Joint Economic Committee
hearings on the subject did not resolve the issue. Nonetheless,
many economists believe that the impact of a continuing series of
large Federal deficits on a strong economy would keep real interest
rates high, thereby reducing investment and lowering our Nation’s
long-run rate of economic growth. If the deficits projected for 1986
through 1989 were to materialize, they could, under this theory,
undercut the Administration’s efforts to promote a higher rate of
economic growth.

A second effect of the projected deficits—an effect about which
there is no debate—is that they would raise Federal interest pay-
ments. As indicated in Table I1.3 below, Federal outlays for net in-
terest already represent 3.0 percent of GNP; this is up from 1.3 per-
cent in 1965. Net interest outlays are now projected to increase as
a percent of GNP even if interest rates decline. By 1989, Federal
net interest payments could account for 4.1 percent of GNP and 16
percent of total Federal outlays. Ultimately, our ability to reduce
government intrusion into the private sector could be restricted by
the need to collect large revenues to service the Federal debt.

Some economists feel that the export sector of the U.S. economy
is experiencing adverse consequences from large Federal deficits.
High real interest rates in the United States are attracting funds
from abroad. This inflow cannot be relied on to continue indefinite-
ly, but while it lasts it augments domestic savings and alleviates
any immediate danger that Federal borrowing might “crowd out”
private investment. At the same time, however, the flow of funds
changes exchange rates and makes American goods less competi-
tive abroad (See Chapter 1V).

We believe that the near-term effects of deficits are not of imme-
diate crisis proportions. But a series of large future Federal defi-
cits, such as those projected for Fiscal Years 1986 through 1989,
could be harmful to the American economy. Steps need to be taken
to remedy the existing structural imbalance between Federal out-
lays and revenues. We must not allow a prolonged series of Federal
budget deficits to compromise our nation’s prospects for higher
standards of living at home and increased competitiveness abroad.

How ReaL ARE THE ProJectep DEFICITS?

The level of future Federal deficits depends both on Congression-
al action and on the state of the economy. During the first months
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of Fiscal Year 1984, the economy has shown surprising strength.
Real GNP grew at an annual rate of 4.5 percent while the Nation’s
civilian unemployment rate fell to 8.0 percent in January. Should
" the .economy continue to outperform expectations in Fiscal Years
1984 and 1985—and we believe that it may—Federal deficits in
these years will fall below their projected levels, as they did in
Fiscal Year 1983.

The .deficits projected for Fiscal Years 1985 through 1989 are,
. however, due almost exclusively to a structural imbalance between
Federal revenues.and outlays, rather than to cyclical economic
problems. The question is, how do we reduce them? Conceptually,
there 'are three means by which this structural imbalance can be
alleviated: (1) strong and sustained economic growth that brings
about a substantial increase in revenue flows and lower entitle-
ment spending, (2) legislated tax reforms that increase Federal rev-
enues, and (3) legislated cuts in Federal spending.

THE RoLE oF EcoNoMIC GROWTH IN ALLEVIATING THE DEFICIT
ProOBLEM

In the long run, economic growth is a very potent force. If the
real growth rate of the U.S. economy had not declined during the
late 1960’s and 1970’s, the Federal budget would now be in substan-
tial surplus. Even over a shorter period, economic growth is a key
factor in determining the balance between Federal revenues and
outlays. For example, if the economy grows at a 5 percent annual
rate from 1985 to 1989, rather than at the 4 percent annual rate
that is assumed by the projections shown in Table IL1, the project-
ed deficit for 1989 could be lowered by as much as $70 billion.
Thus, policies to deal with deficits must avoid growth-inhibiting
prescriptions.

We applaud the Administration’s efforts to stimulate greater eco-
nomic growth through incentives for saving and investment. How-
ever, we recoghize we cannot rely on economic growth alone to re-
solve the deficit problem faced by the Nation. By historical stand-
ards, 5 percent represents a relatively high rate of economic
growth for the United States over a long period. And a much great-
er rate of economic growth would be required to actually eliminate
the deficit projected for Fiscal Year 1989. While economic growth
can make a major contribution to deficit reduction, we cannot
depend on such unexpected good fortune, particularly as the defi-
cits may themselves absorb resources required to sustain rapid eco-
nomic growth.

THE RoLE oF Tax REFORM

The appropriate solution to the deficit problem in the long run is
not more taxes but less government. Nevertheless, some compro-
mise between spending reductions and revenue increases may have
to be made. CBO revenue and outlay projections indicate that even
if discretionary domestic spending is frozen in real terms and the
annual real growth rate of defense expenditutes is held to 5 per-
cent, Federal entitlement benefit levels would have to be cut by 50
percent or more in order to balance the budget by 1989.
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Tax reforms designed to raise some Federal revenue may be nec-
essary. President Reagan has asked the Treasury Department to
design a tax simplification plan that could make the tax system
more fair and equitable and thus produce revenue from the under-
groctlmd economy. We endorse the President’s request for such a
study.

Congress must note, however, that the long-run solution to our
deficit problem will be achieved only if the growth rate of Federal
outlays is held below the growth rate of GNP. Thus, additional rev-
enue must not be interpreted as a signal for relaxing spending re-
straint. Further, to ensure continued real economic growth, any
tax reform initiatives must be carefully designed to avoid raising
marginal tax rates and must protect incentives for savings, work
effort, risk taking, and investment (see Chapter III). This would
preclude surcharges and other across-the-board individual tax in-
:lreases or business tax increases that would reduce internal cash

OWS.

THE RoLE oF SPENDING CuUTs

The Repubican Members of this Committee are firmly committed
to controlling Federal deficits through legislated cuts in Federal
spending. There is no question where the real cause of our bur-
geoning deficits lies. Table I1.2 shows Federal receipts, outlays, and
deficits as a percent of GNP over the years 1965 to 1984. Receipts
follow a fairly steady course, ending the period at 18.8 percent in
1984, where they began two decades earlier. Outlays, on the other
hand, show a clear upward tilt, rising from a low of 19.7 percent
during 1965-1969 to 24.7 percent in 1983 and 24.0 percent in 1984.
Over the same period, deficits rise from a low of 1.0 percent during
1965-1969 to a high of 6.1 percent in 1983 and 5.2 percent in 1984,
. Obviously, it is uncontrolled increases in expenditures that is the
cause of our deficit problem, not tax cuts. Receipts are at their his-
toric average, but outlays are well above their historic average.

TABLE 11.2.—RECEIPTS, QUTLAYS AND DEFICITS AS PERCENT OF GNP (1965 TO 1984)

Years Receipts Qutlays 1 Deficits

1965 to 1969 188 18.7 1.0
1970 to 1974 . 188 200 12
1975 to 1979 19.0 216 26
1980 20.1 224 23
1981 208 228 20
1982 202 238 36
1983 186 297 6.1
1984 18.8 24.0 5.2

Annual average: 1965-84 1.1 21.2 21

! Excludes Off-budget spending.
Source: Budget of the United States Government, Fiscat Year 1985, p. 9-60.

As further evidence that Federal spending is getting out of hand,
between 1965 and 1983 Federal outlays increased 112 percent in
real terms, while real GNP grew only 65 percent over the same
period. This dramatic growth in the public sector took place at the
cost of economic growth in the private sector, on which our overall
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economic welfare depends. Between 1950 and 1965, real GNP grew
at an average annual rate of nearly 4 percent; between 1965 and
1983 the average annual growth rate of real GNP was only 2.8 per-
cent.

Table II.3 shows the growth of Federal outlays by sector, as a
percent of GNP, from 1965 to 1984. Increased Federal spending on
social insurance and other entitlement programs—the major cause
of our explosive budgetary growth—has not brought prosperity to
many Americans. If we are to bring about a reduction in poverty
and an increase in work opportunities for the disadvantaged, we
must first achieve a vigorous, growing economy by curtailing the
growth of Federal spending and Federal intrusion into the market-
place.

TABLE 11.3.—GROWTH OF FEDERAL SPENDING BY SECTOR

[Peroent of GNP]
1965 1970 1975 1980 1984 »

Entitlement programs: .
Social security, medicare, and Medicaid ............c..c.cooceceerverenne 2.6 40 5.7 6.4 7.2
~ Other entitlements 2.5 26 - 45 11 40
Total entitlements 51 6.6 102 105 11.2
“Discretionary” domestic outlays 47 45 5.1 5.5 44
National defense. 7.2 8.1 5.8 5.3 6.6
Net interest ; 13 15 16 20 30
Offsetting receipts -5 —.6 -8 -8 -13
Total outlays 2 : 18.0 20.2 219 224 240

! Estimated.
2Totals may not add due to rounding.

Source: Congressional Budget Office.

Congress, led by the Reagan Administration, successfully cut
Federal outlays in 1981 for those domestic programs where expend-
iture levels are controlled directly by annual appropriations. In
1980, these so-called ‘“discretionary” domestic programs represent-
ed 5.5 percent of GNP and 24 percent of Federal outlays. By Fiscal
Year 1984, these discretionary expenditures had been reduced to
4.4 percent of GNP and 18 percent of Federal outlays. This is a
major accomplishment.

Additional savings in discretionary domestic spending are possi-
ble. We must recognize, however, that entitlement programs (prin-
cipally Social Security, Medicare, -and Medicaid) now account for 46
percent of Federal outlays. National defense accounts for another
28 percent. Because of their size in relation to the total Federal
budget, efforts to cut the rate of growth of Federal spending must
seriously consider entitlement programs and national defense, the
big ticket items comprising three-fourths of Federal outlays.

Entitlements.—Low income is not a major qualifying criteria for
most Federal entitlement programs. The Congressional Research
Service estimates that only 15 percent of Federal entitlement out-
lays in Fiscal Year 1984 will be for means-tested programs. We
should,.as a result, be .able to reduce aggregate expenditures on en-
titlements without destroying the “safety net” on which the least
fortunate Americans depend. One of the major factors behind the
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growth of Federal entitlements is that these benefits are, for the
most part, fully indexed for inflation. A policy of partial indexation
for the non-means tested programs could yield substantial savings
without imposing undue hardship. The President’s Private Sector
Survey on Cost Control (The Grace Commission) has outlined sever-
al reforms that would cut the cost of many programs without vio-
lating the safety net. :

Military Spending.—To resolve the deficit problem, it may also
be necessary to slow the rate of growth of defense expenditures.
But this must be done cautiously. As indicated in Table I1.3 above,
the proportion of GNP allocated to national defense eroded in the
late 1970’s. Military readiness declined, and we relied increasingly
on aging or obsolete equipment to ensure our national defense. For
a few years, this short-sighted policy helped the Federal Govern-
ment meet the rapidly burgeoning costs of entitlement programs.
We now face the task of up-grading our military readiness and
modernizing our weapons systems.

As indicated by Table I1.4, compensation for military personnel,
military retirement, and funding for the operations and mainte-
nance of equipment and facilities together account for over half of
the total Defense Department budget authority for Fiscal Year
1984. Procurement of new combat and support equipment and
other investment activities account for the remainder.

TABLE 11.4.—TOTAL BUDGET AUTHORITY FOR THE DEPARTMENT OF DEFENSE IN FISCAL YEAR 1984

Percent of

Appropriation account total budget

: authority
Mifitary personne! 19
Retirement pay 6
Operations and maintenance * 27
Procurement 8

Research and development 10
Military construction and other 5

t Includes civilian pay.
Source: Congressional Budget Office.

Outlays on military personnel could be reduced if Congress relied
less on costly across-the-board pay raises and allowed the Services
greater latitude in the use of reenlistment and other incentive pay
programs targeted to meet their specific manpower needs. It is im-
portant, however, that cuts in the proposed defense budget be made
in a balanced and careful manner. While immediate savings in out-
lays can be obtained by cutting appropriations for personnel and
for operations and maintenance, these cuts could also have an im-
mediate and adverse impact on our military capability. ‘

GAINING CONTROL OF FEDERAL SPENDING

We know what needs to be done. Federal spending growth must
be reined in. The concern of the Joint Economic Committee is that
existing Congressional budget procedures are incapable of bringing
that about. The Federal budget process is not working well. We
seem to have a perpetual spending machine on our hands, and the
budget process, as it now exists, cannot control it. »
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There are dozens of proposals before Congress to make substan-
tive changes in the budget process itself. Examples of proposed
changes include biennial budgeting, omnibus appropriations bills,
combining appropriation and authorization committees into one set
of program committees, making first Budget Resolutions binding,
and providing multiyear spending levels in the reconciliation proc-
ess. The number and nature of the proposals demonstrate how
widespread the feeling is that the current system is not working
well. We offer no opinion on these specific proposals, but we agree
with the principle that budget procedures should be strengthened.

We believe, however, that something more than reform of the
congressional budget process itself is needed in order to tighten
fiscal control. We need new tools and institutional arrangements to
limit Congress’ propensity to tax and spend. We recommend three
proposals that would go a long way toward solving the budget defi-
cit problem. We should: (1) enact a constitutional amendment re-
quiring balanced budgets, (2) give the President line item veto or
strengthened rescission powers, and (3) establish a bipartisan panel
to make specific recommendations for reducing deficits.

Balanced Budget/Tax Limitation Amendment.—A Constitutional
Amendment requiring balanced Federal budgets may sound a little
farfetched in our current world of $200 billion deficits. But a bal-
anced budget amendment would get our attention and would force
us to focus on the problem. It is the first essential tool in a package
of budget reforms.

The chief proposals—S.J. Res. 5 in the Senate and H.J. Res. 243
in the House—would limit both deficits and tax increases. They
would limit the growth in taxes by formula. Tax increases in any
fiscal year could be no greater than the prior year’s growth in na-
tional income. )

The amendment discourages deficits by a combination of two pro-
visions. First, Congress must plan a balanced budget. Planned out-
lays must be no greater than planned revenue. This is the basic
budget balancing provision. Second, actual outlays may not exceed
planned outlays. The basic requirements of a balanced budget and
of tax increases limited to the growth in national income can be
overcome by other provisions of the amendment, but not this
second provision. o ’

The amendment is sufficiently flexible to allow Congress to over-
ride some of its provisions if, for example, a threat of war necessi-
tates deficit spending. In the event of any recognized national
emergency, Congress can accept a deficit by a three-fifths vote of
the full membership of both Houses. Thus, an unbalanced budget
can be adopted, but it must be adopted by a vote on that subject
alone. Also, by regular statute, Congress and the President may ap-
prove an increase in taxes greater.than the growth rate of national
income.

Line-Item Veto or Strengthened Rescission. Authority.—Under ex-
isting law, there is no way to make surgical cuts in spending with-
out rejection of an ertire appropriation bill. Thus, the Presidential
veto is seldom used on appropriation bills because it would require
the President to reject funding for desired programs in an effort to
eliminate or reduce spending for a few undesirable programs.
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This reluctance to veto spending bills also allows some in Con-
- gress to load appropriation bills with pet projects that would never
pass on their own merits. If the President had the authority to veto
or rescind a certain percentage of these spending proposals on an
individual basis, “logrolling” would diminish, spending proposals
would face closer scrutiny, and the budget deficit would decline.
Even if rarely used, the very existence of this line-item veto or
strengthened rescission authority would impose a fiscal discipline
on Congress, forcing it to resolve budget issues before a bill is
passed. Thus, the impact of the line-item veto will be broader than
the dollar amounts involved in individual vetoed items.

Over four-fifths of the State governors have line-item veto au-
thority and they have used it effectively. This is a major reason
why most State governments have been more successful than the
Federal Government in achieving fiscal discipline.

Deficit Reduction Commission.—A third means of achieving re-
duction in Federal deficits is to establish a panel or commission to
formulate a package of recommendations. In his 1984 State of the
Union Address, the President called for a bipartisan Congressional
panel to formulate a three-year $100 billion “down payment’ on
the deficit. We endorse this but we would carry the matter further.
We recommend that Congress establish a full-fledged National
Commission, along the lines of the AuCoin-Wylie proposal, H.J.
Res. 382. Such a Commission should include private members ap-
pointed by the President, as well as Congressional appointees.

One purpose of the Commission would be to come up with the
$100 billion deficit “down payment” that the President has asked
for. In addition, the Commission would study the broad issue of
structural deficits. It would review the effects of fiscal and mone-
tary policy on deficits, as well as the impact of deficits on employ-
ment, capital formation, and the vigor of the economy. The Com-
mission would assess how much government we really want and
can afford. It would examine built-in devices to counter Congres-
sional spending biases, it would propose reforms in the budget proc-
ess, and it would analyze options for bringing deficits down. More-
over, the Commission could undertake a national campaign to
inform citizens about tax and spending problems and the rationale
behind alternative solutions.

For Congress to let this legislative year pass without making a
start toward controlling deficits could cause some problems for the
economy. Yet a polarized Congress becomes mesmerized in an elec-
tion year. Members on both sides of the aisle have individual
checklists of what ought to be spent and what ought to be reduced.
The problem is, there is no legislative majority behind any one of
those lists. The challenge we face is to build a bipartisan consensus
on a legislative package that would enable Congress and the Presi-
dent to give ground on all of the sacred cows—entitlements, tax
breaks, and weapons systems. Everything, except interest pay-
ments, is fair game.

A Commission can serve as a political heat shield during this
challenging election year and can develop budget recommendations
in a detached, objective way.

The Constitution and the budget process would not be violated.
Congress would still retain final authority. It can accept or reject
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the Commission’s recommendations. We believe the idea of such a
Commission has considerable merit.

CoNCLUSION

Our deficit problems have developed over a period of decades and
they cannot be resolved overnight. While it is important that Con-
gress make a start this year on the projected deficits for 1985-1989,
there should be no attempt at drastic quick fixes. This could hurt
the economy and destroy any hope for enduring economic growth.
A gradual, steady course is the best policy. The markets are not
calling for a balanced budget this year or next, but we should be
moving in that direction, instead of away from it, as we have been
the past few decades.

The right way to cut the Federal deficit is to combine continued
economic growth with vigorous efforts to reduce Federal spending.
As an overall benchmark, we -believe that spending restraints
should be sought to hold the growth rate of Federal outlays below
the growth rate of GNP. In the long run, this will eliminate the
structural imbalance between Federal revenues and outlays, and
will allow reduction in the size of the Federal Government relative
to the private sector.

To get the job done, the Administration and the Congress must
join forces in developing the deficit reduction package.



III. TAX REFORM

Popular frustration with Federal income taxation is a recurring
feature of modern life. From everyday experience one is constantly
reminded how deep this frustration runs in taxpayers of all income
groups. According to a 1983 survey by the Advisory Commission on
Intergovernmental Relations (ACIR), Changing Public Attitudes on
Government and Taxation, the Federal income tax is by far the
least popular tax in the United States, outscoring even much dis-
liked local property taxes. Thirty-five percent of the respondents
rate the Federal income tax as the worst and most unfair of all,
over three times the number identifying State income taxation as
the worst. .

Doubtless much of the unpopularity of the current tax code
arises from the fact that its burdens are not imposed. equitably.
People with comparable incomes are not necessarily taxed alike.
This inconsistency with the principle of horizontal equity results
primarily from the various exclusions, deductions, exemptions, and
tax credits, in the code. On the other hand, marginal and average
tax rates had been so high for so long that many tax preference
items were implemented to limit the counterproductive economic
consequences of the oppressive tax structure. This is particularly
true of special tax provisions designed to decrease the tax burden
on savings and investment. To some extent, the existing “income”
tax system already incorporates elements of consumption taxation.

The Internal Revenue Code and associated regulations create a
Byzantine maze for taxpayers trying to determine tax liability and
make tax-related decisions. Many of the provisions of the code and
regulations are unclear to, and disputed by, knowledgeable tax. ex-
perts. The average taxpayer is often unable to interpret the code
and regulations without assistance from tax practitioners or the
IRS. Unfortunately, if the IRS misinforms a taxpayer on interpre-
tation of a tax provision, he is responsible for any resulting viola-
tions, according to the IRS. After all, ignorance of the law—and
thousands of tax code regulations—is no excuse. The overwhelming
complexity of the current tax system supports the view that tax
simplification is both possible and desirable.

Efficiency is another important criterion of tax policy. To the
greatest extent possible, the incidence of taxation should be “neu-
tral” with respect to economic decisionmaking. Ideally, a neutral
tax system would not change incentives, resource allocation, or oth-
erwise deflect market forces from what they would be in the ab-
sence of taxation. As a practical matter, complete neutrality is
probably an unattainable ideal. But by making the tax system as
neutral as possible, economic efficiency can be improved. Obvious-
ly, the current tax system departs from the neutrality principle in
many ways.

31
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Another commonly applied principle of taxation is “vertical
equity.” This usually is interpreted to mean that people in differ-
ent income classes should be taxed according to their “ability to
pay.” The problem is that there is no clear or universally accepted
meaning of this concept. The inability to measure and compare the
marginal utility of income of different persons renders the “ability
to pay” notion imprecise. Though some degree of progressivity can
be advanced on practical or normative grounds, there is no clear,
objective formula to apply in designing the rate structure. Any ar-
gument in favor of one degree of progressivity can be used to sup-
port virtually any level of progressivity.

In sum, there is plenty of substance to the popular feeling that
the tax system is arbitrary and unfair, if not downright oppressive.
Consequently, a growing number of taxpayers believe they are jus-
tified in evading the system illegally. Thus, not only has the cur-
rent tax code undermined economic growth and efficiency, but
public morality as well. Though estimates of lost revenues from the
various forms of tax evasion vary, most are in excess of $50 billion
annually. Clearly, voluntary tax compliance is threatened by popu-
lar disaffection with the current income tax system.

Economic PrRoBLEMS WiTH THE CURRENT SYSTEM

The crucial importance of adequate rates of savings and capital
formation are universally recognized. Long-run economic health
and U.S. international competitiveness both depend on sufficient
saving and investment. Private capital formation is important for
rising rates of labor productivity, real earnings, and employment.
Given the quantity of labor services, an increase in the amount of
capital will raise the marginal productivity of labor; thereby real
wage rates and employment will tend to increase. In sum, a rising
American standard of living is dependent, to a large extent, on ade-
quate rates of saving and capital formation.

Technological progress is another important component of pro-
ductivity and economic growth. As a practical matter, however, it
is hard to separate the contribution to economic growth made by
capital formation and that made by technological progress. They
are interrelated to some extent, not only because research and de-
velopment requires capital outlay, but because technology can be
applied only through investment.

The current progressive marginal tax rate schedule is a formida-
ble barrier to economic activity. Disincentives to work, save, and
invest remain powerful, even after passage of the 1981 Economic
Recovery Tax Act (ERTA), Pub. L. 97-34. A reform which dispensed
with the number of brackets and the progressive rates of the cur-
rent tax code would be beneficial in and of itself.

High marginal tax rates promote excessive caution in business
decisionmaking by reducing the rewards for risk-taking. The tax
system raises the threshold rate of return, makes many projects
uneconomical, and discourages dynamic entrepreneurship. As the
pace of innovation is slowed, U.S. international competitiveness is
further eroded.

The income tax system undermines economic progress because it
is biased against saving, capital formation, and innovation. The
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choice between saving and consumption is distorted by punitive
treatment of saving. In large measure, taxes not only fall on the
amount of income newly saved, but also on the yield of this saving.
At the margin, the future income stream represented by saving is
taxed twice, while consumption is taxed only once. The relative
price of saving and consumption is altered by the income tax in
such a way as to encourage consumption and discourage saving.
This current lack of neutrality regarding saving causes distor-
tion. Current consumption becomes more attractive relative to
future consumption and saving and capital formation suffers as a
result. Although in recent years saving has been accorded more tax
neutral treatment by expanded availability of Individual Retire-
ment Accounts (IRA’s), the dividend exclusion, and other provi-
sions, a strong bias remains against saving. A wholesale revision of
current tax law is necessary to remedy this serious problem.

AGENDA FOR Tax REFORM

Future tax reform must be based on alternatives to the familiar
‘“soak the rich” reflex. It is now widely recognized that even confis-
cation of the income of the richest 1 percent could fund the Federal
Government only for a few days. Clearly, future tax reforms and/
or tax increases must be broadly based and comprehensive. The fol-
lowing are some options currently under discussion.

Consumption Taxation

The concept of consumption based taxation has gained increasing
support in the last decade. The U.S. Department of the Treasury’s
1977 Blueprints for Basic Tax Reform further stimulated interest
in consumption taxation. By taxing people on what they withdraw
from total wealth, rather than what they contribute, the tax base
would be shifted from adjusted income to expenditure. Measure-
ment of each item of expenditure would be impractical for purposes
of tax administration.

Net saving and investment could be subtracted from total annual
income to yield, net of allowable deductions, the tax base to which
the tax schedule would be applied. Or, the return from saving and
investment could be deducted from c¢urrent income. This form of
taxation would require special treatment of borrowing; loans would
be included in the tax base at some point.

The most straightforward approach to defining the consumption
tax base was provided in the Blueprints for Basic Tax Reform. The
cash flow method would add the inflow of cash to the taxpayer
from all sources and deduct cash outflows to saving and invest-
ment. The remainder, net of allowable deductions, would constitute
the consumption tax base. Special “qualified accounts” would be es-
tablished by each taxpayer through which tax deductible saving
-and investment would be channeled. Withdrawals from these ac-
counts would be included in the tax base. The accounts would be
set up at banks, savings and loan associations, brokerage firms, and
other financial institutions. ‘

A popular misconception maintains that consumption taxation is
inherently regressive. However, the choice of a consumption base
says nothing about its incidence upon different income groups. The
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important factor in this regard is the rate structure, not the tax
base. The rate structure may be adjusted to make consumption tax-
ation as progressive or regressive as any other tax system.

The elimination of taxation on net saving and investment would
provide great economic benefits. The rate of saving in the United
States is considerably below most of its international competitors,
and clearly needs to be increased. Under the current system,
saving is subject to double taxation. Other investment returns are
subject to capital gains taxes on inflation-induced and illusory capi-
tal gains. This treatment of new saving and investment is not con-
ducive to economic growth and is inequitable because, at any
income level, those who save proportionately more will tend to be
subjected to higher tax rates. Adoption of a consumption tax
system would stimulate more saving and investment, technological
progress, productivity, and U.S. international competitiveness,
thereby raising American living standards.

Flat Rate Taxation

Another tax reform which has captured public support is the flat
rate tax. Strictly speaking, the issue of a flat rate versus progres-
sive tax rates concerns only the rate structure of the tax system,
and not its base. It has been estimated that a flat rate of 19 per-
cent applied to the current individual tax base (retaining all deduc-
tions, exclusions, and credits) would raise the same amount of reve-
nue as the individual tax schedule in place in 1984. However, to
raise the same amount of revenue at a significantly lower rate re-
quires a broadening of the tax base, a tradeoff contained in many
flat rate proposals. The amount of deductions, exclusions, and cred-
its would have to be sharply reduced to establish a more compre-
hensive income base. However, the lower marginal tax rates ap-
plied to the broadened base generally would be less than most rates
in the current tax schedule, reducing disincentives to work, save,
and invest.

Much discussion of flat rate taxation includes proposals with
more than one tax rate. However, a true flat rate tax can only
have a single tax rate applied to all taxpayers, regardless of tax-
able income.

In order to raise the same amount of revenue on a static basis as
the current system, some flexibility exists in setting the tax rate
and the breadth of the tax base. As mentioned, the current tax
base with a 19 percent flat rate could raise the same amount of
revenue as the current schedule. The same or lower flat rate could
be applied to another tax base to generate a different tax inci-
dence. A generous standard deduction of several thousand dollars
could decrease the tax burden of lower income persons relative to
what it would otherwise be under flat rate taxation. The mix of
possible tax rates and tax bases is almost infinite, and could be
used for a wide variety of economic and social policy objectives.

PROPOSAL OF ROBERT HALL AND ALVIN RABUSHKA

The best known flat rate tax scheme is the Hall-Rabushka (Stan-
ford University) proposal. Under this plan, embodied in S. 557, a 19
percent flat tax rate would be applied to both individuals and busi-



35

npslses. According to its proponents, this plan is based on four prin-
ciples:
All income should be taxed only once, as close as possible to
its source.
All types of income should be taxed at the same rate.
The poorest households should pay no income tax.
Tax returns for both households and businesses should be
simple enough to fit on one page. '

The basis of individual taxation would be total compensation
from employers in the form of wages and salaries, value of fringe
benefits, and pension contributions. Married couples filing jointly
would be permitted to deduct a $6,700 “allowance,” single persons
a $4,100 allowance, and single heads of household $6,000. Further,
there would be an allowance of $810 for each dependent. Income in
the form of interest, dividends, and capital gains would not be in-
cluded in the tax base. No other deductions would be permitted.

The allowances provided would ensure that very low-income per-
sons would pay no taxes. A family of four with compensation of
$8,320 would pay no tax, while families at progressively higher
levels of income would pay tax on a rising proportion of income.
The average effective tax rate would increase with the amount of
compensation, making the flat rate in.one sense progressive, albeit
less severely so than the current system.

One of the most outstanding aspects of this reform is its simplic-
ity. Individuals could file their tax returns on a form no larger
than a post card. The need for tax advice would be minimal, be-
cause the source of confusion would be removed. Furthermore,
horizontal equity would certainly be greater than it is now.

Tax treatment of businesses would be a bit more complicated.
The income of all businesses, incorporated or not, would be taxed
only once at a 19 percent flat rate. Capital investment could be ex-
pensed immediately. The cost of goods and services, and employee
compensation would be deductible. Interest, depreciation, or pay-
ments to owners would not be deductible to the corporation.

This flat tax scheme has a number of attractive features. By cut-
ting most marginal tax rates and by eliminating the double tax-
ation of saving and the returns to saving, the incentive to save and
invest would be greatly enhanced. With removal of the double tax-
ation of saving and yield, intertemporal distortion would be  re-
duced and economic efficiency would be improved. Furthermore, in-
tersectoral resource distortion from special tax treatment would be
removed, thus improving the allocation of capital. In the long run,
the faster economic growth resulting from this reform would bene-
fit all income groups.

However, this plan does present a number of political problems.
Elimination of deductions for charitable contributions, medical
costs, moving costs, mortgage interest, and other items does not
appear to enjoy wide support. Of course, some deductions might be
retained to achieve desired social policy ends. The key question is
whether taxpayers would consider the lower tax rate a worthwhile
trade for whatever deductions were eliminated. On a static basis,
the more deductions that were retained, the higher the flat rate
must be to collect the same amount of revenue as the current
system.
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Moreover, the sharp reduction in the top marginal rate for indi-
viduals has been attacked because it would allegedly reduce the
share of the tax burden borne by the rich. However, earlier experi-
ences with cuts in maximum marginal tax rates indicate that the
share of the tax revenue paid by the very wealthy actually increased
as a result.

PROPOSAL OF SENATOR BRADLEY AND REPRESENTATIVE GEPHARDT

The Bradley/Gephardt bill, S. 1241 and H.R. 3271, is often de-
scribed as a type of flat rate tax, although this designation is some-
thing of a misnomer. Under this proposal, a flat 14 percent
“normal” tax would be applied to taxable income, but a two-tiered
progressive surtax schedule of 12 percent and 16 percent would be
applied to incomes over $25,000 for singles and $40,000 for married
couples. In effect, an individual’s adjusted gross income would fall
into one of three tax brackets, each levying progressively higher
marginal tax rates ranging from 14 percent to 30 percent (com-
bined normal and surtax rates).

The personal exemption would be $1,600 for single returns,
$3,200 for joint returns, and $1,800 for single heads of households.
The deductions for home mortgage interest, charitable contribu-
tions, State and local income and real property taxes would
remain. Some transfer payments, such as social security and veter-
ans benefits, would be excluded from taxation, but others, such as
unemployment compensation, would not be deductible.

The primary benefit of this proposal is the sharp reduction in in-
dividual marginal tax rates. The top marginal rate would be cut
from 50 percent to 30 percent. Marginal tax rates would decline for
most taxpayers. While on the surface these rate reductions should
increase incentives to work, save, and invest, there are some impor-
tant offsetting negative aspects of Bradley/Gephardt.

First, inflation-indexing of the tax code is repealed. This hurts
lower and middle-income taxpayers more than the wealthy. Since
the legislation retains three progressive tax rates, there will still be
considerable “bracket creep” from inflation.

Second, the capital gains tax rate is increased from 20 percent to
30 percent, a 50 percent jump that would be devastating to equity
markets and thus to capital investment. Also, removal of the gen-
eral exclusion for interest and dividends and the exclusion for in-
terest on cash value life insurance would increase the cost of
saving.

Third, Bradley/Gephardt is too complex. There is one personal
exemption for adults, and a different (smaller) one for families with
children. While claiming to retain deductions for mortgage inter-
est, property taxes, and charitable contributions, Bradley/Gephardt
allows only partial deductions. Sometimes deductions depend on
gross income, and at other times on taxable income, effectively
forcing people to figure out their taxes twice.

Fourth, while increased exemptions and standard deductions will
drop many people from the tax system, lower income workers
would be hit by higher payroll taxes on employer-provided health
and life insurance and child care. Working couples would lose by
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repeal of the ‘“marriage penalty deduction.” Two-earner couples
with children appear to lose the most.

With regard to corporations, a flat 30 percent income tax rate
would be established. But the investment tax credit and other tax
‘credits would be abolished, and the current rapid depreciation
system would be replaced with longer write-off periods for equip-
ment and structures. Capital-intensive businesses, so important to
the industrial base of the United States, would be seriously
harmed. Moreover, small companies would lose from the elimina-
tion of lower rates on the first $50,000 of taxable income. High-tech
con(lipanies would lose from repeal of the research and development
credit. .

On balance, the Bradley/Gephardt bill would result in fewer in-
centives for saving, capital formation, and economic growth. The
notion of increasing taxation of significant sources of saving and in-
vestment is moving tax policy in the wrong direction. The negative
effects of extending the taxation of saving and investment may
overwhelm the positive impact of lower marginal tax rates.

Tax Expenditures

A variety of “tax reforms” focus on broadening the tax base by
reducing so-called “tax expenditures.” These are usually defined as
tax exclusions, exemptions, deductions, or credits which provide
economic incentives or tax relief for qualifying taxpayers. Accord-
ing to the Joint Committee on Taxation, the term “tax expendi-
ture” arises from the assumption that the goals of these favorable
tax provisions could be accomplished by replacing them with a
direct government expenditure. In order words, tax expenditures
and government outlays are functionally equivalent. Money not
taxed belongs to private persons at the sufferance of the govern-
ment. The implication is that private income is property of the
state, instead of belonging to those who earn it.

Special Analysis G of the Fiscal Year 1985 budget contains a list
of “tax expenditures” and estimated revenue losses for Fiscal Year
1985. Tax expenditure items for individuals vary in significance.
The largest item is the $56.3 billion of net excluded pension contri-
butions and earnings. The deductibility of mortgage interest totals
$25 billion, deductibility of nonbusiness State and local taxes (other
than on owner-occupied homes) $21.6 billion, exclusion of employer
contributions for medical insurance premiums and medical care
$20.2 billion, capital gains (other than certain natural resources
and agriculture) $15.7 billion, exclusion of OASI benefits for retired
workers $13 billion, deductibility of charitable contributions $11
billion, deductibility of interest on consumer credit $10.8 billion, de-
ductibility of property tax on owner-occupied homes $9.6 billion,
and the deduction for two-earner married couples $6.6 billion.

These appear to be the 10 largest individual tax expenditures. In
addition, there are business tax expenditures, largely concentrated
in four items: $26.5 billion for the investment tax credit (except for
ESOP’s, rehabilitation of structures, energy property, and refores-
tation expenditures), $23.6 billion for accelerated depreciation of
machinery and equipment (pre-1983 budget method), $7.7 billion for
the exclusion of interest on public purpose State and local debt,
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and $5.9 billion for.reduced rates on the first $100,000 of corporate
income. This is not to say that there aren’t many other individual
and corporate tax expenditures, some valued in the billions of dol-
lars. But the ones listed here, totalling $254 billion, are the major
items listed in OMB’s Special Analysis G. If a major effort is going
to be made to significantly increase Federal revenues, this is where
the big money is.

If the major tax expenditures for individuals were repealed or
curtailed, most of the burden would fall on lower and middle-
income taxpayers. Certainly, the elimination of the net exclusion of
pension contributions, deductibility of mortgage interest, exclusion
of contributions for medical insurance premiums and medical care,
and deductibility of consumer credit interest, for example, would
not significantly increase the tax burden of the rich, but would
greatly increase the burden of middle and low-income taxpayers.
These- examples show why the idea that “tax loopholes” primarily
benefit the rich is a myth. : '

Furthermore, many tax loopholes are designed to lessen the ex-
cessive taxation of saving and investment. For every dollar of po-
tential additional tax revenue raised from this source, the pool of
saving would decline by at least an equivalent amount. Assuming -
that the purpose of future “revenue enhancement” is to reduce the
deficit in order to lessen credit market pressures, and not to fund.
increased Federal spending, any efforts to raise revenue by taxing
savings more heavily is bound to be counterproductive. This can be
seen in the corporate sector by the current improvement in cash
flow partially due to the accelerated cost recovery system (ACRS)
component of Economic Recovery Tax Act (ERTA), in concert with
the economic recovery. Capital consumption allowances are a
major source of corporate saving. The current improvement of cor-
porate cash flow and business saving is widely recognized as a
factor reducing credit market pressures in 1984.

Increased taxation of other forms of saving would also decrease
the pool of saving. The current treatment of pension plans encour-
ages saving, and the same is true of the treatment of IRA’s and in-
terest on life insurance savings. Changing the tax treatment of
these items would be moving further away from tax neutrality, and
would raise additional barriers to saving and capital formation.

Corporate Taxation

The idea that corporations are under-taxed is again in vogue.
Corporate income taxes as a share of total Federal receipts have
indeed declined. In 1950, 26.5 percent of total receipts were derived
from corporate income taxes. By 1982 only 8.0 percent of Federal
revenue came from this source.

To some, these figures make a compelling case for increasing cor-
porate income taxation. However, there are two major reasons why
the share of total receipts derived from corporate income taxation
has declined. Neither reason supports the case for heavier taxation.
First, there has been long-term erosion in corporate profits. Corpo-
rate profits in 1950 were 18 percent of national income; by 1982
their share had dropped to about 7 percent. Naturally, the unfavor-



39

able trend in corporate profits has reduced tax revenues derived
from this source.

The other major factor explaining the decline of the share of cor-
porate income taxes paid relative to total Federal receipts is the
rising tax revenue derived from other sources. In 1950, individual
income taxes contributed $15.7 billion or about 40 percent of all
Federal revenue; by 1982 this had climbed to $297.7 billion or 48.2
percent of total tax revenues. Social insurance taxes and contribu-
tions (mostly social security) increased from $4.4 billion, 11.1 per-
cent of Federal revenue in 1950, to $201.5 billion or 32.6 percent of
total receipts in 1982. The rise of individual income and social secu-
rity tax revenues has been a consistent trend in the last three dec-
ades.

Neutral tax treatment of corporations would permit complete ex-
pensing of capital investment, or its equivalent. Any treatment
short of this should not be regarded as tax preference. In addition,
the incidence of the corporate income tax has mystified economists
for years. Although most recognize that corporations do not pay
taxes, people pay taxes, there is great uncertainty about the distri-
bution of the tax burden. What part workers, consumers, investors,
or others may or may not pay is unclear. This leads to the question
of whether it is rational to maintain a tax whose incidence is im-
possible to determine. ‘

CONCLUSION

The current tax system is not working well and consequently is
unpopular. Even after the 1981 Economic Recovery Tax Act, the
tax code still penalizes saving, risk-taking, and allocative efficiency.
Either a well-designed consumption tax, or a flat rate tax, would be
superior by generating more saving, innovation, and economic
growth while offering the potential of tax simplification. Taxation
of saving and capital formation should be reduced, not increased,
by any future tax reform.



IV. INTERNATIONAL ECONOMIC POLICY

In 1983 the domestic economic resurgence was not supported by
the Nation’s trade performance. By year end, the U.S. merchandise
trade deficit reached a record high of roughly $61 billion, nearly
double the 1982 level. For the second straight year, exports of both
agricultural and manufactured products fell significantly, reversing
the consistently positive trends of the 1970’s. Services exports ex-
hibited a similar pattern.

Worldwide trade developments this past year were also ominous.
With world trade volume at a near standstill, the leaders of major
free-world nations sought to bolster the international economic
system. In early May at the OECD meetings, the economic minis-
ters agreed that “within the framework of their cooperation,
strengthening the open multilateral trading system is essential to
support the recovery and the transition to sustained growth.” Later
that same month, at the Williamsburg Summit, the heads of state
issued a strong statement on the need to end protectionism in in-
ternational commerce and agreed to consult on ways to dismantle
existing trade barriers. Yet, positive developments, such as Japan’s
decision to tackle the trade distorting effects of its standards and
certification requirements, were a rare exception. The prevalent
trend was a slide into nationalistic policies epitomized by the Euro-
pean Community’s consideration of further trade-restricting poli-
cies as a part of its reform of the Common Agricultural Policy
(CAP). Even the United States, the longtime bulwark of a free in-
ternational trading system, was unable to provide leadership in dis-
mantling trade barriers. In November, most delegates to the
annual meeting of the General Agreement on Tariffs and Trade
(GATT) noted the lack of progress in meeting objectives for improv-
ing the international trading system set at the 1982 annual meet-
ing, objectives recognized at the time to be limited in scope.

The temptation in these difficult circumstances is to abandon
U.S. support for an open trading system. Protectionism, however, is
not in reality a serious option, but a form of economic suicide. It
raises prices and limits consumer choice, particularly for those less-
well-off economically. It stifles innovation by removing competition,
guaranteeing a delay in the investments in technology and educa-
tion needed to raise productivity levels. In the guise of a job creat-
ing policy, in the end it results in fewer jobs for Americans since
other nations are bound to respond by closing their own borders to
American-made products.

The employment benefits for an economy geared to global mar-
keting should not be underestimated. In recent years, four out of
every five new manufacturing jobs in this country resulted from
production for export. Now, one out of every eight U.S. manufac-
turing jobs relates to exports, and in agriculture 40 percent of all
employment is linked to exports. Services trade provides additional
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employment; currently the United States is responsible for 20 per-
cent of total world trade in services. Trade already means jobs to
many Americans, and our businesses have only just begun to tap
this $2 trillion world market. U.S. protectionism would threaten a
priglary engine of future domestic employment growth—export
trade.

Pouricies To STRENGTHEN AMERICA’S INTERNATIONAL EcoNomic
PosiTioN

To take better advantage of trade opportunities and to lessen the
risks of a protectionist folly, the United States should seek to im-
plement policies which strengthen our trade position. Such policies
should focus on the following key areas: international debt, recov-
ery abroad, exchange rates, unfair trade practices, multinational
negotiations, government organization for trade, industrial com-
petitiveness, and industry participation in the world market.

Limiting the Adverse Effects of the International Debt Problem

A strong U.S. trade performance depends upon constructive han-
dling of international debt problems. Statistical evidence is now
available confirming the enormous effects of the debt problems of
less developed countries (LDCs) on U.S. exports and jobs. The
United States had a $12.9 billion deficit in 1983 with the eight
high-debt Latin American countries taken as a group, compared
with a $2.9 billion trade deficit in 1982. Exports to these countries
fell from $26.5 billion in 1982 to $19.2 billion in 1983, a 27 percent
decrease, and this followed an $8 billion decrease in exports to
_those countries from 1981 to 1982. Shipments dropped in 1983
across a broad range of industries: 20 percent in wood and paper
products, 38 percent in nonmetallic minerals and products, and 39
percent in metals, machinery, and transport equipment. It is esti-
mated that more than 180,000 U.S. jobs were lost in 1983 due to
Latin American debt problems.

Though there have been a number of stabilizing developments
over the past year—strengthening commodity prices, steady oil
prices, recovery in the United States, and the implementation of
stringent domestic economic programs in debt-burdened LDCs—the
financial position of debtor countries remains precarious. Brazil is
carrying a $93 billion debt burden and Mexico, a leading U.S.
export market, has a total debt of $90 billion, of which $63 billion
is owed to commercial banks in Western Europe, Japan, and the
United States.

Responsible handling of the international debt problem by the
banks, the borrowers, and by governments is necessary in order to
minimize negative trade and financial reverberations on the U.s.
economy. :

Last year, the U.S. Government approved $8.4 billion in addition-
al funding for the International Monetary Fund. This year U.S.
Government policies that support domestic economic growth and
maintain open markets for LDC goods are essential to further
easing of the LDC debt burden. Protectionism in this country or a
decline in our economic growth would deny debt-burdened LDC'’s
needed export earnings and limit their economic growth. In addi-
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tion, U.S. macroeconomic policies which lower interest rates would
help these countries by reducing their interest payments.

Banks must continue to be flexible in negotiating restructured
loans and should monitor the developing countries’ use of borrowed
funds more closely than has been the case in the past.

For their part, borrowers must continue to implement difficult
austerity measures. In addition, the debt situation requires that
third world countries reduce costly and counterproductive subsidy
practices. Subsidies limit LDC productivity and growth, a situation
debt-burdened countries can ill-afford. Equally important, subsidies
create pressures in developed countries for protectionist actions
which could prevent economic recovery in the LDCs.

Supporting Recovery Abroad

The United States has a strong stake in fostéring recovery
abroad. The U.S. job losses resulting from poor third world econom-
ic performance noted above have been compounded by the lagging
recovery in the industrialized countries. In 1983, the economic
growth rate for Europe (France, Germany, Italy, and the United
Kingdom) was only 0.6 percent. The slow growth in Europe contrib-
uted to the dramatic decline in our trade balance with the Europe-
an Community from a substantial surplus of $5.4 billion in 1982 to
only $427 million in 1983.

Given the pervasive economic links among the industrialized
countries, a framework of overall economic cooperation with our
trading partners is a prerequisite for broadening the recovery. This
framework should include close consultation on macroeconomic
policies. Policy coordination should not be underestimated as a _
means of economic recovery, both here and abroad. Economic coop-
eration also precludes enactment of trade distorting domestic meas-
ures, such as the House-passed Domestic Content Bill, H.R. 1234.
The Domestic Content Bill, which would require that a certain per-
centage of the value of an imported automobile be sourced in the
United States, is a blatant violation of this country’s international
legal obligations and a grave threat to world economic recovery. It
would cost more jobs than it creates. The Congressional Budget
Office estimates that by 1990, the domestic content legislation
would eliminate roughly 104,000 jobs in the U.S. export sector
against the creation of 33,000 jobs in the automatic sector.

Stabilizing the Value of the Dollar

The dollar rose to unprecedented levels on exchange markets in
1983, hindering U.S. export sales and intensifying import pressures
in the domestic market. For example, between December 1982 and
December 1983, the dollar appreciated 24 percent against the
French franc and 14 percent against the Deutsch mark. On a trade-
weighted basis, the appreciation was 11 percent over the same
period. These 1983 increases brought the total dollar appreciation
since December 1980 to 84 percent against the French franc, 38
percent against the Deutsch mark, and 46 percent on a trade-
weighted basis. The dollar appreciation contributed to increases in
the value of U.S. imports by $11 billion and reductions in the value
of U.S. exports by $24 billion since 1980. Since every $1 billion in
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exports accounts for approximately 25,000 jobs, it is possible that
600,000 jobs have been lost in export business alone, partly as a
result of the high value of dollar. : '

The growing trade and current account deficits and improving

U.S. growth rate presage a decline in the value of the dollar. Sever-
al factors, however, are working against these economic fundamen-
tals, including the attractiveness of the United States as a safe-
haven for foreign investments, low inflation and relatively high
real U.S. interest rates. These factors attract substantial capital to
this country. The inward flow of capital raises the demand for dol-
lars and keeps the value of the dollar high.
" Policies aimed at stabilizing the value of the dollar must be capa-
ble of providing long-term results. Exchange market intervention
should be used only in conditions of severe distortion because inter-
vention is exteremely costly and is likely to provide only a short-
term, if any, market effect. The basic economic factor that must be
addressed—interest rates—is related to macroeconomic policies,
both monetary and fiscal.

Monetary and fiscal policies necessary to stabilize the value of
the dollar are outlined in Chapter I and II of this Report. Interest
rates are most clearly affected by monetary policy. Over the last
few years, the Federal Reserve Board has broken the inflationary
spiral of the 1970's—a development of critical importance to the
long-term competitiveness of U.S. industry. Without jeopardizing
its success on inflation, the Federal Reserve should now assure that
the supply of money is sufficient to prevent upward pressure on in-
terest rates. In addition, many people believe that fiscal policy, par-
ticularly the large projected budget deficits, has been a recent
source .of pressure on interest rates. Unfortunately, Congress has
been unwilling to make the spending cuts necessary to bring the
-deficits under control and help to restore the thousands of jobs lost
as our export sales have faltered.

While the adverse effects of current exchange rates on U.S. trade
- are attributable for the most part to the unprecedented value of
the U.S. dollar, our trade performance has also been affected to
some degree by the undervaluation of the Japanese yen. Although
the value of the dollar in terms of yen fell slightly in 1983, between
1980 and 1983 the dollar rose by roughly 14 percent against the
yen, from 203 yen per dollar to 231 yen per dollar. A high point
occurred in November 1982, when one dollar equaled 278 yen, 21
percent over the December 1980 level.

In November 1982, President Reagan reached an agreement with
the Japanese government regarding steps that government would
take to internationalize the yen. A number of these steps—easing
guidelines on the issuance of yen-denominated bonds abroad, lower-
ing the mininum denomination of certificates of deposit, and abol-
ishing restrictions on the yen forward market—should help reduce
the global demand for dollars and raise the value of the yen. The
United States should press the Japanese to follow through on these
commitments and should seek to build on them. Probably the most
significant step the government of Japan could take would be to
encourage the denomination of a large share of Japanese exports
and imports in yen. It is estimated that in 1981 only 2 percent of
Japan’s imports and 37 percent of its exports were denominated in
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yen. Such a step would greatly increase the demand for yen caus-
ing the value of the yen to strengthen.

Countering Unfair Trade Practices

This country cannot easily avoid unfair trade policies if other
countries do not make similar commitments. We must increase our
efforts to combat unfair practices on the part of our trading part-
ners. Predatory trade measures (e.g., domestic subsidies, export
aids, and cartel arrangements) deny U.S. producers sales at home
and abroad and should be removed.

The United States should develop careful and measured re-
sponses designed to restore our legitimate competitive opportuni-
ties rather than implemeting actions that will promote a beggar-
thy-neighbor trade war. On this point, we note that there is a
danger in the unilateral development and enactment of new trade
laws. Historically, U.S. laws to counter foreign unfair trade prac-
tices, such as dumping and subsidization, have been based on pains-
takingly-negotiated international agreements. Because of their link
to these agreements, our trading partners have in nearly all in-
stances refrained from retaliating against import restrictions im-
posed under these statutes. Unilateral trade laws risk retaliation
and invite other countries to develop their own unilateral trade
rules, which well could run counter to U.S. interests.

Improving the International Trading System

As the Administration has recognized, there is a need for multi-
lateral trade negotiations. A number of key issues were left unre-
solved in the last round of international trade negotiations, the
Tokyo Round. Principal among these were rules for trade in agri-
cultural products an area that has become increasingly conten-
tious, and general agreements on procedures and criteria to be fol-
lowed when import restraints are taken to “safeguard” a domestic
industry from increases of fairly-traded imports. The absence of
real international consensus on safeguards encourages countries,
the United States included, to bypass current trade rules. In addi-
tion, the GATT, which governs trade among most nations, does not
deal with trade in services or adequately address investment issues,
such as performance requirements and local content rules. Another
important area which merits special attention in new trade negoti-
ations is high-technology trade. Discussions should begin in the
GATT on industry “targeting” practices.

Today’s world economy is characterized by tumultuous change—
the constant appearance of new products, services, and processes,
and rapidly shifting comparative advantage between countries. In’
this dynamic environment, international trade agreements—tariff
and nontariff—can quickly become outdated.

The current rapid pace of economic change demands a commit-
ment to an on-going, multilateral trade negotiating process. This is
the best way to assure that the United States receives reciprocal
benefits for its trade concessions and the advantages of trade ex-
pansion.

Fortunately, support for negotiations to strengthen the trading
system is growing. The European community is now backing inter-
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national consideration of services trade issues and Japan has called
for a new GATT negotiating round. United States leadership has
fostered this growing consensus in favor of negotiations. In 1984,
the Administration should continue to press our trading partners
to undertake the necessary preparatory work for new negotiations
to strengthen the multilateral trading system.

Reorganizing the Government’s Trade Bureaucracy

Trade leadership is now split between the Department of Com-
merce and the U.S. Trade Representative. The Department of Com-
merce provides trade analysis, implements trade agreements, and
promotes exports. The U.S. Trade Representative manages trade
negotiations and trade policy. This split is in many respects artifi-
cial. Where does analysis end and policymaking begin? When does
negotiation stop and implementation start? The division of trade
leadership between these separate agencies results in management
inefficiencies, turf battles, and ad hoc, reactive, and sometimes con-
tradictory government trade policies. No one knows where the
trade buck stops. Moreover, under this trade organization, trade
policy often is merely the residual of decisions made in furtherance
of other disparate goals. Trade does not have ‘“clout” when nation-
al priorities are established.

The United States can increase its effectiveness in multilateral
trade negotiations, in enforcement of domestic trade laws, and in
the coordination of macroeconomic policies with our trade interests
by restructuring our government organization for trade. The Ad-
ministration has proposed the creation of a separate cabinet De-
partment of Trade to remedy the deficiencies in our current trade
organization.

Enhancing Our Industrial Competitiveness

" American successes in today’s globally-interdependent world de-
pends upon adjustment by the private sector. Government’s role
should be to create a favorable environment for private sector ad-
justment to the new trade realities. Policies to foster such an envi-
ronment are discussed throughout this Report and a detailed dis-
cussion of industrial competitiveness follows this chapter. Our basic
approach is to recommend a combination of general policies (e.g.,
macroeconomic, antitrust, regulatory, research and development)
and policies geared to individual adjustment (e.g., retraining, job
search,. and relocation). This approach could be called ‘“‘growth
policy.” We reject a heavy reliance on approaches—such as indus-
trial policy—which emphasize sectoral policies. An emphasis on in-
dustry-specific policies, particularly the selection of industry “win-
ners and losers,” is likely to lead to increased protectionism, costly
pork-barrel approaches, and a degree of government planning that
is an anathema to the American public. As a result, it would mean
slower adjustment and a lower standard of living in this country. It
is “growth policy,” not “industrial policy,” that has the potential to
spread and increase our national prosperity.

The use of import protection to promote adjustment should be
considered only in the most serious circumstances because govern-
ment intervention to protect one sector of the economy can harm

30-460 O—84——4



46

other sectors. This is why the legal standard for protection from
fairly-traded imports is difficult to meet. This past year, only two
industries received relief under this standard—speciality steel and
motorcycles. There is, moreover, a growing consensus that when
relief from imports is provided, the industry involved, and its work-
ers, should be expected to undertake specific commitments that
would enhance the competitiveness of that industry.

Broadening American Participation in the World Market

A final area that should not be overlooked in assessing the rea-
sons for our poor trade performance is the reluctance of American
businesses to participate in international markets. Only a relative-
ly small number of U.S. companies account for most manufactured
exports: Five companies account for 13 percent; 50 exporters ac-
count for 34 percent and over 60 percent is accounted for by about
1,000 exporters. It is further estimated that only about 10 percent
of the 300,000 manufacturing companies in this country are export-
ers. Given this situation, our government leaders must continue to
urge American businessmen to enter the competition for world
markets. American businesses can no longer afford to produce pri-
marily for this country, with only the leftovers shipped abroad.

CONCLUSION

Today, the world economic system is at a crossroads. Nations
may strengthen and support the system to promote world prosper-
ity or they may turn on it and revert to a morass of beggar-thy-
neighbor policies reminiscent of the 1930’s. Much depends on U.S.
leadership. To remain a world trade leader, the United States must
continue to deal with its own trade problems constructively.

In summary, a constructive approach to trade would first and
foremost avoid protectionist policies. Instead, the United States
should implement policies to strengthen our economic recovery and
lower interest rates, bolster industrial competitiveness, support the
multilateral trading system, and encourage American participation
in world markets. Consultation with our trading partners should be
pursued to expand free trade, but at the same time, our trading
partners should be put on notice that our domestic trade laws will
be vigorously enforced. Finally, we should make trade a clear na-
tional priority by better coordination and concentration of our
trade agencies. :



V. INDUSTRIAL COMPETITIVENESS

Industrial policy advocates have been critical of the Nation’s in-
dustrial performance, but their calls for more government inter-
vention are ill-founded. A review of long-run employment, trade,
output, and productivity trends reveals that the United States is
- not deindustrializing. The American economy is considerably dif-
ferent today than it was following World War II, because of its
flexibility and dynamism, but the U.S. economy has not lost its
competitiveness.

Manufacturing output has held relatively steady at about 24 per-
cent of GNP from 1950 to the present. Also, the perception that
millions of workers are being displaced in manufacturing by for-
eign competition is simply untrue. Total jobs in manufacturing
have actually increased each decade since the 1950’s.

What is happening in the American economy is that long-term
structural changes are being reflected in rising fortunes for some
industries and declining fortunes for others. Exports have risen as
a percent of GNP to a current level of about 12 percent. Manufac-
turing output has kept pace with the national economy, but manu-
facturing jobs have been declining as a percent of total employ-
ment. These structural shifts reflect higher productivity growth in
the export and manufacturing sectors and shifts in consumer pref-
erences. They do not reflect a loss of U.S. competitiveness in inter-
national markets. Foreign competition is important, but it is not a
major causal factor in the long-term transformation of the Ameri-
can economy.

The long-run resiliency of the American economy is best revealed
in the data on job creation. A comparative analysis of long-term job
creation among the industrialized nations is presented in Table
V.1. In the United States, total employment expanded by 20 per-
cent from 1960 to 1970 and by 25 percent from 1970 to 1980. About
33.3 million more Americans were employed in 1980 than in 1960.
Of the industrialized nations, only Canada outpaced the United
States in the rate of net total job creation. A large percentage of
these jobs were filled by women, minorities, and youth as they en-
tered the labor force for the first time in record numbers.

The 1981-1982 recession reduced total employment, but employ-
-ment growth has since resumed at a record clip. In 1983, four mil-
lion net new jobs were created as the American economy surged
ahead. This suggests that labor markets will continue to be robust
in the future.

Job growth in the service sector has outpaced job growth in the
manufacturing sector, but U.S. manufacturing employment is not
declining. In 1979 more workers were employed in manufacturing
than in any previous year. By 1982, manufacturing employment
slumped as a result of the recession, but it has rebounded strongly
since then. Current trends suggest that employment in the manu-
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facturing will soon surpass the 1979 level. In addition, job growth
in the manufacturing sector in the United States outpaced that in
Japan and most other major industrialized nations by a wide
margin (See Table V.1.). There is no evidence from the data that
the United States is a net exporter of manufacturing jobs to the
rest of the world.

TABLE V.1.—TOTAL AND MANUFACTURING JOB GROWTH IN THE UNITED STATES, JAPAN, AND OTHER
INDUSTRIALIZED NATIONS

{1960 to 1982)

1960 to 1980 1970 to 1980 1980 to 1982

Percent change in total employment

United States . 19.5 249 03
Canada 327 345 —.8
Australia . N/A 16.0 2.2
Japan 14.8 87 18
France y 94 39 -9
Germany 1.6 -14 24
Great Britain 2.7 13 —6.3
Italy —49 10 0
Netherlands 124 19 —31
Sweden 11 98 -3
Percent change in manufacturing employment
United States 20.1 5.8 —15
Canada 20.2 19.1 -85
Austrafia N/A =13 -23
Japan 458 -9 8
France 18 -38 N/A
Germany 9.8 -95 N/A
Great Britain —A6 —181 —16.0
Italy 10.0 3.6 -38
Netherlands 4.0 -197 N/A
Sweden —50 -37 -11

Source: Bureau of Labor Statistics, Statistical Supplement fo International Comparisons of Unemployment Bulletin, September 1983.

Another argument often heard in the national debate over indus-
trial competitiveness is that the problem of long-term structural
unemployment is particularly acute in the United States. A rapid
shift in the structure of the American economy away from manu-
facturing is allegedly the culprit.

As we have seen, jobs in the manufacturing sector are not disap-
pearing. Equally wrong is the impression that the United States
has a severe problem with long-term structural unemployment.
Short-run unemployment tends to be higher in the United States
than it is abroad, but long-term unemployment is dramatically
lower. The brisk pace of U.S. job creation and a larger percentage
of American workers changing jobs annually accounts for the dif-
ferential. In a recent Monthly Labor Review article, Janet Nor-
wood, Commissoner of Labor Statistics, said:

In the United States, even during the recent period of
recession, the mean duration of unemployment is only
about 4 months; in Europe, the average ranges from 7 to
10 months for most countries. On average, in 1982, 1 of 3
of the British and French unemployed were out of work
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for 1 year or longer. In contrast, fewer than 1 of 10 of the
American unemployed had been jobless that long.

The point is that American workers tend to move into
and out of employment and unemployment, whereas, Eu-
ropean joblessness tends to reflect a much larger group of
long-term unemployed.

The displaced worker problem in-the United States is serious and
requires public attention, but apparently it is not as acute as some
would have us believe. Marc Bendick of the Urban Institute, in tes-
timony before the Joint Economic Committee, estimated the
number of permanently unemployed displaced workers to be about
100,000. These are workers who lose their jobs because of structural
changes and who are unlikely to find jobs even as the Nation's
economy recovers. The Congressional Budget Office estimated the
number of structurally unemployed in 1983 to be between 100,000
and 2.1 million. While the experts cannot agree on the magnitude
of the structural unemployment problem, a conservative estimate
is consistent with Commissioner Norwood’s analysis of a compara-
tively low, long-term unemployment rate in the United States. The
data do not support the claim that structural change is causing
massive permanent unemployment.

The misconception that the United States is deindustrializing is
based on the mistaken belief that the U.S. industries are no longer
competitive in world markets. The growth of U.S. merchandise
trade deficits to $28 billion by 1981 and $61 billion in 1983 are fre-
quently cited as proof that the United States is losing its competi-
tive edge. Similarly, the post-World War II decline in the U.S.
share of total world exports is cited as additional proof that the
American economy is no longer what it used to be.

A closer examination of the U.S. trade deficits over the past dec-
ades reveals no evidence of an erosion of U.S. competitiveness. In
fact, the data presented in Table V.2 reveals a strengthening of
U.S. competitiveness, since growth in U.S. merchandise exports has
exceeded growth in U.S. merchandise imports (net of fuel and
energy imports). Over the 1973 to 1981 period, the value of the U.S.
trade surpluses in agriculture, capital goods, chemicals, military
goods, and other tradeable products expanded by $64.7 billion, and
imports (excluding fuel and lubricants) were up only $29.4 billion.
The fact that the value of fuel imports increased $65 billion over
this period resulted in a merchandise trade deficit of about $28 bil-
lion by 1981. Had not U.S. competitiveness in agriculture and man-
ufacturing increased, the U.S. merchandise trade deficit would
have been much larger. Fortunately, the surplus in service trade,
including income from investments abroad, was sufficiently large
to create a surplus in the balance of trade in goods and services of
$11.5 billion in 1981. Since 1981, the balance of trade in goods and
services became negative as a result of the world-wide recession,
the strong dollar, and international financial developments. This
deterioration in U.S. trade performance is a problem that can only
be effectively addressed with appropriate fiscal and monetary poli-
cies, as discussed in the previous chapters.
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TaBLE V.2.—Changes in U.S. merchandise trade balances, 1978 to 1981

Surplus sectors: Billions
AGIICUILUTE BOOMS ... ettt ense et s et renesen e ene $16.3
Capital goods ........ccccverrnenn.e. sttt r st s s s e e st enareses 31.8
Chemicals. 8.8
Military equipments ................ 2.2
ORET ...ttt s es e ssss st re st besans 5.6

Deficit sector:

Other industrial SUPPLIES ........cc.cviveveernire e ssten e eeesse s esesseeee -175

Consumer goods ............cu......
Automotive products
Fuel oo

Source: Department of Commerce.

While overall U.S. competitiveness has not declined, the composi-
tion of U.S. trade flows has changed substantially. Within the man-
ufacturing sector, U.S. exports of high-tech products (including cap-
ital goods and chemicals) expanded while U.S. imports of autos,
steel, consumer electronics, color TVs, and other low-technology
products increased.

The shift in U.S. trade patterns mirrors domestic changes in the
manufacturing sectors. The R&D intensive and high-tech oriented
manufacturing sectors have surged ahead while many of our basic
goods industries (e.g., steel) contracted. As we have seen, the manu-
facturing sector as a whole performed quite well as resources
flowed to more efficient uses in those international markets where
the United States holds a competitive edge.

The transformation of the American manufacturing sector has
been an on-going process for many years. It has not been a sudden,
dramatic change. The speed of the adjustment has been sufficiently
slow to allow employment to grow in the high-tech and service sec-
tors and shrink in the low-tech sectors without causing massive
structural unemployment. Some areas of the country are experi-
encing severe unemployment, because of heavy concentrations of
declining industries, but the national economy is sufficiently large
and diverse to absorb economic changes without major disruptions
and dislocations.

Undeniably, the U.S. share of total world trade has declined
since World War II when the United States enjoyed worldwide eco-
nomic hegemony. Also, the U.S. share of world GNP declined over
this period from almost 50 percent in 1945 to about 25 percent
today.

The decline in U.S. world shares of output and trade, as we have
seen, does not represent deindustrialization. What it does represent
is a U.S. growth rate below the average growth rate of the other
industrialized nations. Table V.3 presents comparative long-term
GNP growth rates for the United States, Japan, and other industri-
alized nations. The higher early post-World War II growth rates of
the other industrialized nations reflects a catching up with U.S.
technology. In the more recent years, as the technology gap nar-
rowed, there has been a convergence in economic growth rates
among the world’s industrialized nations.
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TABLE V.3.—GROWTH RATES IN REAL GROSS NATIONAL PRODUCT, 1960 TO 1983

[Percent change]

Annual average
1961-65 1966-70 1971-75  1976-80

1981 1982 1983

United States 47 32 2.6 37 19 17 .48
. Canada 5.7 48 50 31 38 50 38
Japan : 10.0 1.2 4.6 5.0 32 25 2.0
France 5.8 54 40 33 2 1.5 5
West Germany. . 5.0 4.2 22 35 2 —1.2 1.2
Italy © 52 6.2 24 38 -.1 -3 =15
United Kingdom 31 2.5 21 . 16 =20 5 25

Source: Department of Commerce, IMF, OECD, and CEA-

Industrial policy advocates would have us believe that the over-
all sluggish growth performance of the U.S. economy is the result
of unfair competitive practices of other nations. Actually, the
growth rates of other industrialized nations have fallen more
sharply from their 1961 to 1965 rates. Moreover, the characteristi-
cally low U.S. growth rate can be explained by examining Table
V.4. In the United States, saving and investment as a percentage of
GNP has been consistently lower than in the other industrialized
nations. The willingness of the other industrialized nations to
commit a larger share of their national resources to economic
growth largely explains the differentials in overall growth perform-
ance. The Republican Members maintain that it is the lack of a
U.S. commitment to long-term economic growth that accounts for
our declining share in world markets.

TABLE V.4.—GROSS FIXED CAPITAL FORMATION AND SAVING AS A PERCENT OF GROSS DOMESTIC
' PRODUCT FOR SELECTED YEARS :

1962 1970 1978 1982

Gross investment as a percent of gross domestic product .
United States 17.6 17.6 19.5 16.6

Japan 329 35.5 30.8 29.6
Germany 25.7 25.5 20.8 20.5
France 214 234 214 20.5
United Kingdom 16.8 18.5 18.0 15.4
Italy 2317 214 187 19.0
Canada 20.5 20.8 222 211
Gross savings as percentage of gross domestic product
United States . 189 18.1 20.3 15.9
Japan 348 40.2 323 ¢ 316
Germany 213 281 22.8 215
France 246 26.2 226 185
United Kingdom N 16.9 21.5 194 16.9
Italy : 26.0 242 224 18.8
Canada 208 21.2 20.1 190

Source: OECD Economic Qutlook,

There are many reasons why the United States systematically in-
vests a smaller portion of its resources into capital formation. A
tax system that encourages consumption and discourages invest-
ment has no doubt been a major factor. As discussed in Chapter III,
the U.S. Tax Code results in double taxation of saving and double
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taxation of corporate dividends. Saving is taxed first as income and
later the income from investment of savings is taxed. The deduct-
ibility of interest on housing and consumer loans provides an addi-
tional bias against saving. Corporate earnings are taxed first as
profits and then as dividends. Inflation compounds the problem by
forcing individuals into high tax brackets and by inflating profits.
The net effect of the tax system is a lower rate of return on saving
and investment. The important lesson to learn from Table V4 is’
that the United States must pursue policies to encourage addition-
al saving and investment if it is to achieve a higher sustained long-
term economic growth rate.

Critical to the debate over long-term U.S. competitiveness is the
issue of productivity growth. U.S. productivity growth held rela-
tively steady after World War II, but beginning in 1973, following a
worldwide trend, it took a noticeable drop. After reviving some-
what in the late 1970’s, productivity growth again collapsed and re-
mained at its 1977 level through 1982. Critics frequently sight
these trends in U.S. productivity growth as just another indication
of declining U.S. competitiveness. .

Actually, the outlook for productivity growth is not nearly so bad
as it seems. Productivity growth showed a healthy gain of 3.5 per-
cent in 1983 and it promises to remain at a robust level in the
years to come. To see why, it is helpful to examine some of the
major factors behind the abrupt slowdown in productivity growth
after 1973, and how these factors will affect productivity growth in
the future. Economists are in general agreement that the following
factors account for much of the productivity slowdown:

Growth in capital per worker declined sharply in the 1970’s.
This occurred in spite of a slight increase in the rate of capital
formation because of the rapid growth in the labor force as the
“baby boom” of the post-World War II period resulted in a
“labor force boom.” The problem was not so much that capital
formation was low, but that labor force growth was high. The
Republican Members believe that the resulting reduction in
growth in capital per worker was an important factor in the
decline in productivity growth.

The escalation of tax rates and government spending as a
percentage of GNP created a disincentive to invest in long-
term productivity-enhancing projects.

The proportion of youth, women, and minorities in the labor
force increased substantially during the 1970’s. The labor force
mix exerted downward pressure on productivity growth be-
cause workers in these groups had less experience.

Government regulations probably added to the slowdown in
productivity growth as investment resources were devoted to
meeting environmental, product safety, and occupational
health standards.

The ‘“‘energy crisis” probably also affected productivity
growth because a portion of the Nation’s capital resources and
technology were made obsolete by the new energy require-
ments. :

A decline in labor and capital mobility, associated with high
unemployment and excess capacity, probably likewise contrib-
uted to the slowdown in productivity growth. A high employ-
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ment economy encourages labor and capital mobility and pro-
vides the business community an opportunity to increase pro-
ductivity by employing labor and capital more efficiently.

Although economists are unable to agree on the relative contri-
bution of these factors to productivity growth, they do agree that
they are important. If this is correct, then the future outlook for
productivity growth looks encouraging. Many of the factors that
contributed negatively to productivity growth in the last decade or
so are now likely to exert a positive influence. First, growth in the
Nation’s labor force will decelerate since the baby boom has run its
course. Second, lower tax rates, reduced government spending, and
the vigorous recovery that is now underway will result in an in-
crease in the rate of capital formation. As a result of these two fac-
tors, capital per worker should reverse its downward trend and
turn sharply upward. The natural maturing of the labor force is
anothﬁr demographic trend favoring a resumption of productivity
growth.

Also, the explosive growth of venture capital and high-technology
activities, including an expansion of commercial R&D, suggests
that improvements in the quality of capital will be substantial.
American business is taking a long view and investing in new proc-
esses and new product technologies in order to take advantage of
emerging market opportunities. The result is that technical prog-
ress should resume its long-term historical role as a major contrib-
utor to productivity growth in the years ahead.

Moreover, the policy environment has been stabilized in recent
years with much greater emphasis on promoting competition
through deregulation and international trade. Joint ventures in
R&D and in production are being encouraged in those cases where
scale economies are necessary for competition. Also, much of the
hard work of bringing down inflation to permit more orderly eco-
nomic growth is behind us. The Republican Members believe that a
policy environment that relies on competitive markets is essential
to spur technological innovation, long-term capital formation, and
productivity growth.

Other factors, like environmental regulations and high energy
costs, are still with us; but they are not likely to be a major burden
on productivity growth in the near future. Also, much of the new
capital requirement to meet energy and environmental objectives is
already in place. More capital market resources are now free to
flow into productivity-enhancing investments than in the past.

Other qualitative factors are important in suggesting an abrupt
turnabout in long-term U.S. productivitity growth. American man-
agement has done much to shift emphasis to product quality, cost
cutting, and ways to develop incentives to encourage worker pro-
ductivity. Also, labor has made painful concessions at the bargain-
ing table that should encourage productivity growth.

Another positive factor is the recent attention given to the qual-
ity of education in America. The outcome of this public awareness
of the need to improve educational quality and overcome major de-
ficiencies in math and science training is likely to be a better edu-
cated and more productive labor force in the 1980’s.

Finally, the economic development activities of State and local
.governments are likely to improve productivity growth. State and
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local governments are placing much more emphasis in recent years
on the role of technological progress in the development of their re-
gions. This effort is being translated into more support for R&D ac-
tivities, improved university-business linkages, better education,
and more efficient land-use regulations. The central thrust of these
actions is to remove technological and labor market barriers to eco-
nomic development and allow the market to exploit new opportuni-
ties. To the extent that they are successful, these State and local
government actions will be another of the many positive factors
pointing to a resumption of productivity growth in the United
States.

The expected resumption of productivity growth, while it is good
news, should not be misconstrued as a painless way to accelerate
economic growth and achieve a higher level of per capita income.
As stated, the Republican Members believe that a high rate of eco-
nomic growth will require that the Nation make a larger overall
commitment to capital formation, technological change, and
human resource development.

In conclusion, the Republican Members believe that arguments
for more government intervention into the economy must be reject-
ed because they are based upon a misrepresentation of the facts
about long-term U.S. industrial performance. More government in-
tervention is no substitute for macroeconomic and trade policies
that promote competition and a healthy, dynamic labor market.
Vigorous job creation is the best way to mitigate the adverse effects
of structural change.

Government assistance in the form of training, retraining, job
search, and relocation allowances, to help those who are unable to
adjust, is necessary. The Republican Members believe that the re-
cently enacted Job Training & Partnership Act goes a long way in
providing the needed assistance. We believe that government poli-
cies ought to be aimed at helping individuals and families in need
and at facilitating the adjustment process. Quotas, tariffs, and
direct subsidies to industry—the favorite tools of industrial policy
advocates—should be avoided because they will only reduce U.S.
competitiveness, retard job creation, and increase the cost of struc-
tural adjustment for American workers and their families. '



VI. REGULATORY REFORM

One of the fundamental roles of government is to intervene when
the workings of the market are in conflict with public policy or de-
sired social goals. The traditional response of the U.S. Government
when this occurs is to impose regulations designed either to modify
the behavior of firms in an industry or to alter the structure of the
industry. In contrast to other radical forms of government inter-
. vention, such as nationalization of an industry, divestiture of a mo-
nopoly, or economic planning by central control, regulatory action
is relatively mild and tends to preserve some market elements. De-
spite this, regulation can result in major economic and social costs
borne by the public.

Regulatory actions inherently are arbitrary and political in
nature. Hence, they inevitably are controversial. The U.S. economy
is regulated to the extent that the American public is somewhat
skeptical of “big business” and “big labor.” However, the public is
equally concerned about “big government,” and thus a healthy
check and balance system to prevent abusive power or exploitation
appears to exist. The public requires justification for regulation be-
cause ideals such as individual rights, satisfying consumer prefer-
ences, and free enterprise are held in high regard. In addition, the
merits of competition are recognized and accepted widely in achiev-
ing and sustaining these goals associated with freedom.

Because public opinion changes, the perceived need for, and
degree of regulation changes over time as well. Prevailing econom-
ic conditions and technological advances influence the level of reg-
ulatory activity considered appropriate. Also, as the U.S. economy
grew dramatically during the past century, so has the amount of
regulation. In the 1970’s business began to protest regulations
which impeded economic efficiency or failed to accomplish their in-
tended goals. Eventually, the public became aware of how regula-
tions were affecting their preferences and pocketbooks.

It is recognized that regulation is necessary when the public de-
sires to allocate resources or distribute income in a manner differ-
ent from the result of market forces. Typically, it is defined in two
categories. “Social regulation” refers to government requirements
or standards of conduct regarding health, safety, environmental
protection, and the like. “Economic regulation” refers to govern-
mental control of prices of, and entry into, an industry which in
turn influences output as well. “Deregulation” does not necessarily
refer to the absence or elimination of all regulation or governmen-
tal control. Rather, its common usage alludes to the relaxation, ra-
tionalization, reduction, or revision of regulation.

Government intervention is invoked when economic activity pro-
duces undesirable results such as abuse of monopoly power, market
failure, instability, conflicts with public policy objectives, and “ex-
ternalities.” An externality exists when an economic transaction
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between a buyer and seller, or producer and consumer, affects a
third party as well. A positive externality provides a benefit to the
third party. Such is the case in the telephone industry; as more
subscribers join a telephone network, all subscribers benefit by
having additional people to call. A negative externality involves a
cost to the third party. For example, air pollution caused by an in-
dustrial process is endured by more people than just those purchas-
ing the product manufactured by that process. if the price of that
product does not reflect the cost of safeguarding the environment,
the buyer receives a “windfall” benefit at the expense of others.
Eliminating externalities is an important function of social regula-
tion.

A growing amount of evidence suggests that governmental regu-
lators too often do not have full regard for the economic conse-
quences of their actions. In recent years, fortunately, cost-benefit
analyses and improvements in the monitoring techniques of the
various regulatory agencies have been somewhat helpful in achiev-
ing goals at a lower cost to the economy, but further progress is
possible. This is true especially with respect to social regulations
such as pollution control. Establishing pollution abatement levels
by requiring all industries to reduce proportionately may be, and
often is, technically and economically inefficient. The same result
can be accomplished at less cost if the economic concept of aligning
marginal costs and marginal benefits were employed. )

While the government’s legitimate response to market failure is
regulation, society’s only recourse in the event that government in-
tervention also fails is to modify that governmental action. And, re-
grettably, the government has proven to-be slow in correcting its
misguided actions. Over the years, the regulatory burden has in-
creased dramatically. Complicating this mounting problem is the
difficulty of a dual Federal/State regulatory structure. At the Fed-
eral level alone, over 50 agencies have some regulatory authority
over individuals or industry, at an administrative cost of some $8
billion a year to taxpayers. But that is not the major financial
burden. Some independent studies have estimated that regulatory
compliance costs total more than $100 billion annually.

The decade of the 1970’s was a time of rapid technological ad-
vance, changing consumer demand, uncertain domestic economic
prospects and a growing global economic interdependence. Even in
the best of economic circumstances, let alone under these condi-
tions, a free market requires (1) flexible prices to ensure that re-
sources are put to their best uses, (2) easy entry into, and exit from,
industries so that resources can be utilized where consumer
demand is present, and (3) cooperation between government and in-
dustry so that the United States can compete with other countries
in world trade. Clearly, the two most common forms of government
economic regulation—price control and entry restrictions—were
contributing to the economy’s deteriorating performance.

Inflexible regulatory restraints proved harmful during this time,
and by the late 1970’s and early 1980’s, political forces were strong
enough to reverse the longstanding trend of the increasing regula-
tory burdens. Although some studies show beneficial results from
deregulation, the evidence will not be conclusive for a number of
years.
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Because changes in regulatory practices will result in both short-
and long-run price and resource adjustments, the political arena
will endure considerable criticism from citizens who benefitted
from regulation. Even if society on the whole benefits greatly, a
sizeable portion of the population may be affected adverse. Since
regulatory matters are resolved in a political setting, justifying a
new distribution of benefits and burdens is of crucial importance to
the success of sustaining the deregulation trend. Defending regula-
tory change on economic efficiency grounds is not sufficient to
ensure its political palatability. }

Deregulatory efforts are underway in major sectors of the econo-
my. The transportation sector has undergone regulatory change in
railroads (1976 and 1980), aviation (1978), trucking (1980), and
busing (1982). The financial sector has been affected by legislative
and agency changes in 1978, 1980, and 1982, and comprehensive
regulatory and structural changes are slated for consideration in
1984. The telecommunications sector has been altered by more
than regulatory change; in 1982 the Justice Department ordered
the restructuring of the entire industry. The following subsections
highlight these events.

FINANCIAL SERVICES

The insurance, securities, and depository institutions industries
are among the most regulated in the economy. In general, the reg-
ulation imposes entry restrictions and requirements, price controls,
and portfolio management rules. Insurance operations are regulat-
ed principally at the state level.

Banks, savings and loan associations, and credit unions are regu-
lated by the Federal Reserve System, Comptroller of the Currency,
Federal Deposit Insurance Corporation, Federal Savings and Loan
Insurance Corporation, Federal Home Loan Bank Board, National
Credit Union Administration and indirectly by the Depository In-
stitutions Deregulation Committee. The securities industry is gov-
erned in part by the Securities and Exchange Commission and in
part by its own trade associations.

Regulatory reform is occurring or has occurred on three fronts:
the organization of regulatory agencies, the deregulation of deposi-
tory restrictions, and restructuring of regulations separating finan-
cial sectors.

Because of the large number of agencies involved, the Reagan
Administration has recommended a reorganization of the way the
Federal Government oversees banking activity. Under the leader-
ship of Vice President Bush, the Task Group on Regulation of Fi-
nancial Services has proposed a streamlining of the oversight proc-
ess. If approved by Congress, the Office of the Comptroller of the
Currency would be transformed into a new Federal Banking
Agency which would regulate all national banks except for about
35 large bank holding companies in a special “international class.”
Those bank holding companies and all State chartered banks would
come under Federal Reserve authority. The Fed would forfeit its
rulemaking power in exchange for a veto option over the Federal
Banking Agency’s rules. The FDIC would relinquish its oversight of
State banks which are not members of the Federal Reserve, but it
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would retain its responsibility for troubled bank oversight and for
deposit insurance, a role of increasing importance in recent years
in light of several banking failures and proposed changes in service
offerings of banks.

No industry bears the marks and memories of the Great Depres-
sion more than banking because so many of the rules defining it
were inspired at that time. Some analysts believe that much of this
regulation can be discontinued that excessive competition was re-
sponsible for the collapse, and that inappropriate monetary policy
deepened the depression. Deregulation supporters, therefore, con-
tend that current regulation is unduly restricting the banking in-
dustry at the expense of both savers and borrowers.

Banks are affected substantially by geographic restrictions, pro-
hibitions on offering securities and insurance services, and strict
portfolio rules. Along with restrictions on interest rates, the bank-
ing industry has been penalized during a time of economic strees,
changing consumer demand, and the advent of considerable compe-
tition from nontraditional sources.

Geographic restrictions were imposed to avert concentration of
assets and power. While interstate banking prohibitions may pre-
vent consolidation at the national level, such rules can create de-
grees of concentration at the State or local level by virtue of dis-
couraging outside competition. In addition, these rules are most ef-
fective with respect to the deposit side, rather than the loan side, of
banking. States have authority over bank branching and interstate
presence, and many have liberalized their laws to allow interstate-
based financial interests inside their boundaries. From a theoreti-
cal perspective, the economy is facilitated by a nationally integrat-
ed money market which would ensure a fluid movement of money
resources to their best uses. Geographic restrictions tend to impede
that mobility.

An accounting of changes in the financial sector provides excel-
lent case studies showing that market forces “naturally” find ways
to circumvent regulations which do not serve the interests of con-
sumers. The uncertain economic conditions of the late 1970’s, infla-
tion particularly, required savers to be interest-rate sensitive in
order to protect their funds from depreciation in real terms. Since
banks were restricted by law from offering higher rates on relative-
ly small amounts, alert savers sought alternative uses of their de-
posits. As a result, over $200 billion was diverted to unregulated
money market mutual funds in just a few years. Eventually, regu-
lators were obliged by law to deregulate interest rate ceilings to
allow banks to compete for deposits. Now that they can compete,
money market fund assets have dropped considerably.

A stronger example of regulatory circumvention is evident in the
“nonbank” controversy. Because of a definition “loophole,” many
corporations, typically in mutual funds management, credit cards,
and insurance, have purchased banking operations. Those acquired
banks’ activities then are altered so that they either do not take
deposits or do not make commercial loans. By these alterations,
they escape regulation which defines a bank as taking demand de-
posits and making commercial loans. In the absence of Federal au-
thority, these “nonbanks” are free to engage in services that are
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desired by consumers and that banks cannot offer. Clearly, tradi-
tional banks are at a disadvantage.

Some States have banking laws ‘which are less restrictive than
Federal law. A number of financial institutions are attempting to
offer new services by acquiring State-chartered banks in States
with laws and business climates favorable to their intentions to
expand. The Federal Reserve has regulatory authority over
member State banks, and thus far has been successful in thwarting
such efforts. The Office of the Comptroller of the Currency, too, has
established a moratorium on “nonbank” charters. :

These creative attempts to expand and diversify the financial
services of banks have not been futile even if Federal restrictions
have prevailed by and large. Some banking interests with detect-
able public support have shown ‘their determination in changing
regulations and thereby offering consumers better service.

Such changes in the banking industry are not entirely beneficial,
however. Insurance underwriting, securities underwriting, and bro-
kerage could lead to conflict of interest or concentration of powers
and entail considerable risk. Historically, these activities have been
prohibited because banks are charged with the awesome responsi-
bility of managing money flows. Banks are the custodians of
demand deposits, the standby source of liquidity for all other insti-
tutions, and the transmitting medium through which monetary
policy is accomplished.

Certainly our economy cannot afford to expose the money system
to conflict of interest resulting in undue risk. Various financial
services historically have been separated to maintain public confi-
dence, reduce risks, and prevent concentration. While these accom-
plishments must be preserved, the current regulatory setting re-
quires modification. First, the rules are not uniform. Insurance, se-
curities, and real estate firms have been allowed to engage in bank-
ing activities but banks are forbidden to become involved in other
services. Second, if consumer demands are to be accommodated,
then “one-stop” financial centers will continue to grow, and banks
could offer service in competition with nonbanks.

Since banks serve a vital role in the monetary system, many
safeguards would need to be implemented to sustain a sound and
secure banking environment. In addition, since deposits are feder-
ally insured, taxpayers and deposit holders do not deserve to subsi-
dize or rescue unprofitable undertakings of a bank. Some say the
“separate subsidiary” concept of keeping services distinctly divided
and auditable may be the appropriate way to allow the diversity
consumers want, and banks are willing to offer, while retaining ac-
countability and safety. Others say the separation of banking and
commerce, as a matter of law, is sound public policy which has
served the country well, and with some routine maintenance can
and should be preserved. The safety and soundness of the banking
system in the present market would seem to call for some modifica-
tion of present laws regulating financial institutions.

TELECOMMUNICATIONS

Today’s telecommunications industry is the product of technol-
ogy and public regulation. Formerly, government policy was fo-
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cused on regulating a monopoly. The result of this governmental
involvement, along with major technical advancement fostered by
the industry, has been the provision at very reasonable user cost of
a universal communications network unequaled in the world. In
the past few years, however, Federal policy has made a departure
from its previous regulatory practice. This action, while considered
inevitable by many industry and government observers, poses a
number of difficult economic problems. '

The Justice Department and the Federal Communications Com-
mission (FCC) have taken independent and bold action in the past
few years to deal with structural changes. The Congress has at-
tempted to provide the FCC a legislative direction but has failed to
do so in the last several years. Following a decade of complex anti-
trust suits, the Justice Department and American Telephone and
Telegraph (AT&T) settled their difference in 1982 by a complete re-
structuring of the dominant firm of the industry. Hence, the whole
industry will take on a new appearance. The FCC has concentrated
its efforts in reforming the interstate rate structure and promoting
competition. Subscribers now can own their own phone if they
desire, and are able to purchase one from a large number of suppli-
ers at greatly reduced prices.

Over the past 40 years or more, telephone rates have been low-
ered significantly through technical improvements. Much of the
cost-saving technology was in long distance services, and a portion
of long distance profits was directed to support local service oper-
ations. This cross-subsidization practice has led to some problems
in the pricing and usage of telephone service and thus thwarted an
accurate market response to price and profit signals. However, a
defendable case for some degree of cross subsidy exists due to the
interdependence between local exchanges and long distance carri-
ers given a single national telephone network. The long distance
network relies on local exchanges for call completion, and local ex-
changes must be connected to the long distance network to provide
communications on a nationwide basis. The case for cross subsidy
has become more complex with competition in the long distance
market and with potential bypass of the local exchanges. As might
be expected, high cost areas are heavily reliant on cross subsidies.

The currently used pricing practice is to have interstate long dis-
tance call charges absorb about 26 percent of the fixed costs associ-
ated with local exchanges. Since these charges are usage-based, the
more long distance calls you make, the more you contribute to
maintaining the local exchange. Because long distance represents
about 11 percent of total calls made and just 8 percent of total min-
utes, the FCC and others argue that long distance users should not
be paying as much as they are. Artificially high long distance rates
create an incentive for large volume users to bypass the public net-
work and establish private facilities.

The FCC has decided that the cross subsidy between interstate
calls and local exchanges (which in 1981 amounted to about $7 per
month per phone line nationally) should be phased out. It would be
replaced by a phased-in access charge on telephone users (initially
up to $6 per month on business and $2 per month on residential
customers). At the same time, long distance rates would be low-
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ered. (AT&T has applied for a 10% percent rate decrease pending
the implementation of the access charge decision.)

Despite the merits of the access charge approach, the Congress is
sensitive to voter outrage over telephone rate increases. The House
passed, and the Senate considered, legislation which would disallow
or postpone access charges on residential and one-line business cus-
tomers. Curiously, the Congress did not address the $6 business
access charge which will be a noticeable increase for most small
businesses, and primarily is concerned only with residential users.

The FCC, fearing the disastrous consequences of Congressional
action, announced a modification of the access charge order.
Bowing to political pressure, it postponed residential and one-line
business access charges, increased the financial support to high
cost areas, and revised the access charge on long distance carriers
competing with AT&T, all pending a new study which is due in De-
cember 1984.

The controversy over access charges is not settled easily, not only
for the political reason that rate increases are unpopular, but also
because the pricing system has other problems. Critics claim cost
studies have been inadequate in providing essential information in
sound decisionmaking. Changes in the industry are forcing a
fv‘vholesale reevaluation of how customers will be best served in the

uture.

Many Federal regulators and industry analysts boast of the
merits and benefits of exposing the telecommunications industry to
competition. This view is disputed vigorously by others, however.
Dr. Alfred Kahn, for example, in an October 1983 Joint Economic
Committee hearing, questioned the wisdom of allowing competition
in the long distance market. At that hearing he said, “. . . there
was never the same clear case for deregulation of communications
that, in my opinion, there was for airline and trucking.” He went
on to say, “. . . we may find 20 or 30 years from now we wished
that we were back at the monopoly stage.”

Because of technical changes in the telecommunications indus-
try, traditional regulatory practices are not sustainable if consum-
ers are to be served and public goals are to be preserved. With re-
spect to the new regulatory direction, it is not known whether the
long-distance service industry can operate optimally, or even satis-
factorily, in a competitive environment. The FCC appears confident
that it can. However, the characteristics of this industry do not
match perfectly with the requisite conditions of a competitive
market structure. Those imperfections will prevent some of the ac-
claimed benefits of competition from materializing fully and may
indeed jeopardize the universal service concept. The following
points demonstrate the problems associated with subjecting the in-
dustry to competition and subjecting customers to greater exposure
to true costs:

1. Recent entrants to the long distance market—other
common carriers (OCCs) such as MCI, Sprint and SBS, regional
WATS resellers, etc.—may have only a slight economic advan-
tage which allows them to offer lower rates. Rather, it is large-
ly a regulatory advantage. The FCC and State regulators allow
these new entrants to charge a rate different from AT&T, the
dominant carrier. AT&T’s long distance customers are re-

30-460 O—84——5
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quired to contribute more financial support to all local ex-
changes. In essence, the presence of OCCs offers customers in
selected locations an opportunity to take advantage of markets -
allowing de-averaged rates. If AT&T were allowed to compete
fully and equally in those markets, the competition may not
survive. Thus, the market may not be able to support many
competitors.

2. A fundamental question regarding fairness can be posed
about offering certain customers a price advantage. This possi-
bly discriminatory practice allows some preferred customers to
escape certain regulatory rates designed to help finance the
national phone network regardless of whether they pay their
own full cost of having telephone service.

3. Current prices for telephone services do not reflect the
costs associated with them. It is estimated that 90 percent of
all residential subscribers—urban and rural alike—do not pay
the full cost of local service. If customers were to pay the full
cost, the price for having a dial tone, that is access—before a
single call is made or received—would be $26 per month per
line on average. Both public and industry officials are con-
cerned that if all these fixed costs were imposed on customers
equally, then a sizeable portion of them may elect to discontin-
ue service, which is not in the interests of the public policy
goal of universal service.

4. Pricing according to marginal costs requires that each cost
causer be his own cost payer if a perfectly competitive environ-
ment is to be maintained. If each customer were to pay specifi-
cally the true cost of having service, telephone service charges
would vary widely, from about $20 per month in some densely
populated urban settings to $100 and more in sparsely populat-
ed rural areas. Since this cost variance is another threat to
universal service, some price averaging can be expected in the
future, which will compromise the effectiveness of competition.

5. Nearly all types of telephone services use commonly
shared facilities. This makes cost allocation difficult and arbi-
trary. Long distance calls must have access to local exchanges
to complete the connection, and customers on local exchanges
must have long distance interconnection to contact persons on
other local exchanges. This mutually beneficial and interde-
pendent relationship makes both services more valuable but
presents a challenging pricing problem.

Correcting the current problematic pricing structure will be a
difficult political challege. Any sound and practical solution would
entail shifting more of the cost burden onto customers who present-
ly are not paying all the costs they are creating. Telephone service
charges would decrease for large users of long distance if toll rates
were to drop in response to a drop in the existing cross-subsidy
system. The cross-subsidy flow in the telephone industry is not
based on geography per se. The flow is from users of overpriced
long distance services to users of underpriced local service. A mis-
taken but commonly held view is that residents from New Jersey,
for example, subsidize Nevada residents. Most New Jersey custom-
ers do not, but the large corporations located there do indeed.
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Businesses making extensive use of long distance would be the
beneficiaries of shifting more costs onto end-users. This shifting
principally would be forwarded to residential customers who do not
make a substantial number of long-distance calls. Unfortunately, if
this cost adjustment is not made, residential customers may have
their underpriced local service threatened by rate increases from
another direction as well—private network bypass.

Technical advances have made private networks economically
viable alternatives to the public network for a growing number of
firms. Just 1 percent of all business customers generate 50 percent
of business revenue. Telephone rates could jump dramatically to
compensate for_revenue shortfalls if even a few customers dropped
off the network. Bypassers also are difficult to retrieve back to
public network because of the large capital investment required to
build private systems.

Politicians are likely to face-some voter disenchantment due to
price increases whether the FCC-proposed access charge goes into
effect or not. The current cross-subsidy system simply is not sus-
tainable if the industry is to be competitive and if prices and costs
are to be used to allocate resources properly. If prices are not ad-
Jjusted toward cost in the long-distance market, then “bypass” prob-
lems are inevitable, and billions of dollars of valuable revenue sup-
port to the public network could be lost.

Prospects are dim for a quick and satisfactory solution to the
pricing problem because more is required than merely implement-
ing an access charge. Given the present uncertain political recep-
tion to raising rates on residential customers, the public would be
better served by reevaluating the entire pricing system of the tel-
phone industry.

TRANSPORTATION

At the present time, there is no clear consensus whether trans-
-portation deregulation has resulted in a net benefit or loss to soci-
ety as a whole. Economic experimentation, as this reversal in long-
standing Federal policy has been called, is not given the opportuni-
ty to compare results with a “control group” as other social sci-
ences are afforded. Although the transportation sector has had sev-
eral years to adjust to a deregulated environment, conclusive docu-
mentation has not been ascertained. To a significant degree, an un-
stable economic climate has clouded the information gathered to
date.

Predictably, opponents of deregulation are finding fault with the
changes and are appealing to adverse findings without taking into
account the whole economic picture. Two recessions in as many
years crippled the demand for transportation services. Real in-
comes of consumers declined due to double-digit inflation. The
transportation sector not only suffered because of a rise in overall
prices, it also was hit hard by huge increases in fuel costs. High
interest rates, too, had a significant impact on this sector during
the initial years of deregulation. As barriers to entry were lowered,
a large number of firms emerged. Many were undercapitalized and
could not absorb high financing costs. Consequently, they did not
survive. While deregulation was responsible for attracting entre-
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preneurs and capitalists into this sector, it cannot be blamed for
their failure.

Two clear results of transportation deregulation were changes in
labor compensation and operating procedures. Under the protec-
tion of regulated rates, wage and salary increases could be factored
into the pricing schedules with little justification. Price competi-
tion halted automatic compensation adjustments. The management
of large, established firms, typically employing union labor, was re-
quired to look closer at labor productivity as well because smaller
startup firms usually were paying lower wages to nonunion labor.
Operating procedures have undergone an overhaul in all transpor-
tation modes since deregulation. Major airlines, for example, have
adopted hub-and-spoke route systems which utilize airplane capac-
ity better while minimizing variable costs. In addition, some newer
- airlines have implemented new ticketing procedures and passenger
services and have given pilots adminstrative duties to streamline
labor costs.

Besides making individual transportation modes more cost con-
scious and efficient, another benefit of deregulation has been to
make the entire transportation network more effective by allowing
market forces and technical advantages to prevail. Railroads are
thriving along long haul routes. Trucks are utilized where they
offer the best advantage, typically shorter hauls or ones requiring
flexible destinations or timetables.

Surface transportation was exposed to a new set of rules with the
1980 adoption of the Staggers Rail Act and the Motor Carrier Act.
The intended result was to facilitate coordination and competition
in and between these two modes. Some analysts argue that the
trucking industry has been put at a disadvantage, however. The
issues of market dominance, revenue requirements, and protecting
captive shippers will require greater attention by the Interstate
Commerce Commission in the new regulatory environment. The
cost structure also requires special attention since cost-based pric-
ing is a characteristic of competition. In addition, an overlap of the
two modes is present with the use of “piggyback” (trailer on flat
car) services, which requires oversight.

In an improved and more stable macroeconomic setting, the in-
dustry will be more able to adjust to the changes begun some eight
years ago. Since no conclusive evidence can resolve whether dereg-
ulation has been successful thus far, perhaps the appropriate
action of legislators and regulators is to seek answers to fundamen-
tal economic questions, such as the following: How has the emer-
gence of competition and lessened regulation (1) changed the com-
position (size and number of firms) of the industry, (2) affected
rates of return, investment risk and activity, costs and flows of cap-
ital, (3) influenced turnover (exit and entry) in the industry, (4) af-
fected employment requirements and wage levels, and (5) resulted
in better service and lower costs?

Ultimately, the deregulatory success would involve determining
whether the public has benefitted by the change. Without an af-
firmative response, the transportation sector may be exposed to in-
creased governmental control in the future.
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CoNcLusION

Because of its pronounced effect on society, government interven-
tion causes advocates and opponents to discuss the nature of regu-
lation in a broad philosophical context. Regulation could be consid-
ered as a guiding system to minimize the “growing pains” associat-
ed with economic evolution. Sometimes a paternalistic role is as-
cribed to justify regulation, suggesting that the disadvantaged will
be disregarded by an immoral public in the absence of the govern-
ment’s benevolent caretaking. Another personification takes on the
guise of a policeman. In this analogy, order is maintained and the
public is protected by an omniscient and omnipotent authority
which detects, apprehends, and punishes wrongdoers. Opponents
often object to regulation on the grounds that it hinders individual
choice, freedom and liberty, and imposes an economic burden on so-
ciety. Adam Smith’s classic reference to the “invisible hand” re-
veals tremendous confidence in free individuals and free markets.

Unless governmental action can be justified on both economic
and social grounds, it fails to serve the public. Too often regulation
results in the impression of protection, not the accomplishment.
The government does not have a monopoly on benevolence. U.S.
citizens and businesses are among the most generous, charitable,
and volunteering in the world. The government is not the only
watchdog. American consumers demand high quality and depend-
able service. Many manufacturing and service industries engage in
peer reviews using standards which exceed legal requirements. In
fact, proponents of extreme governmental intervention may be sub-
verting the public to an eventual dependence on, and subordination
to, the government. Some may relish such a political prize. Clearly,
self reliance—a major ingredient contributing to America’s suc-
cess—is too important to sacrifice for the alleged benefit of an in-
créased role of government in society.

Nevertheless, the economic, geographic, and demographic diversi-
ty of the United States presents an obstacle for standardized regu-
latory reform. There simply are too many exceptions to any gener-
al rule. Urban citizens face economic and social circumstances
which are different from those confronting rural and small town
residents. The same can be said about large and small businesses,
centrally coordinated franchises and individual proprietorships,
high-tech and traditional “smokestack” industries, capital-intensive
and labor -intensive industries, high-income and low-income house-
holds, wealthy and poor people, educated and non-educated per-
sons, and skilled and unskilled workers.

The Federal Government should review its implementation of
regulatory reforms instituted to date. By doing so, a ‘“midcourse
correction,” if needed, may serve the interests of society better
than substantial regulatory correction in subsequent years. Indeed,
proponents of further deregulation actually may be in a better po-
sition to preserve their cause by substantiating it with positive evi-
dence. This is not meant to imply that now is the time to re-regu-
late. Rather, now may be the appropriate time for regulatory eval-
uation. -

Economists recognize that any divergence from competitive
market forces through governmental intervention will result in
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less consumer satisfaction and less economic efficiency. The world
certainly is not perfect and, hence, regulation as a necessary check
and balance is a compelling argument. Consumers would be better
off if regulatory actions were justified by economic criteria. Gener-
ally, this goal could be accomplished if social and economic benefits
exceed social and economic costs. Moreover, overall economic well
being could be maximized or costs could be minimized if increment-
al benefits were equated with incremental costs. The distributional
problems associated with regulation, or the phase-out or absence of
it, must be resolved fairly and equitably.

Oftentimes, regulation is promoted to protect the disadvantaged
in our economic and social system. As a result, public regulation
constrains the efficient, while perpetuating the inefficient. Often
regulatory practices by deSIgn av01d addressing the causes of ineffi-
ciency in the economy.

A publication by Lipset and Schneider interpreted a Harris poll
in the following way:

Respondents who thought there was too much regulation
of business commented most frequently that regulation
favors big business over small business, protects monopo-
lies, controls or limits competition, interferes with produc-
tion and free enterprise, allows for price-fixing, and cre-
ates too much red tape. In other words, those who say that
there is too much regulation defend their position by ex-
pressing the same values and priorities as those who say
there is not enough regulation! Regulation is both advocat-
ed and criticized in the name of free enterprise and a com-
petitive economy.

This paradoxical statement demonstrates the necessity of some
degree of governmental oversight in.our society. So long as regula-
tors are conscious of the costs they impose on consumers and tax-
payers and seek efficient and effective rules, and so long as busi-
ness complies with fair rules and is allowed to appeal unfair rules
with appropriate responsiveness on the part of government, society
will be well-served.



VII. AGRICULTURE

The food and agricultural system of the United States accounts
for over 22 percent of U.S. employment and over 20 percent of this
country’s gross national product. The efforts of approximately 3.4
million people.directly employed in farming—production agricul-
ture—creates an additional 20 million jobs: 1.7 million in food proc-
essing, 2.5 million in resource supplies, 5.0 million in manufactur-
ing, 7.6 million in transportation, wholesaling and retailing, and
3.3 million in eating establishments. Assets devoted to agriculture
amount to nearly $1 trillion. That figure is equal to almost 90 per-
- cent of the combined total assets of all manufacturing firms in the
United States. The value of farm assets, coupled with the economic
activity generated by farm products flowing through our economic
system, makes agriculture and the food and fiber system this Na-
tion’s largest industry and employer. ’

The food and fiber sector produced about $529 billion worth of
goods in 1982, consisting of $298 billion in consumer purchases of
domestically produced food, $37 billion of agricultural exports, $118
billion of clothes and shoes, and $24 billion of tobacco. The initial
sale of $84 billion of raw agricultural commodities yielded $529 bil-
lion worth of goods for the U.S. economy. More than $6 are gener-
ated for every dollar created by production agriculture.

Farmers also are substantial purchasers of goods and services.
Farmers purchased $105 billion of inputs in 1982, $74 billion of
which were of nonfarm origin.

Because of farming’s extreme productivity in the use of inputs,
substantial amounts of resources—land, labor, and capital—are
freed to be employed in the production of other goods and services.
Farm productivity increased 12 percent in 1981.

United States consumer expenditures for all food, including im-
ported food, amounted to about $400 billion in 1982, or 15.4 percent
or personal income. Compared to previous years, this represented a
reduced share. The share was 16.2 percent 10 years ago, and 19.1
percent 20 years ago, indicating that the relative burden of food on
the family budget is lessening. While even 15.4 percent may seem
large, it is much less than the share of personal income accounted
for by food in the United Kingdom, France, Japan, and virtually
all other developed countries. In addition, the quality, nutritional
value, and variety of food available to U.S. consumers is un-
matched anywhere else in the world. The tremendous growth in
productivity of the U.S. agricultural system freed billions of dollars
of consumer income for the purchase of other goods, savings, and
investment. If Americans had devoted 20 percent of personal
income to food purchases in 1982, $116 billion more would have
been spent on food and, therefore, not on the products and services
supplied by other industries.

(67)
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Food prices have contributed significantly to recent dramatic de-
clines in the rate of inflation. The limited increase of 2 percent in
prices received by farmers for farm foods in 1983 kept the increase
in prices paid by consumers for food (consumed at home and away-
from-home) down to 2.2 percent, the fourth consecutive year of
slowing retail food price rises.

In response to increased world demand for U.S. farm commod-
ities, expanded agricultural exports have had an enormous impact
on the U.S. economy. Farm commodity exports represent about
one-third of total U.S. cropland production, indicating farmers’
high dependence on foreign markets. After two years of decline,
the value of U.S. farm exports is expected to rise to $39 billion in
the 1983-1984 crop year, up 12 percent from the $34.8 billion in the
1982-1983 crop year. Agricultural imports are expected to increase
only moderately to $17 billion, allowing the agricultural trade sur-
plus to climb to $22 billion, up $3.6 billion from the 1982-1983 crop
year. In recent years, agricultural exports have covered over one-
half the cost of imported petroleum and petroleum products. In ad-
dition, the Department of Agriculture estimates that a $1 million
export sale of wheat, for example, generates almost $5.5 million of
direct, indirect, and induced business activity in the U.S. economy.

Being the world’s leading agricultural nation has provided the
United States with powerful political, as well as economic, leverage
in international relations. In addition to $39 billion of commercial
sales, U.S. farmers, through their government, contribute greatly
to world food security—the assurance of regular and adequate food
supplies for a significant portion of the world’s population. The
United States is the largest donor of food aid in the world, which is
achieved in part through its P.L. 480 donor program and by being
the largest contributor to the United Nations World Food Program
and the International Emergency Food Reserve. In addition, U.S.
participation in export credits, the International Monetary Fund,
and the World Bank helps to facilitate financial arrangements to
promote food consumption and distribution.

The United States further enhances world food security by main-
taining, at its own expense, adequate national and global stocks to
meet inherent year-to-year fluctuations in grain production. The
United States, in fact, is the only nation with an intentional policy
of holding carry-over grain reserves in order to meet international
and domestic needs. In addition, the United States has comprehen-
sive programs designed to assist developing countries in increasing
their domestic food production. The actual and potential manipula-
tion of commercial agricultural sales by the Federal Government to
pursue foreign policy objectives, while certainly controversial, is
nonetheless another attribute and contribution of U.S. agriculture.

NATIONAL AND INTERNATIONAL ECcoNOMIC INFLUENCES

Perhaps the most fundamentally significant difference between
the agricultural industry of 20 years ago and the industry today is
the tremendous influence of national and international economic
forces outside the farm sector on the U.S. food economy. Though
historically isolated and insulated from changes outside the farm
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sector, agriculture has been integrated into the macroeconomic
system.

A number of negative influences were imposed on the farm
sector during the latter 1970’s, including inflation, high interest
rates, sagging commodity prices, and a faltering domestic economy
whose real output and income stagnated and actually declined. On
the international level, American agriculture was affected by fluc-
tuating demand, a global economic slowdown, and peculiarities in
foreign currency exchange rates. Each of these factors has had a
dramatic effect on farm income and financial well-being.

Today’s depressed farm economy is readily and directly traceable
to the economic policies of the late 1970’s which yielded high infla-
tion and high interest rate levels.

Between 1977 and 1980, farm production costs increased 45 per-
cent, from $89 billion to $129 billion. Those years of high inflation
devastated farm net income and thereby the farm economy. Ten
years ago, farm cash sales totaled $87 billion and production ex-
penses were $65 billion, yielding a net income from farm sales of
$22 billion. Back in 1973, it took less than $4 of product sales to
generate §1 of net income. But, while farm cash receipts have in-
creased 66 percent since 1973, production costs skyrocketed 117 per-
cent. As a result, today a farmer needs to sell over $32 of product
to realize $1 of net income. Had those inflation rates of 12 percent
in 1978, 19 percent in 1979, and 9 percent in 1980 been kept down
to just 8 percent each year, farm net income from sales would have
been $22.5 billion in 1982, rather than $4.5 billion. Those three in-
flationary years have cost farmers over $70 billion of net income
during the last five years.

In addition, when the previous Administration took “control” of
this country’s economic policies in 1977, the interest rate on non-
real estate farm loans was 8.8 percent. Four years later, this inter-
est rate stood at 17.9. The prime interest rate went from 6.25 per-
cent to 21.5 percent. The prime is currently at 11 percent.

This doubling of interest rates more than doubled farmers’ inter-
est rate payments from $7 billion in 1976 to $16 billion in 1980. On
January 1, 1977, total farm debt stood at $103 billion. Four years
later, on January 1, 1980, total farm debt had climbed 70 percent
to $175 billion. Tragically, this phenomenal addition to debt in-
curred by farmers during the late 1970’s will burden generations of
farmers to come.

Add the grain embargo of January 1980 and one begins to under-
stand the roots of the farmers’ current financial plight.

Commensurate with these record cost increases came record crop
production levels, a global recession, and the build-up of price de-
pressing carry-over stocks. The Reagan Administration implement-

-ed a 330 billion supply control effort, including the payment-in-
- «kind program, and created and expanded its export-blended credit
program to reduce stocks and improve farm prices and incomes.
Aided and abetted by the drought, carry-over stocks of corn were
reduced from 3.14 billion bushels in the 1982-1983 crop year to 595
million bushels in the 1983-1984 crop year; soybean stocks from
387 million bushels to 185 million bushels; wheat from 1.54 billion
bushels to 1.44 billion bushels, and cotton from 7.9 million bales to
3.6 million bales. While highly volatile, most commodity prices in
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late January 1984 are substantially higher than year-ago levels:
soybean prices are up 30 percent, corn prices 30 percent, and cotton
prices 20 percent. Wheat prices are near last year’s levels. These
percentage increases, however, are modest relative to the price
levels achieved by many of these commodities in the early fall of
1983. The “bullish” effect of low-ending stocks has been more than
offset by price-depressing influences such as the high value of the
U.S. dollar, expectations of large crops in 1984, a continuing de-
pressed livestock sector, large remaining stocks of wheat, a slug-
gish global economic recovery, and other factors.

Poricy CONSIDERATIONS

The evidence, of course, is stacked heavily against anyone who
desires to state categorically that traditional commodity programs
have failed agriculture. Walter Wilcox reported in 1958 that net
farm income for the period 1952 to 1956 would have been at least
28 percent lower without price support programs. Simultaneous but
independent studies by others yielded remarkably similar results.
These studies reveal that had production restrictions and price sup-
ports been eliminated, net farm income would have declined any-
where from 25 to 40 percent. Other research has found that com-
modity price support programs reduced price variability for select-
ed crops. These are only examples from a large volume of research
efforts almost unanimously extolling the effectiveness of commod-
ity programs during the late 1950’s and early 1960’s. With the con-
sumer price index for food advancing little more than 1 percent per
year from the mid-1950’s to the mid-1960’s, the impact of commod-
ity programs on consumer prices was of little concern or interest.

Two key developments, both beginning in the mid-1970’s have
eventually caused many farm policy analysts to conclude, as Dr. G.
Edward Schuh of the University of Minnesota has, that commodlty
programs have become ‘“demonstrably counterproductive.”

The first development was the extreme and rapid international-
ization of U.S. agriculture. During the 25-year period, from 1947 to
1971, the value of U.S. agricultural exports rose moderately from
$4 billion to $7.7 billion. In contrast, during the next 10-year
period, 1971 to 1981, the value of U. S. agricultural exports in-
creased almost six-fold. Exports sales now account for one-half of
crop cash marketings as opposed to 20 percent in 1950. During this
same period, production agriculture assets grew from $135 billion
to over $1 trillion. Traditional commodity programs are incapable
of providing a “fair return to farmers” given the size of their in-
dustry and with the majority of crop-farmer income coming from
nondomestic sources. The job simply has gotten too big and too un-
manageable.

The second development was the diminishing influence of the
value of farm goods relative to consumer food costs. A central ob-
jective of commodity programs is to assure reasonable food prices.
But farm value as a percentage of food expenditures has declined
from 33 percent to 28 percent since 1972. During the last two years,
labor costs have exceeded farm value as a percentage of total food
expenditures. As a result, it may make more sense to put the
burden and responsibility on labor for moderating food prices than
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on the farmer. During the last 3 years, while record food surpluses
were being accumulated and the farm value of food increased but
6.5 percent, total food expenditures increased almost 25 percent.

These developments give evidence that the two objectives most
often attributed to commodity programs—to yield a fair return to
farmers and reasonable prices to consumers—are unachievable in
today’s agricultural and food environment. Congressional and Ad-
ministration leaders must develop and implement the next genera-
tion of farm policy.

During the so-called banner years of U.S. agriculture—the
decade of the 1970’s—almost one-half of all farmers lost money,
year in and year out. In fact, in 1973, the best farm net income
year on record, 39 percent of all U.S. farms showed a loss. Accord-
ing to an Internal Revenue Service analysis of farm income tax re-
turns in 1976, over one-half of those returns showed financial losses
from farming. As a result, the average farm income per farm in
1976 was a dismal $1,268. However, when off-farm income is added
to the picture, average adjusted gross income per farm in 1976 was
$14,500 and the adjusted gross income for all farms reporting losses
was $13,600.

There were 12,000 farm tax returns that showed farm operation
losses of $50,000 or more. These same returns showed an average
off-farm income of $122,000—the larger the off-farm income, the
larger the farm losses. The average adjusted gross income of all
farms with losses exceeded the adjusted gross income of 75 percent
of all farms reporting profits in 1976.

In another study, Dr. Luther Tweeten of Oklahoma State Univer-
sity has shown that in 1981—a year of depression-level real net
farm income—almost 70 percent of all agricultural output was pro-
duced under profitable conditions. Dr. Tweeten’s data reveals that
farms with gross sales of over $100,000 required a parity ratio of 59
to cover all costs in 1981, when the parity ratio was actually 61.
During that year, 87 percent of all output would have been pro-
duced at a profit at a parity ratio of something less than 64.

The farm problem appears not to be the profitability of farming,
but the profitability of farms. Agriculture’s profitable output in
1981 was produced by only 12 percent of the farms. However, on
average, small-scale farms with sales of less than $10,000 had a
combined on- and off-farm income of over $20,000 in 1981, which
was near the national household income average. These small-scale
farms account for almost one-half of all farms.

The above seems to suggest that food production in this country
is not in financial jeopardy. Twelve percent of all farms are profit-
able. In addition, while half of all farms show negative returns
from their farming operations, they are sustained through substan-
tial off-farm income. It may be concluded that six out of 10 farms—
approximately 1.5 million—are not largely dependent on public as-
sistance for income support. Said another way, four out of ten
farmers may need and deserve greater assistance than is provided
through the current Federal farm programs. A critical ingredient
to the solution of the farm problem is to decide what kind and
degree of public support is needed to assist these 900,000 or so farm
families who find themselves in agriculture’s transition zone—
either reluctant or unable to generate sufficient off-farm income or
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lacking the financial resources to achieve a profitable-sized farm
unit.

These farm families who are experiencing the financial, profes-
sional, and social pressures of transition are most likely the core of
the farm problem. Furthermore, the volume-progressive govern-
ment payment structure of traditional commodity programs is
worse than useless to medium-sized farms. These farmers will
suffer greatly if the public’s current disenchantment with farm
programs results in less Federal assistance. Large successful farms
merely will be denied the return to which they are entitled.

A critical point must be made at this juncture—an observation
which may suggest a possible approach to remedy the farm prob-
lem as described above. The success of U.S. production agriculture
can be credited largely to the family structure of farming. Few
labor-management units have proven more innovative, productive,
and resilient.

Improvements in farm income can come only from one of two
sources: the market or the Federal treasury. Higher public costs for
farm programs likely is not a realistic option; but then neither is a
free or wholly market-oriented U.S. agriculture.

Given agriculture’s inherent characteristics—production time
lags, perishability, and inelastic domestic demands—the market
will never yield fully compensatory prices for all U.S. farmers. But,
according to studies, it can and has produced prices which are prof-
itable for most of the volume of commodities grown in this country.
However, these prices also are unprofitable for a vast majority of
farmers. That is, U.S. production agriculture can compete in export
markets but it naturally will “sell” to the highest bidder. The U.S.
Government itself becomes the high bidder through its loan pro-
gram. As a result, some farmers receive a windfall, others break
even, but the vast majority will continue to suffer losses. In addi-
tion, and perhaps equally important, other world food producers
and their governments escape the full competitive clout of Ameri-
can agriculture. ]

Certainly an undesirable consequence of current farm programs
has been to protect foreign food producers, who are less efficient,
from full competition with efficient U.S. food producers, at tremen-
dous cost to U.S. taxpayers. The continuation of farm programs
which reduce the U.S. share of world food production, while at the
same time builds price-depressing government-held surpluses, may
be the road to U.S. agricultural oblivion, and thereby future gen-
erations of farmers are jeopardized. The domestic and global eco-
nomic, social and political consequences of an America without ag-
riculture are beyond comprehension. Since 1981-1982, while the
United States reduced its grain production by 124 million metric
tons, the rest of the world increased its production by 95 million
metric tons. Qur market share of world grain and soybean exports
has declined from 52.2 percent in the 1981-1982 crop year to a pro-
jected 47.5 percent in 1983-1984.

United States farm policies must be both long-term and global in
perspective and recognize and appreciate U.S. agriculture as a
world resource. Survival of the most efficient is a fundamental
principle of our economic system and this principle should be pur-
sued in the world agricultural economy. The combination of our
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natural resource base, technology, highly innovative farm families,
and management and distribution system make U.S. agriculture
the most efficient, responsive, and productive in the world. From
an economic, political, or humanitarian perspective, U.S. farm re-
sources should be the last to be retired.

Federal price and income maintenance commodity programs are
heavily export, crop, and output-oriented. In fact, government pay-
ments apply to only 35 to 40 percent of the value of annual farm

-marketings—the sale of grains, cotton, and dairy products ($53.3
- billion out of a total of $143.5 billion of farm marketing in 1981). In
addition, hundreds of thousands of family farms that produce spe-
cialty commodities largely for domestic consumption are financially
distressed. Yet they receive little public attention, let alone assist-
ance. There may be substantial economic and social benefits of a
“smaller-farm farm policy” which is more farmer oriented and less
volume and commodity-biased.

The next generation of farm policy may better serve America
and its farmers by unleashing U.S. agriculture’s present competi-
tiveness and future potential, targeting public support, preserving
its natural resource base and family structure, and confidently and
aggressively pursuing new opportunities.
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ADDITIONAL VIEWS OF SENATOR STEVEN D. SYMMS

In my opinion, there are a variety of forces in the economy and
financial system which are combining to produce a very delicate
situation that can only be addressed by significantly reducing the
current level of debt in every sector of the economy—the personal
level, the business/corporate level, State and Federal Government
level, and the international level.

The present strategy, which combines higher levels of govern-
ment spending with large deficits, a firm monetary policy, high
real interest rates, and large current account deficits have worked
to produce a non-inflationary period of growth in the economy, for
the short-term.

The short-term success of the present strategy can be traced to
the discipline that was imposed on the system by tight monetary
policy. Tight money provided temporary relief from inflation. How-
ever, when combined with an opposing fiscal policy there was a tre-
-mendous cost—private sector bankruptcies and unemployment.

The combination of large spending increases and relatively mon-
etary policy has put upward pressure on real interest rates and has
attracted foreign capital to our economy, temporarily compensating
for our own savings deficiency and at the same time financing a
considerable portion of our deficit.

The simple fact is that fifty years of accumulated debt is coming
due and we are faced with the enormous problems resulting from a
fifty-year effort to spend ourselves into prosperity. The full impact
of that debt will be felt when foreign investment flows outside the
U.S. economy, thus reducing funds available to finance the expo-
nentially increasing deficits.

Consequently, it is our responsibility to implement a long-term
solution to our problems. We have only three choices at this time:
Reduce government spending and, therefore, decrease the govern-
ment’s involvement in the credit markets, maintain the current
spending levels and, therefore, further squeeze the private sector’s
ability to grow, or significantly increase the money supply in order
to monetize existing debt, resulting in an increase in inflation and
interest rates. :

Obviously, the only long-term resolution to our economic dilem-
ma is to reduce Federal expenditures in those years of the budget
which have grown uncontrollably in recent years. While savings
can be achieved in the defense budget, simply reducing defense ex-
penditures will not address this issue. There are those that will
make the argument that a strong economy is more important than
a strong defense and that a strong defense is not possible without a
strong economy. However, historically, the corollary has also been
true—it is impossible to maintain a strong economy without a
strong defense.
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In recent years, Congress has attempted to reduce the size of the
Federal deficit by cutting defense spending and increasing taxes.
During the 1970-1980 period, the budgets for income transfer pro-
grams increased 350 percent, while defense expenditures increased
only 150 percent.

Unless Congress addresses the problem of transfer payment and
entitlement programs, we will never balance the budget, or have a
sustained, long-term recovery. Even if defense spending were to be
cut substantially this year, we would still be faced with exactly the
same situation next year. The entitlement spending would continue
to grow, and still further cuts would be required in defense the fol-
lowing year. This would be a never-ending process until we reached
the point where there was nothing left in the Department of De-
fense to cut—the end being a defenseless welfare state.

- Furthermore, attempting to reduce the size of the budget by in-
creasing taxes is not reasonable since it is not possible to increase
productivity while strangling the economy with high tax rates. If
the trend that has been set in recent years continues, the market
reaction will be “business as usual—Congress does not have the
leadership or the fortitude to make the necessary budget reduc-
tions.” As a result, I am certain that the market’s inflationary ex-
pectations will remain, and most likely worsen.

Our future economic course, if present trends continue, will yield
an inflationary depression. If the Congress does not reduce the un-
controlled spending in the Budget, the pressure on the economy
will come through the currency. Historically, most nations have
failed to pay their debts. They have instead chosen to monetize
their debts, thereby passing the wealth of the private sector to the
public sector. If we do not have the fortitude to implement major
spending reductions in the Federal budget, 1 believe our own
Nation will follow the unfortunate historical path of our pred-
€cessors.



ADDITIONAL VIEWS OF SENATOR STEVEN D. SYMMS AND
REPRESENTATIVE DANIEL E. LUNGREN

We must dissent from that portion of the Annual Report which
calls for establishing a Deficit Reduction Commission. In our view,
such a commission would be no more than an acknowledgement of
the Federal Government’s failure to address the deficit dilemma
confronting our Nation and an inappropriate substitute for the re-
quired Congressional action.

Commissions are typically recommended when Congress does not
have the will to act. This, we believe, would be especially true of
any commission formed to reduce the deficit. Instead of creating a
political heat shield for Congress, our legislative institutions and
their members should be forced more firmly into the glare of the
public spotlight on this issue. The facts are clear! Deficit spending
has become an accepted norm in the running of our government.
Furthermore, as a consequence of continued deficit spending, 12.5
percent of the budget, or the fourth largest government expendi-
ture, is now devoted just to pay interest charges on the national
debt. The New York Times recently reported that the $110 billion
savings enacted by Congress from 1982 through 1985, was less than
the $124 billion increase in spending to pay the interest on the Fed-
eral debt.

The lack of Congressional action to reduce the deficit, not just
this year but over the past several decades, reminds us of a quote
attributable to Lon Holtz: “When all is said and done, a lot more is
said than done.” Unfortunately, this inaction has become charac-
teristic of recent Congresses rather than an infrequent occurance.

Under our Constitutional system and current budget process it is
Congress which has primary power over the fiscal purse. While it
is true that the President may recommend spending and revenue
levels, he cannot take any specific budget action until Congress has
sent him an appropriation bill.

Even when the Constitution affords the President a participatory
role in deciding to sign or veto appropriation measures, Congress
has an incredible advantage over the President in enacting spend-
ing bills. The legislative branch knows that the executive is forced
into an all or nothing situation in deciding whether to veto or sign
an entire appropriation bill. Consequently, the President is fre-
quently reluctant to halt government funding of necessary pro-
grams despite the fact that if he had the power he would delete the
funding for several less essential programs which are typically in-
cluded in spending bills.

The ability of the President of the United States to enact budget-
ary discipline pales in light of the fiscal tools available to the ex-
ecutive departments in 43 of our States, which are permitted au-
thority to line-item veto budget bills. Illustrative of the power of
the line-item veto is the recent experience of California Governor
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Deukmejian. During the last fiscal year, the Governor used the
line-item veto more than 350 times to cut $1.7 billion from the
amount which the State legislature has passed. Needless to say,
without the line-item veto authority the budget for California
would not have balanced.

However, it would be shortsighted to assume that the total sig-
nificance of the line-item veto lies in the ability of the President to
delete funding for certain selected programs. Just as the President
would know that his veto would be subject to a two-thirds override
in both Chambers of Congress, so, too, would the Congress be cogni-
zant of the President’s ability to exercise his veto. The result of
providing the executive the authority to use the line item veto
would be enhanced accountability in budgeting. Each budget item
would have to be enacted on the basis of its own merits and its pos-
sible subjection to a two-thirds vote standard rather than by slip-
ping into an omnibus spending package at some late hour of Con-
gressional deliberation.

Milton Friedman is right, “the key objection to deficits is politi-
cal, not economic.” We in Congress are familiar with the economic
arguments against continued deficit spending. Yet, despite the eco-
nomic rationale, year after year Congress continues to rack up defi-
cit after deficit. In putting his finger on the problem, Dr. Friedman
has gone so far as to state that electing the right people in govern-
ment will not eliminate deficits, because that has been tried to no
avail. According to him, attempts to create a more effective con-
gressional budget process has also failed. Dr. Friedman summa-
rizes, “A Constitutional amendment is needed to enforce political
responsibility.”

But while many in Washington may have become accustomed to
deficit spending, the people of this country will simply not tolerate
their government to continue spending more than it takes in. The
cold reality which Congress will have to face up to is that currently
32 out of a required 34 States have called for a Federal convention

-. to.consider a constitutional amendment to balance the budget.

Grassroots efforts in several key States suggest that the time is
near when one or two more States may soon join the call for a Con-
stitutional Convention. Clearly, Congress cannot ignore for long
this appeal from the people.

Perhaps one of the most convincing reasons a commission is not
needed is the comprehensive work.of the Private Sector Survey on
Cost - Control. Commonly known as the Grace Commission for its
energetic Chairman, J. Peter Grace, the panel recently recommend-
ed 2,478 ways in with the Federal deficit can be reduced by $424
billion in three years. Certainly, Congress may not wish to enact
every recommendation, but it would be remiss to establish a new
Deficit Reduction Commission without having thoroughly consid-
ered the work of the Grace Commission. o

The 2,478 recommendations of the Grace Commission represent a
final report embodying some 23,000 pages, the work of 86 task
forces including an executive committee of 161 top executives in
our country, and 18 arduous months of meetings and hearings. Not
only would a subsequent commission now be redundant in the light
of the Grace Commission, but the $75 million cost for the Grace
Commission study-—all financed by corporations, in addition to
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some $3.5 million donated from the private sector to pay for admin-
istrative expenses—would be for naught. Certainly after this ency-
clopedic undertaking, it would represent the ultimate acknowledge-
ment of Congressional inability to reduce deficits if Congress were
to now create a new commission.

The merits of creating a commission are further questioned in
light of the fact that the President’s bipartisan deficit reduction
plan to secure a $100 billion downpayment over the next three
years has been met with noted skepticism by Congressional leaders.
It was recently reported that the Chairman of the Ways and Means
Committee commented, “All that work is going to be done in the
Ways and Means Committee.” He was joined by the House Appro-
priations Chairman who said, “What they do doesn’t limit us.”
This type of attitude is all too reminiscent of promises that were
made during the debate of the enactment of the so-called Tax
Equity and Fiscal Responsibility Act of 1982. At that time an
agreement had been reached between the President and Congres-
sional leaders that for every dollar of tax increases, three dollars of
spending reductions would be made. The $98 billion tax package
become law more than a year and a half ago and we are still wait-
ing for the promised spending reductions to occur.

While there certainly are justified instances where commissions
should be created, government commissions should be the excep-
tion and not the rule. A commission to reduce the Federal deficit,
in our view, would be a grave mistake. There is no need to form a
commision to tell us who has the responsibility to balance the Fed-
eral budget and such a commission is certainly no substitute for
concrete deficit reduction efforts.

Instead of setting up another government commission, Congress
should take specific action to create an environment of fiscal ac-
countability in Washington. This can best be accomplished, as the
Republican Views recommend, by sending two Constitutional
Amendments to the States for their ratification: an amendment to
balance the budget and limit spending and an amendment to pro-
vide the President with line-item veto authority. Additionally, Con-
gress should pass legislative proposals to reduce the level of govern-
ment spending and encourage greater taxpayer compliance.



ADDITIONAL VIEWS OF REPRESENTATIVE OLYMPIA J.
SNOWE

The Republicari Views on the Economic Report of the President
are sound, and I am in general agreement with the conclusions
reached. I believe the views correctly and realisitically highlight
the outlook for continued economic recovery, while cautioning on
the impact of growing Federal deficits.

As with many other Members of Congress, I remain seriously
concerned with the prospect of dangerously high Federal deficits.
Recently, the Congressional Budget Office released its own analysis
of the President’s fiscal year 1985 Budget and indicated that defi-
cits are projected to widen over the next four years, instead of nar-
rowing, as the Administration predicts. Regardless of the exact
dollar amount, we have a problem of serious proportions that, if
unchecked, will place a tremendous burden on future generations.

I am_therefore encouraged that negotiations are proceeding be-
tween Congress and the White House on the $100 billion deficit re-
duction down payment, and that the Senate Finance and House
Ways and Means Committees are pursuing their own measures. I
also concur with the Republican Views that a formal commission is
warranted if political pressures forestall concrete action during this
election year. As the Republican Views acknowledge, all areas of
the budget—including defense spending, entitlements and other do-
mestic spending—as well as our tax system must be subject to scru-
tiny if both parties are to approach this problem in good faith.

Despite the anxiety over continuing deficits, the American public
has good reason to be pleased with drastically reduced rates of in-
flation and lowered interest rates. Other economic indicators, in-
cluding housing starts, personal income, retail sales and capacity
utilization, have been climbing and show evidence of a prolonged
recovery. The civilian unemployment rate has dropped dramatical-
ly from 10.8 percent in December 1982 to 8 percent in January
1984, but still remains too high and disproportionately affects
Black and Hispanic Americans and teenagers.

The 1983 Annual Report of the Joint Economic Committee paid
particular attention to employment policy and highlighted the spe-
cial employment needs of women, including the necessity for strong
efforts to address wage and job discrimination against women. Al-
though significant improvement in the overall employment picture
in this country has been made, I believe the unique problems faced
by women in the labor market remain, for the most part, unad-
dressed. This has been a special concern of mine during my tenure
on the Committee, and is being examined through hearings I am
chairing during this Congress.

The last three decades have signaled rapid change in women'’s
labor market patterns. The two ‘most striking features about
women’s labor force participation during this time have been the
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rapid increase in the number of women working outside the home,
and the increased participation among married women, particular-
ly women with young children. A few statistics illustrate this dra-
matic change: in 1950, women accounted for less than 30 percent of -
the labor force; by 1982, they accounted for 43 percent. This
amounted to a 148 percent increase during a period where men’s .
labor force participation increased by 41 percent. Nowhere has the
increase been more marked than among women with young chil-
dren. In 1950, only 12 percent of married women with young chil-
dren were in the labor force; by 1980, that figure had risen to 65
percent.

In 1983 the Census Bureau reported on the status of American
women in a special report, American Women: Three Decades of
Change. Its findings and their economic implications were the sub-
Jject of a Joint Economic Committee hearing I chaired in November
1983. The report documented the disturbing patterns that affect
women’s economic status and their full integration into the work
force. Of primary concern to me is that the earnings gap between
men and women actually widened from 65 percent in 1955 to 59
percent in 1980. In the past year, there has been a slight improve-
ment in this differential. '

The report also documented that women are still pursing tradi-
tionally female fields and are proportionately overrepresented in
clerical and service positions. The impact of this pervasive occupa-
tion segregation and wage discrimination can be seen in this coun-.
try’s poverty statistics. Approximately 60 percent of the black pov-
erty population and a quarter of the white poverty population lived
in female-headed families in 1980.

Despite landmark legislation in 1963 making it illegal to dis-
criminate against women by paying them a lower wage than men
for doing equal work, the earings gap has continued to widen. In
my view, the crux of the problem is this: the guarantee of equal
pay for equal work falls short because, by and large, women do not
work in the same jobs as men. The Department of Labor recognizes
247 job classifications in their “Dictionary of Occupational Titles”;
80 percent of all working women in this country are concentrated
into just 25 of these classifications.

The National Academy of Sciences summarized the problem in
starkly realistic terms in its 1981 report to the equal Employment
Opportunity Commission:

“The more an occupation is dominated by women, the less it
pays.” In fact, according to the report, it pays about $42 dollars a
year less for each percentage increase in the number of women
doing the job.

Pay equity has been recognized as the civil rights issue of the
eighties. Both the courts and many States are moving rapidly to
address the undervaluing of jobs performed mainly by women. Fif-
teen States are in the process of conducting job evaluation studies
to identify the extent of wage depression in female-dominated jobs.

This year, I will be continuing my series of Joint Economic Com-
mittee hearings on women in the labor market. The first will deal
with the special employment problems faced by women, including
training and education, child care and welfare employment poli-
cies; the second will focus specifically on the problems of occupa-
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tional segregation and pay equity; and the final hearing will look
at retirement and employment problems among older women.

American women will not secure true economic equity until they
are guaranteed a fair wage for the work they do. Freedom from dis-
crimination in employment opportunity and compensation for
women will be the challenge of the 1980’s. I am optimistic that the
Joint Economic Committe will continue to view this as a priority
concern in its ongoing examination of economic policy.



DEMOCRATIC VIEWS ON THE FEBRUARY 1984 ECONOMIC
REPORT OF THE PRESIDENT
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I. THE RECOVERY IN TROUBLE

The present recovery cannot be sustained without prompt action
to save it. We face today the highest deficits in history and the
highest real interest rates in history for this phase of the business
cycle. Together they darken the economic outlook. And the Reagan
Administration has no plan to set things right.

In this Report, we propose a program for immediate action to
sustain growth and move toward full employment. Our program
will reduce deficits and interest rates. It is an integreated, four-
part plan. It is prudent. It is fair. It is realistic. It deserves biparti-
san support.

This is a demand-side recovery from a monetarist recession. De-
clines in real interest rates fueled its initial stages, causing rapid
recovery of housing and automobiles, but these will not contribute
greatly to expansion in 1984. The consumer and military sectors
are the mainstays now. Net export performance has been very bad.
Savings behavior has been worse. The tax cuts of 1981 have failed
in their stated objective: to stimulate personal savings and invest-
ment. And the Administration has neglected the foundations of
long-term innovation, competitiveness, and productivity growth:
education, support for basic scientific research, and the construc-
tion and maintenance of the public facilities which undergird our
commerce.

By maintaining a high dollar and creating unemployment, and
aided by slack in major commodity markets such as food and oil,
these policies temporarily have depressed the rate of inflation. But,
over the medium term, they are inflationary. If they continue, they
will lead to falling productivity growth, rising prices, and pressures
for a new recession long before real wage and living standards
have been restored to their potential, or the unemployed have
found jobs, or the needy have been lifted from distress. A new re-
cesslign would threaten political and financial stability around the
world.

Unfairness remains a hallmark of Reagan’s economic policy.
Middle-income earners have seen payroll taxes go up as overall
income taxes came down. The tax reductions of 1981 provided no
increased income to a household whose income averaged $32,000 or
less, when adjusted for payroll taxes and inflation. Yet, those earn-
ing over $200,000 received an average tax cut of $40,000. Partly as
a result, the share in all income of the richest 5 percent of families
has risen steadily since 1980.

The Reagan spending cuts have fallen mainly on the poor and
the working poor. Still, most of these have not yet received any sig-
nificant benefit from economic recovery, and the poverty rate has
risen sharply in each year of the Reagan Administration. High real
interest rates boost the real incomes of those with money to lend,
at the expense of those obliged to borrow. In all, the policies of the
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past few years are dividing American society, widening the gap be-
tween rich and poor, and squeezing the incomes, wealth, and secu-
rity of the middle.

Rosy ScEnARIOs
The President has written:

As I look ahead, I am very optimistic about the pros-
pects for the American economy. Substantial progress has
been made in reforming the economic policies that will
shape our economic future. If we continue to develop and
pursue sound policies, our Nation can achieve a long
period of strong economic growth with low inflation, and
the American people can enjoy unprecedented prosperity
and economic security. (1984 Economic Report of the Presi-
dent, p. 9)

It is reasonable to judge the credibility of this statement by this
Administration’s performance relative to the goals it set for itself
and the Nation in 1981. Real gross national product (GNP) from
1982 through 1984 will have been more than 5.5 percent less than
promised in 1981 (Chart I-1). Corporate profits in 1983 were 32 per-
cent below the Reagan forecast. Unemployment last year was three
points higher. Two million fewer Americans had jobs. And the defi-
cits.which were projected to be zero in 1984 will exceed Reagan’s
estimates by about $200 billion. Only inflation is better than fore-
cast. In every other respect, this Administration has missed its own
economic targets by a wide margin.

For 1984 and after, the Administration has again presented a
rosy scenario in which growth continues, unemployment declines,
and inflation does not rise. There is little basis in recent history for
such a result. The President’s budget copes with this difficulty by
asserting that “a new fundamental factor,” the reduction of infla-
tion expectations, will “work to prevent a renewal of inflation.” All
available evidence, from market surveys to the term structure of
interest rates, suggests the opposite. Because of the deficits, mar-
kets rightly fear rising inflation.

Deficits are stimulative. Beyond a certain point, they are infla-
tionary. Current policy will lead to deficits beyond all experience.
Monetary policy, the traditional cure for inflation, works as a
brake on prices only through recession. Therefore, accelerating in-
flation cannot be prevented and the recovery cannot be sustained
unless deficits are reduced. Yet, the President has presented no
program to cut the deficits. The Administration’s economic forecast
in the budget and the President’s optimism in his Economic Report
are therefore inconsistent with his program.
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FiscAL IRRESPONSIBILITY

Ordinarily, the Budget of the United States Government contains
the fiscal program of the President and his Administration. The
President’s Economic Report is meant to describe the economic
strategy of the Administration, and to explain how the policies pre-
sented in the budget will lead to full employment and stable prices
as required by law. The Annual Report of the Council of Economic
Advisers (CEA) is meant to appraise the programs of the Federal
Government and to make recommendations to the President in
light of the goals set forth in the President’s Economic Report. In
all previous cases, the Council’s report has supported that of the
President.

This year, the budget has been likened to a bankruptcy filing by
the Director of the Office of Management and Budget (OMB), and
repudiated outright by the Chairman of the CEA. The President
and his Treasury Secretary alone support the budget. But when
asked by this Committee whether the budget conformed to econom-
ic “common sense,” the Treasury Secretary stated, “Obviously
not.” (1/26/84)

The President himself has already proposed negotiations on an
ill-defined alternative program. The status of the budget as the
fiscal program of the President is therefore doubtful. And in the
Council’s Annual Report, no defense of the President’s economic
program is presented. The Council’s Report is instead a critique of
that program.

The President’s budget calls for “bold, vigorous fiscal policy
action.” But, no such action is proposed. The President’s financial
plan calls for budget deficits which under realistic economic as-
sumptions will grow from $192 billion in Fiscal Year 1985 to exceed
$248 billion per year by 1989, even if every proposal in the budget
is enacted. :

The Council’s 1984 Annual Report sets out some of the dangers
of this course.

If legislative action is not taken, the cumulative budget
deficit would be more than $1,100 billion over the next 6
years. The annual interest on this extra debt alone would
represent a permanent cost of about $60 billion in 1989, if
interest rates fall as assumed, or at least $100 billion a
year if the interest rates remain at their present level . . .
The most important long-term economic effect of the pro-
spective budget deficits would be to absorb a large fraction
of domestic saving, and thereby reduce the rate of capital
formation and slow the potential long-term growth of the
economy . . .

The deficits will have effects on the economic recovery
as well . . . It is quite possible . . . that the additional
demand- would concentrate in sectors that are operating
‘close to capacity while the crowding out withdraws
demand from industries where a great deal of excess ca-
pacity exists. If so, much of the additional demand might
be absorbed in price increases while the crowding out adds
to unemployment. If this occurs, the resulting recovery
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would be slower paced, more fragile, and more inflationary
than a more balanced recovery. (Pages 37-40)

ZosMETIC PROPOSALS

The President’s budget message makes the following cosmetic
proposals: (1) that Congress provide the President with an item
veto; (2) that Congress propose and send to the states a balanced-
budget amendment to the Constitution; (3) that the Administration
study the spending recommendations of the Grace Commission; and
(4) that the Treasury study tax reform proposals and present a
report after the election. The President does not attempt to stipu-
lite the budget savings that would be associated with any one of
them.

Item veto authority would apply, practically, to discretionary ci-
vilian spending only—less than 20 percent of the budget. The Ad-
ministration itself has not proposed large further cuts in this area,
and is not prepared to say where in civilian discretionary spending
line item veto authority might be used.

The proposal for a balanced budget constitutional amendment
has already been considered by Congress on its merits and rejected.
It has little chance of enactment and little hope of success if it
were enacted.

The spending reductions recommended by the Grace Commission
are of doubtful worth and would for the most part require policy
changes which the Administration has not proposed.

Finally, even the President seems to concede in his budget mes-
sage—"‘To those who say we must raise taxes, I say wait.” (Budget
of the United States Government, Fiscal Year 1985, p. M7)—that
increased taxes are required. Several major proposals already exist.
The question for the Treasury is not how as a technical matter to
raise taxes, but on whom. This question cannot be answered by a
study. The stalemate cannot be broken without a change in the Ad-
ministration’s position. More facts are not needed; a willingness to
face the facts is.

THE CASE FOR ACTION IN 1984

The President confronts a situation in which the only prudent
choices require fundamental revisions in his program. Faced with.
this, the President has opted to do nothing. He states: “I am com-
mitted to finding ways to reduce further the growth of spending
and to put the budget on a path that will lead to a balance between
outlays and receipts. In 1985 I will submit a budget that can
achieve this goal.” (1984 Economic Report, p. 9) In the meantime,
the President’s tactic is to pressure the Federal Reserve to prevent
rising interest rates in 1984, a course which in the absence of defi-
cit reduction carries considerable risks.

We cannot afford to wait. Sustained, balanced, and falr economic
recovery requires that the basic pohcy priorities of the Reagan Ad-
ministration be reversed this year.

Delay has a permanent cost. With every month of present defi-
cits, the permanent burden of interest on our children and grand-
children rises. Government borrowing will consume more of our

30-460 O—84——7
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‘savings, keeping interest rates high and inhibiting the public and
private investment we need today for future growth. M-~reover,
without action, the high dollar may continue to price American
goods out of competition in markets at home and abroad. And the
lack of concerted action today to stop our growing trade imbalance
‘could lead to the permanent loss of jobs, markets, and America’s
competitive edge.

EconoMic GoaLs

Our national economic goals have been established by Congress
in the Employment Act of 1946, as amended by the Full Employ-
ment and Balanced Growth Act of 1978.

Our prime national economic goal is to achieve and maintain full
employment. Americans want, need, and deserve good jobs. Full
employment at reasonable price stability is a legitimate American
ideal. It continues to be the standard by which the American
people hold their government to account. They are right.

Sustained, balanced, and fair economic growth is the key to
reaching this objective. Without sustained growth, sustained prog-
ress toward full employment is impossible. Balanced growth is es-
sential; otherwise, some sectors will begin to experience bottlenecks
and inflationary pressures while severe unemployment remains in
others. Fairness, finally, is a precondition for sustainable political
support: if the expansion is not fair, the American people will re-
place the politicians and the policies which have fostered it.

For the five economic recoveries since World War II that lasted
for three years or more, the average annual growth rate was 6.2
percent over the first two years. In 1983, actual growth was 6.1 per-
cent. This was twice as fast as the Administration predicted for
1983. Apparently real growth is now slowing down. But, under the
policies recommended in this Report, a growth rate for 1984 near 6
percent would be an attainable goal, provided policy changes were
made promptly.

The Administration predicts that real GNP will grow by 4.5 per-
cent over the four quarters of 1984. This unsatisfactory course is
probably consistent with policies now in effect. According to the
Administration, such a rate of growth in output would reduce the
civilian unemployment rate to 7.7 percent by the fourth quarter of
next year. Growth would slow to 4.0 percent in 1985, and unem-
ployment would fall to 7.5 percent by the fourth quarter of that
year. This would be a decrease of less than one percentage point in
the civilian unemployment rate over the two-year 1983-1985
period. After 1985, the Administration forecasts continuing 4.0 per-
cent growth and falhng unemployment—a course which is totally
implausible under Administration policies.

We recommend a higher 1984-1985 growth path for the economy,
achieved by prompt enactment of the policies proposed in this
Report. If recent slower growth in the labor market continues, such
a path would effect further reductions in unemployment with no
significant risk of increased inflation. .

More rapid growth in the United States would bring about faster
recovery abroad. Many of our allies are just now entering a period
of expansion and as they grow their demands for our exports will
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increase, creating new jobs in our hard-hit export sectors. Exports
will also rise if the currently high value of the dollar declines to a
more nearly normal range, making American products more com-
petitive in world markets.

The civilian unemployment rate in January was 8.0 percent. The
rate for black workers in January was 16.7 percent, with a rate of
47.9 percent for black teenagers. The mean duration of unemploy-
ment rose in January to 20.5 weeks, greater than that recorded in
any month before 1983. Unemployment remains a social and eco-
nomic problem of first importance.

An effective strategy against unemployment must proceed on
two fronts. First, by sound macroeconomic management, we should
restore fiscal stability to government while bringing unemployment
down. Second, we should put in place the targeted measures re-
quired to do the rest of the job without overstimulating the econo-
my by 1988.

Inflation has stopped progress toward full employment in the
past and it threatens to do so again. Virtually all economic fore-
- casters, including the Administration, foresee a rising rate of infla-
tion in 1984. Beyond keeping inflation down in 1984, the essential
goal is to prevent further acceleration later on. Changes in the ma-
croeconomic policy mix and certain structural policies are neces-
sary to achieve this; otherwise, high inflation will return, making
continued progress toward full employment practically impossible.

The Administration forecasts that the Consumer Price. Index
(CPD), fourth quarter to fourth quarter, will rise by 4.4 percent in
1984, up from a 3.0 percent rise in 1983. It foresees a rise of 5.0
percent in the GNP deflator, up from 4.1 percent in 1983. Most ob-
servers are less optimistic. Forty of forty-seven contributors to the
Blue Chip Economic Indicators believe inflation in 1984 will be
more rapid than the official forecast. For later years, virtually all
ecgnonéists believe CPI inflation will accelerate unless deficits are
reduced.

The Administration prediction that the CPI will rise by less than
the deflator also contradicts the opinion of most forecasters (42 of
47 contributors to the Blue Chip Economic Indicators disagree with
the Administration’s assessment). The Administration should ex-
plain and reconcile its inflation forecasts for 1984, and answer
charges which have appeared in the press that the CPI forecast
was altered for political reasons.

Unfortunately, the Administration has no program other than
unwarranted optimism to guard against inflationary surges in the
next few years. We advocate more direct steps to deal with infla-
tionary risks, particularly those arising in the international sector.

The law requires that the President set explicit medium-term
economic goals. This procedure is intended to achieve a better inte-
gration of macroeconomic and structural policies, to improve the
Federal Government’s economic policy process, and to chart a path
toward full employment and price stability.

For the medium term, the Administration projects steady
growth, declining unemployment, lower inflation, and a gradually
decreasing deficit. But there is no programmatic basis for this pat-
tern of simultaneous progress in all economic areas. The forecast
lacks credibility and cannot be realized unless policies are changed.
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The President’s 1984 Economic Report does not set quantitative
economic goals. Instead, the Report arbitrarily forecasts that there
will be 4 percent real economic growth each year from 1985
through 1988 and 3.8 percent in 1989. It then calculates the conse-
quences of such growth rates, if by happenstance they were
achieved. In the most important instance, the Administration fore-
casts the unemployment rate for the total labor force (including
armed forces personnel stationed in the United States) to decline to
5.7 percent by 1989. Again, there is no relation between this
number and the policies the President plans to pursue. Because it
does not set a quantitative goal and then describe what policies and
programs are needed to reach it, the President’s Economic Report
does not comply with the goal-setting procedures of the Full Em-
ployment and Balanced Growth Act.



II. OUR PROGRAM

We propose a linked, four-part program to reduce deficits and
cut interest rates. We propose to reduce the budget deficit by a
total of about $200 billion in the next three years and $500 billion
over the next five years.

We are prepared to reduce the growth of military outlays to a
sustainable rate. We are prepared to raise some taxes, provided
new taxes are fair, progressive, and based on ability to pay. We are
prepared to see fair reductions in civilian spending, provided the
pressing needs of the poor, the unemployed, the hungry, and the
homeless are met. We must reorder our budget priorities so that
the dollars we spend are targeted to productive investment in our
people and our. material resources. These steps would bring long-
term interest rates down. In return for these actions, we would
expect a change in policy by the Federal Reserve, so that real
short-term interest rates come down as well, by enough to sustain
rgglseconomic growth at a more rapid but manageable rate through
1985.

Our direct spending and tax measures will cut the Reagan deficit
by $30 billion for Fiscal Year 1985, rising to $166 billion by Fiscal
Year 1989.1 Our program will also permit lower interest rates and
higher real economic growth, which will further increase revenues
and reduce. outlays, and produce a more rapid drop in unemploy-
ment. These indirect economic effects will cut an additional $23 bil-
lion from the deficit in 1985, rising to $76 billion by 1989.

In all, our program would put the deficit on a firmly declining
path. Taking our program as a whole, the deficit can be reduced
to $84 billion by 1989. In contrast, if no action is taken, the deficit
would rise to $308 billion by that year. Under the Reagan propos-
als, deficits will rise to $248 billion by 1989. )

Consistent with this program, we continue to support specific
productive investments that will give a good return. Education,
training, jobs, and other proposals we have outlined in this Report
will target our scarce dollars on the people, areas, and sectors of
the economy which are idle or underutilized and will help prevent
inflationary pressures from developing.

The essential elements are as follows:

1. Reduce the growth of military spending.—We do not need,
cannot afford, and cannot efficiently manage a military build-
up on the scale the Pentagon desires. We propose instead that
real defense budget authority increases average 4 percent per
year from 1985 through 1989. This implies continuation of the
policy adopted by Congess in the Defense Appropriations Act
for Fiscal Year 1984 and permits a steady real growth of out-

! Savings below Congressional Budget Office (CBO) baseline are $53 billion in 1985, rising to
$214 billion by 1989, taking into account both direct and indirect effects.

97)



98

lays at rates of about 4 percent. Such a program would save
$112 billion over five years below the outlays implied in the
Administration’s military program.2

2. A comprehensive review of all non-means-tested entitlement
programs.—Major cuts in entitlements, including social secu-
rity, already have been enacted. An important remaining task
is the enactment of a comprehensive program of health care
cost control and medicare financing reform. An effective pro-
gram could save $34 billion in health care outlays over five
years and, taking into account $86 billion of social security re-
visions already enacted, $120 billion will have been saved over-
all through 1989. A comprehensive review of all non-means-
tested entitlement programs might produce additional savings.

3. Institute a fair tax.—We cannot continue to spend 25 per-
cent of GNP while raising only 19 percent in taxes. Any policy
of borrow and borrow, spend and spend—as has been this Ad-
ministration’s policy—merely transfers the eventual burden
onto future generations, who will pay it either as increased
taxes or as inflation.

We favor complete overhaul of the individual and corpo-
rate income tax systems along the lines of the Fair Tax propos-
al, adjusted to raise significant new revenues by 1987. Our pro-
posed path for phasing in such a Fair Tax would increase rev-
enues by a cumulative total of $252 billion through 1989.

4. Lower interest rates.—As soon as the deficit-reduction
package outlined here is enacted, the Federal Reserve should
change monetary policy so as to produce sustained economic
growth at rates rapid enough to assure continued reductions in
unemployment. We estimate that a combination of deficit re-
duction and easier monetary policy can achieve a drop in inter-
est rates of two percentage points, and that such a drop, made
fully effective in 1985 and sustained over the four following
years, would save a cumulative total of $204 billion in interest
outlays.

Finally, our program would permit a more rapid rate of real GNP
growth than envisaged under the Administration’s program, espe-
cially in 1984 and 1985. Such growth would provide additional rev-
enues under the tax structure we propose. That growth dividend
would total, in our estimate, $140 billion over the four years
through 1989.

The overriding goal of our program is continued, rapid growth
in 1984 under conditions that will not force an abrupt end to the
expansion in 1985. To renew America’s promise of expanding op-
portunity, we need sustained growth. We propose to begin a pro-
gram of economic expansion with a campaign of deficit reduction.

2 Compared to the current services outlays as presented in the Administration’s budget, our
rogram would save $83 billion over the three-year period 1985-1987, and $154 billion over the
gve years 1985-1989.
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TABLE l-1.—JOINT ECONOMIC COMMITTEE DEFICIT REDUCTION PROGRAM COMPARED TO

ADMINISTRATION BUDGET

[In billions of dollars]

1985 1986 1987 1988 1989
Entitlements L7 35 6.0 9.4 133
Defense 1.0 20.0 28.0 29.0 21.0
Interest * 40 9.4 113 28.7 436
Total spending reduction 127 329 513 67.1 83.9
Taxes 17.0 340 510 68.0 82.0
Total deficit reduction ' 29.7 66.9 102.3 135.1 165.8

* These are the interest savings which stem directly from deficit reduction only. They assume a partial adjustment of interest rates due to deficit

reduction, but no change in monetary policy.

TABLE 11-2.—JEC PROGRAM COMPARED TO CBO BASELINE

[In billions of dollars)

1985 1986 1987 1988 1989
CBO basetine deficit 197.0 2170 245.0 2720 308.0
Administration deficit * 192.0 2110 233.0 2410 248.0
Deficit under JEC program 2 157.0 137.0 1220 99.0 84.0

1 As reestimated by CBO, “An Analysis of the President’s Budgetary Proposals for Fiscal Year 1985,” February 1984.

2 Assumes deficit reduction program of Table 1-1, JEC real growth and monetary policy program, and an

billion in fiscal year 1985, $5 billion in fiscal year 1986, and $4 billion in subsequent years,

employment/relief package of $6.3



III. THE PROBLEM

1. THE DEFICIT CRISIS

Without major policy changes, the Federal deficit will rise from
$195 billion in Fiscal Year 1983—the largest Federal deficit ever
recorded—to $308 billion by Fiscal Year 1989.

Should this happen, Federal debt held by the public would more
than triple, from $715 billion when Ronald Reagan took office in
1981, to almost $2.7 trillion.

Current policies will increase publicly held Federal debt from
21.1 percent of GNP at the end of 1980 to more than 49 percent of
GNP by the end of 1989. This would reverse all of the decline in
the debt burden which has occurred since 1960. The Federal deficit
will absorb almost 6 percent of the Nation’s total output of goods
and services in each year of this decade. Not since World War II
has Federal borrowing absorbed such a high fraction of GNP.
Never before has it continued so long a time.

In Fiscal Year 1983, almost half of the $195 billion deficit was
caused by the lingering effects of recession. This was entirely
normal under the circumstances, and the deficits did support
spending in 1983 and contribute to recovery.

It is customary, however, for deficits to decline as economic ex-
pansion matures. Economic growth erases the shortfall in tax reve-
nue, while the demands on goverment by the unemployed and oth-
erwise needy diminish. The budget should move toward balance as
the economy moves toward full employment.

The Reagan budgets break this pattern. They transform fiscal
policy from a useful tool of economic stabilization into a loose
cannon on the economy’s deck. We are now entering the second
year of what has been, so far, an average recovery. Yet, the deficits
of this Administration are not disappearing and will not disappear
during the process of economic growth.

Worse, unless policies are reversed, the actual deficit probably
will be even higher than the baseline forecast. Present deficit fig-
ures are based on the assumption that the economy will grow
throughout the decade at a steady annual rate of about 4 percent
in real terms. It is much more likely, unless economic policy
changes, that renewed high inflation followed by an economic
downturn will occur at least once during the last half of this
decade. Such an event could raise the annual deficit to as much as
$400 billion late in the decade.

Causes of the Deficit

These massive deficits can be traced to three assumptions of the
Administration when it took office. One was its belief that a major
cut in marginal tax rates would stimulate an investment-led era of
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high economic growth and enough new revenues to compensate for
the rate reduction. The second was its assertion that, because the
budget was bloated with waste, fraud, and abuse, significant cuts in
civilian programs could be made without imposing hardships. The
third was its endorsement of the monetarist/rational expectations
proposition that a preannounced and unvarying reduction in the
rate of growth of the money supply would—by altering expecta-
tions—almost immediately reduce inflation without causing an in-
crease in unemployment or a reduction in economic growth.

When these policies were combined with a huge escalation of
military spending, massive deficits resulted.

Revenues fell far short of predictions. The forecasts of the Febru-
ary 1981 Economic Reovery Program promised that rapid growth
would generate an 18.1 percent increase in revenues between 1981
and 1983 and a balanced budget by 1984. The period of rapid
growth never materialized. The Administration overestimated the
investment stimulus of marginal tax cuts and underestimated the
depressing effect of its supertight monetary policy. Instead of an in-
vestment-led boom, the economiy went into recession. Actual rev-
enues in 1983 were no higher than in 1981, as Table ITI-1 shows,
and future revenues will continue to fall far short of the 1981 fore-
casts. -

TABLE [ll-1.—THE MOUNTING DEFICITS UNDER THE REAGAN PROGRAM
{In biltions of dollars)

Projection 1981 1982 1983 1984 1985 1986
Carter 1982 budget:!
Outlays 662.7 7393 8173 890.3 967.9 1,050.3
Receipts 607.5 7118 809.2 9223 1,052.6 1,188.5
Surplus or deficit —55.2 —215 —80 320 84.7 138.2
Reagan March 1981 revision:2
Outlays 655.2 6953 7320 770.2 844.0 9120
Receipts 6003 650.3 709.1 7707 8499 940.2
Surplus or deficit.......oo.orevveeerevncercnscone —549 —450 —228 0.5 58 282
Reagan fiscal year 1985 budget:®
Outlays 657.2 7284 796.0 853.8 925.5 992.1
Receipts 599.3 6178 6006 670.1 745.1 8149
 Surplus or defiCit........coorercorsrevoererranne —5719 1105 —1954 1837 1804 1771
Revenue effects of ERTA and TEFRA:4
ERTA —384 —911 1336 -—1650 2077
TEFRA 16.6 354 39.7 493
Combined —384 —745 —-982 —1253 1584

' Budget of the U.S, Government, fiscal year 1382, p. 22.

2 fiscal year 1982 Budge! Revision, p. 11.

3 Budget of the U.S, Government, fiscal year 1985, part 9, p. §.
4 |bid., part 4, p. 17.

Much of the structural deficit problem can be attributed to the
sweeping and unbalanced tax cuts of the Reagan program. The per-
sonal and corporate tax cuts shown in Table III-1, range from $38

billion in 1982 to more than $200 billion in 1986. Some of these cuts
were appropriate and, under different circumstances and with dif-
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ferent policy mixes, could have been beneficial. But as it was, the
revenue losses were huge. The total revenue loss from the Adminis-
tration’s tax and other changes remains far above the revenue
growth that can be expected from economic recovery.

The Administration also failed to find billions of dollars of waste,
fraud, and abuse to cut from the budget, partly because congres-
sional oversight in past years had preceded this effort. Instead, real
cuts were made invirtually every human resource program. These
caused hardship, primarily for lower income people, but the reces-
sion so increased the ranks of those eligible for entitlement assist-
ance that actual outlays were not reduced. Increased Pentagon
spending and rising interest on the national debt more than offset
domestic spending cuts and complete the picture of failed fiscal
control.

In March 1981, the Reagan Administration argued that its pro-
gram of tax cuts and military increases would increase the budget
deficit only modestly: $18 billion in Fiscal Year 1982, $15 billion in
- Fiscal Year 1983, and $31 billion in Fiscal Year 1984, By latest esti-
mates, the increase in the deficit in Fiscal Year 1984 will be nearly
six times as large as originally predicted.

Before 1981, receipts and outlays measured as a fraction of GNP
fluctuated within a small band; the two diverged significantly only
during recessions (Chart III-1). The post-1981 pattern promises to
be different (Table III-2). Spending is locked in at 24 percent to 25
percent of GNP and revenues are set at 18 percent to 19 percent.
The result—a permanent deficit of about 5 to 6 percent of GNP
that extends as far into the future as we can see.
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Chart HI-1. ,
- FEDERAL DEFICITS AND DEBT, 1960-1990
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TABLE ll-2.—REVENUES, OUTLAYS, AND DEFICITS AS A PERCENT OF GNP

Actual Projected
Percent of GNP
1981 1983 1984 1985 1986 1987 1988 1989
Revenues 20.8 18.6 18.6 187 187 187 19.0 189
Qutlays 228 47 239 2371 238 Al 246 249
Deficit 20 6.1 5.3 5.0 5.1 54 5.6 6.1
Off-budget . 0.6 0.4 0.4 0.3 0.3 0.3 0.3 0.2
Total deficit 2.6 6.4 5.7 5.3 54 5.7 59 6.3
“Structural deficit ! 0.5 24 3.0 33 38 43 49 5.5

1 Unified budget deficit standardized at 6 percent unemployment.
Source: Congressional Budget Office, Baseline Budget Projections For Fiscal Years 1985-89, pp. 7, 17, 20.

- What the Deficits Will Do

The deficit gave a boost to the economy in 1982 and provided,
along with the Federal Reserve’s shift to easier money, the stimu-
lus that touched off the economic recovery. Real economic growth
in 1983 came to 6.1 percent, about average for sustained postwar
recoveries. Capacity utilization, nonetheless, remains well below
potential, and unemployment is still above the level when Ronald
Reagan took office more than three years ago.

If this were in a normal recovery, there would be few sources of
short-run concern. Rising incomes and increased job security, along
with lower interest rates, would be boosting consumer spending.
Business. investment would be growing in response to higher utili-
zation rates and the improved outlook. The deficit would be falling,
reducing Federal demands in the credit markets and releasing
funds for growing household and business credit demands. Sus-
tained economic growth would seem a likely prospect.

In contrast, the outlook today is clouded by the prospect of
persistent high Federal deficits and corresponding continued tight
money.

THE THREAT OF RENEWED INFLATION

In 1981, the Administration promised that its economic program
would break the back of inflation. It is anxious to persuade the
world that it has achieved this goal. In the Budget of the United
States Government, Fiscal Year 1985, the Administration states:

In the future a new fundamental factor will work to pre-
vent a renewal of inflation. This new factor is a drastic re-
duction in inflationary expectations, resulting from the
achievement of much lower inflation and the demonstrat-
ed commitment of the Administration and the Federal Re-
serve to control future inflation. (Part 2, pp. 7-8)

This thinking is reflected in the budget’s economic assumptions.
These project a gradual decline in the inflation rate through the
end of this decade. According to the budget, the Administration be-
lieves that the GNP deflator will increase by 5.0 percent in 1984.
After that, the increase in the deflator is expected to taper off
gradually to 3.5 percent in 1989,
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At the same time, the budget projects a current policy deficit
above $200 billion in every fiscal year from 1986 through 1989.

These deficit and inflation forecasts are inconsistent, and the
claim that inflation and inflation expectations have been con-
quered is therefore false.

During 1983, the structural deficit came to $85 billion, higher
than the structural deficit for any postwar year, whether measured
in dollars or as a percent of GNP. Under Administration economic
assumptions, the structural deficit will rise between now and 1989,
providing an increasingly strong upward thrust to the economy
even as we approach high capacity utilization.

At $190 billion, the Federal deficit is highly expansionary and
threatens to remain so as the economy grows. The expansionary ef-
fects of such deficits pose a serious inflationary risk for 1985 and
later years. The foundations for overheating and inflation are
being laid during 1984.

The problem may even become evident toward the end of this
year. U.S. industry operated at 79.9 percent of capacity during Jan-
uary 1984, still well below the 87.3 percent peak utilization rate
achieved during the 1978-1980 period. But the unbalanced pattern of
activity raises the prospect that bottlenecks, shortages, and orders
beyond ability to produce could begin to appear in some industries
this year. If recovery in Western Europe and other parts of the world
should also generate increased demand, particularly for crude mate-
rials that are traded on a worldwide market, the danger will
increase. And it would increase sharply if there were a sudden
depreciation of the dollar, which will result from a loss of confidence
in the macroeconomic policy of the Administration.

When this occurs, the Administration’s lack of an anti-inflation
policy will put the entire burden of controlling inflation onto the
Federal Reserve. The consequences are entirely predictable. Mone-
tary policy, which has been excessively tight during the past seven
months, would tighten even further. Interest rates would go up
again and a new recession would begin.

The Federal Reserve agrees with this assessment. In its 1983
Midyear Report to Congress, the Federal Reserve Board explicitly
abandoned the hope that a once-and-for-all victory over inflation
had been achieved:

The persistence of inflationary expectations is evident
both in recent surveys of private opinion and in the behav-
ior of financial markets, in which borrowers remain will-
ing to pay high nominal rates of return on long-term debt
instruments. As the recovery progresses, wage and price
developments will need to be monitored with great care to
make sure that these still-present expectations of inflation
are not undergirding a new round of acceleration in actual
wage and price increases. (Midyear Policy Report to Con-
gress, July 20, 1983, pp. 7-8)

The only real question in the outlook is when the problem will
occur. There is, of course, still time to reverse course by enacting
measures to reduce the outlay deficits. But the window of opportu-
nity is closing.
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A SHORT-LIVED ECONOMIC RECOVERY

The 1985 budget assumes that the economy will grow 4.5 percent
in 1984 and then level off to a steady 4.0 percent growth rate
through 1988. High deficits and high real interest rates make this
very unlikely.

The Council’s 1984 Annual Report warns that the budget deficits
projected through the end of this decade would impair the econom-
ic recovery by discouraging investment in capital equipment, new
factories and housing, and by impeding foreign trade:

The prospect of such prolonged deficits inevitably raises
the real long-term interest rate above what it otherwise
would have been, reducing current activity in key interest-
sensitive sectors and causing the recovery to be lopsided.
The most conspicuous example of such current crowding
out is the sharp decline in net exports. High interest rates
in the United States attract funds from the rest of the
world, causing the exchange value of the dollar to rise.
The strong dollar makes it difficult for U.S. products to
compete in world markets and makes foreign products
more attractive to American buyers. In addition, the high
real interest rate is no doubt also causing the demand for
housing, for some consumer durables, and for some plant
and equipment investment to be lower now than it would
otherwise have been. (p. 39)

If one compares the long-term government bond rate with the
current inflation rate, the real interest rate was 8.73 percent in
1983. When the bond rate is corrected by Data Resources, Inc.’s,
three-year inflation forecast, the real rate is lower—6.63 percent—
but still historically high. Since corporate bonds and home mort-
gages carry an interest rate that is generally 150 to 200 basis
points above the Treasury bond rate, these figures understate the
real interest rate faced by corporate investors and homebuyers.

These high real interest rates will, as time goes on, increasingly
obstruct the recovery. The strong recovery in the homebuilding in-
dustry during the first half of 1983 plateaued in the second half, as
new housing starts leveled off far below previous peaks. Partly in
response to a two to three point real interest rate differential, for-
eign capital flowed into the United States at great cost to exporting
and import-competing industries. Without a change in the deficit
policy, trade deficits near $100 billion will continue.

How long the economy can continue to grow under current poli-
cies depends on the balance between the expansionary thrust of
Federal deficits and the restrictive effect of high interest rates. The
risks are high and growing, as the Council explains:

" The economy could continue to experience a satisfactory
overall pace of recovery for several years with declining
rates of unemployment and inflation. But deficits of this
magnitude could lead instead to imbalances within the
economy that cause the recovery to lose momentum . . .
Although no one can be sure just how the economy would
behave in the face of such unprecedented deficits, the
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longer the deficits are allowed to persist, the greater are
the risks to our economic future. (p. 40)

A THREAT TO OUR STANDARD OF LIVING

In the long run, the major effect of the Federal deficits will be to
reduce our potential standard of living by discouraging investment
in the new factories and business equipment needed to increase
productivity and expand our industrial competitiveness.

Through the end of this decade, the Federal deficit will absorb
more than two-thirds of the available savings in the economy—a
ratio that has occurred in the past only during years when the
economy was deeply in recession. As household and business
demand for credit increasingly runs up against the Treasury’s
needs, high interest rates will discourage long-term investment in
plant and equipment and channel available credit into higher
yielding and less risky financial assets, just as occurred during the
late 1970’s. .

During 1982 and 1983, net investment in the U.S..economy fell to
less than 1.5 percent of GNP, compared to more than 6 percent of
GNP during the troubled 1970’s and more than 7 percent during
the 1960’s. If real interest rates rise above current levels, soon we
may face a period of negative net investment in which more capital
wears out than we put in place. This has not occurred in the
United States since World War II.

There are conceivable circumstances under which the Federal
Government could run persistent high deficits for the rest of this
decade, under a continuing tight monetary policy, without causing
interest rates to rise substantially. We have examined each of
these and find no comfort in them.

First, a flow of foreign funds into the safe haven of U.S. Treasury
securities would permit at least part of our deficit to be financed
without reducing the availability of domestic funds for U.S. house-
holds and businesses. A very large inflow, however, would further
increase the exchange value of the dollar, making U.S. exports
more expensive abroad and foreign goods cheaper here—costing
jobs in U.S. exporting and import-competing industries. In addition,
the credit flow to the United States forces up interest rates among
our trading partners, thereby impeding recovery abroad and fur-
ther weakening the demand for U.S. exports. And the debt we
incur will fall on our children and grandchildren.

Second, if the Kemp-Roth tax program had provided an incentive
for increased saving by the private sector, the added supply of
funds would have tempered the potential rise in interest rates. But
the Administration’s 1981 personal savings predictions have not
been borne out. Instead of rising, the personal savings rate has
fallen steadily since 1980 and it averaged only 4.8 percent during
1983. Any increase in savings that has occurred has been the conse-
quence of recovery rather than the tax cut. The net surplus of
State and local governments, for example, which is an addition to
national saving, was $55.1 billion in the third quarter of 1983, com-
pared to $31.3 billion in 1982,

Third, the interest rate consequences of large Federal deficits
could be tempered if borrowing for business investment or mort-
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gage demand were to fall off rapidly "as interest rates started
upward. Total credit demand would stabilize as would interest
rates even under the threat of persistent high deficits. The latest
Commerce Department survey of business investment plans indi-
cates, however, that businesses hope to increase investment by
about 9 percent in real terms in 1984, despite the recent rise in in-
terest rates. Therefore, in later stages of the recovery, there may
be dincreased rather than decreased private-sector demand for
credit. '

We have no confidence whatsoever in a rescue by foreign lend-
ers, supply-side savers and investors, or an autonomous decline in
business credit demand. Responsibility rests with the Federal Gov-
ernment to take action. It is a matter of concern that this sense of
urgency is not shared by the Administration.

2. THE MONETARY DILEMMA

Fiscal policy is not our only problem. Monetary policy too
should change as part of an integrated program to reduce deficits
and interest rates and sustain economic growth.

Recent monetary policy may be divided into three phases.! From
April 1981 until July 1982, the Federal Reserve pursued an anti-
inflation course. In July 1982, this policy shifted and, until May
1983, the Federal Reserve aggressively and successfully sought to
halt the recession. After May 1983, a third phase began, which at-
tempts to prevent rising inflation while not stopping the economic
recovery. This phase is, for reasons given below, inherently unsus-
tainable. It should be changed as part of an integrated shift in the
macroeconomic policy mix.

The anti-inflation policy of 1981-1982 had two aspects. First,
strong action was taken—at the urging of the Reagan Administra-
tion—to slow the growth of the money supply, and in consequence
interest rates rose and the economy slowed down. The economic
slack which resulted, including higher unemployment and spare ca-
pacity, deflated demand and forced an end to rapid price increases.
At the same time, the Federal Reserve’s monetary targets were in-
tended to signal a commitment to long-term monetary restraint,
and so effect a permanent reduction in inflation expectations.

This game plan was broken by a series of analytical and forecast-
ing misjudgments. The Administration and the Federadl Reserve did
not foresee how deep the recession would be, and by how much un-
employment would rise, before the anti-inflation objective could be
achieved. They did not anticipate the damage that would flow from
the recession in the United States to the debtor/exporter econo-
mies of the developing world. Nor did they appreciate how the
danger of a financial collapse might imperil .the world banking
system. And the Federal Reserve did not realize the extent to
which financial deregulation and other factors would play havoc

! The Council’s Annual Report fails to present an accurate history of recent monetary policy.
The Council argues that the Federal Reserve has consistently followed the prescription of grad-
ualist deceleration in the growth rates of the money stock, and explains all apparent deviations
from this course as the unforeseeable consequence of regulatory changes. A reading of Federal
Open Market Committee (FOMC) directives would not support such an interpretation, which ig-
nores the decisive interaction of monetary policy and the real economy in each of the past three
years.
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with monetary forecasting, so that with minor exceptions the an-
nounced monetary targets were never met, and hence no added
credibility can be said to have been garnered from them.

By July 1982, inflation had indeed been reduced, by as much as
in the previous severe recession, that of 1973-1975. However, since
the 1981-1982 recession was even worse than its predecessor, in
terms of unemployment, the cost of this gain was exceptionally
high. In addition, the strains on the world financial system were
becoming intolerable.

Congress came to a consensus on the need for a change of mone-
tary policy before the Federal Reserve itself did, and expressed that
conviction in the First Concurrent Budget Resolution of June 1982.
In July, the Federal Reserve abandoned Reaganomics and ended
the Administration’s monetarist/expectations experiment.

For 10 months after July 1982, the Federal Reserve worked to
bring about economic recovery in the United States and to avert a
world financial crisis. Nominal interest rates fell sharply and, since
inflation expectations remained relatively high, real interest rates
also fell. Money growth resumed at high rates. By early 1983, M2
had been restored so-that M2 velocity had fallen back to the levels
of 1978; M1 had grown so much that M1 velocity temporarily fell
below its historical trend, after having been pushed sharply above
it by the tight-money policies of the previous three years.

The economy responded well to the Federal Reserve’s policy re-
versal, which was bolstered by the continuing shift to expansionary
fiscal policy. Real growth resumed after a short time lag, paced by
sectors which are especially sensitive to falling real interest rates:
housing, automobiles, and business inventories. By the second quar-
ter of 1983, it was clear that an average if unbalanced business
cycle expansion had gotten underway. Total growth in output and
employment were characteristic of the comparable phases of previ-
ous postwar business cycle expansions. On the other hand, the com-
position of the gains in output was skewed: to military rather than
civilian government expenditures, to consumption rather than
long-term business investment, and with an explosion of imports
accompanying an implosion of exports.

In May 1983, fear of inflation again came to the fore, and a third
change of course occurred. As late as February 1983, the Federal
Reserve believed that its anti-inflation policy, coupled with the ex-
pected slow recovery, would produce a durable expansion with a
permanently lower inflation rate. At that time, the Federal Re-
serve expected only weak-to-moderate economic growth for the
year (4 percent, 4th quarter to 4th quarter). The Federal Reserve
Board, in its report to Congress under the Humphrey-Hawkins Act,
expressed optimism that the recovery would be sustained:

In this past year . . . the progress against inflation has
been . . . dramatic. . . . The slowdown was attributable
to temporary influences to some extent, but there also has
been more fundamental progress. In particular, expecta-
tions of inflation are being scaled down, productivity is im-
proving, and there are widespread indications of business
and labor adapting their price and wage expectations to
the competitive realities of a new, less inflationary envi-

30-460 O—84——8
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ronment. (Federal Reserve Board Monetary Policy Report
to Congress, February 16, 1983, pp. 1-2.)

Consequently,

In its initial phases, the economic recovery may be less
robust than the average postwar expansion, but, at the
same time, the chances that the recovery can be sustained
over the long run have been considerably enhanced by the
significant progress against inflation in the past year or so.
(Ibid. p. 29).

The course of events changed the Board’s view. By July, the
strength of the recovery was apparent and the FOMC forecast for
real economic growth had shifted up by more than a point. In its
Midyear Humphrey-Hawkins Report to Congress, the Board wrote,
“. .. the recent period of slower price increases has by no means
erased the memories of accelerating inflation during the previous
two decades.” (Federal Reserve Board Midyear Monetary Policy
Report to Congress, July 20, 1983, pp. 22-23).

Concern about re-accelerating inflation appears repeatedly in the
Federal Reserve’s 1983 Midyear Report. It is attributed by the Fed-
eral Reserve Board to two factors: the bleak prospects for effective
reduction of future deficits, and the persistence of past patterns of
price behavior over the business cycle, which typically have meant
rising inflation beginning within a year or so of the trough.2

The Federal Reserve’s Monetary Policy Report to Congress of
February 7, 1984, confirms this analysis. In the Federal Reserve's
view, there are foreseeable short-term inflation risks—rising com-
modity prices, a social security tax increase for employers, the ex-
pected rise in food prices. These might pass without serious
damage, but they could translate into a return of rising inflation
expectations if other, avoidable inflation risk factors come into
play.

These special factors are identified—a falling dollar, and a too-
rapid approach to high rates of capacity utilization:

One of the possibilities is that the competitive forces as-
sociated with the appreciation of the dollar and ample
availability of goods from abroad—which have been exert-
ing downward pressures on the rate of inflation—could
recede. More fundamentally, as margins of excess capacity
diminish—to the vanishing point in a few industries—and
as the availability of experienced labor declines, there may
be temptations to revert to the pricing and wage bargain-
ing patterns characteristic of earlier years of rapid infla-
tion.

The Report makes it reasonably clear that monetary policy in-
tends to prevent either of the two special factors from occurring, if
possible.

2 For example, the two most recent long business cycle expansions, 1970—1973 and 1975-1980,
both began with inflation at about present rates (5 percent), and saw inflation rise to double-
digits within three to five years.
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The most recent available record of the FOMC 3 suggests that
fears of accelerating inflation are widely shared among the Gover-
nors and Presidents of the Federal Reserve System:

* * * Other members were less optimistic about the
prospects for inflation. Several commented on indications
of a strengthening in inflationary expectations among par-
ticipants in financial markets and among businessmen,
many of whom were reportedly looking for opportunities
to raise prices. Underlying wage pressures, which had
been held down by depressed conditions in many indus-
tries, were also seen by many members as likely to in-
crease as profits continued to improve. Reference was also
made to the adverse implications for costs and for infla-
tionary pressures of a projected decline in productivity
growth. One member expressed the view that large in-
creases in M1 during the latter part of 1982 and the first
part of 1983 would probably be reflected, after an expected
lag, in accelerating inflation by the latter part of 1984. It
was also noted that a significant decline in the foreign ex-
change value of the dollar, if it should occur as many ob-
servers expected, would contribute to domestic inflation. In
this connection concern was expressed that, as the foreign
exchange value of the dollar rose to a relatively high level,
the dollar would be exposed increasingly to a precipitate
drop, and if such a drop came when the economy was oper-
ating closer to full capacity, it would tend to have a much
more substantial inflationary impact than otherwise.

The decision of the FOMC in December to maintain monetary re-
straint at least through February reflects this analysis and was
taken with only one dissenting vote. This decision has since been
reaffirmed by the FOMC.

The Federal Reserve’s analysis of the inflation expectations prob-
lem is, in our view, accurate. The Federal Reserve now recognizes
that the Administration’s policies have launched an ordinary busi-
ness cycle expansion, from which 1ntolerab1e inflation consequences
eventually are to be expected.

Faced with this dilemma, the Federal Reserve’s one-time hope of
a permanent victory over inflation and reduction of inflation expec-
tations no longer seems realistic.

It is likely—in the absence of policy changes—that the first sign
of returning inflation will be a falling value of the dollar. Should
that happen, monetary policy would be placed in a very difficult
position. It would be possible, by maintaining very high short-term
real interest rates, to offset foreign capital outflows, maintain the
value of the dollar, and postpone the day when inflation actually
appears. But such a policy would have severe costs in foregone ex-

3 Meeting held on December 19-20, 1983.
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ports and employment immediately, and to investment and inter-
national competitiveness over the long run.

Presently, real short-term interest rates are at extremely high
levels (Chart III-2). Such rates have remained near 5.5 percent for
the past nine months. They are between one and three points
higher than in any other industrial nation.



Chart IlI-2.

PERCENT SHORT TERM REAL INTEREST RATES
8- 1960-1983"

~ ~— ' /
- \ / \\ / /
0 o L
\/ I“% 1
I}
/
-2 — ‘\'\ :'I/
h
\/
'
-4 I | | { I T I | | I | I I I I ! | I 1 1 I LI

1960 . 1962 1964 1966 1968 1970 1972 1974 1976 1978 1980 1982

* Federal funds rate less change in implicit GNP deflator.

CgN



114

These high real interest rates are anti-investment. They contrib-
ute to the imbalance in favor of consumer spending in this recov-
ery, which is making the recovery more fragile than it should be.
Eventually, inadequate investment will mean a new phase of
slower productivity growth, leading to pressures on prices and
wages. It is therefore important that mistaken policies—such as a
desire to fight inflation with a high dollar—not obstruct a decline
in real short-term interest rates once the necessary corrections to
fiscal policy have been made.

A high dollar, high real interest rate monetary strategy would be
inherently unsustainable. The huge trade deficits such a strategy
would cause would destroy it. If we continue to run such deficits,
eventually confidence in our currency will flag. The shifts in
demand for international financial assets which have worked to
raise the value of the dollar would then start flowing the other
way. At that point, the dollar would fall sharply despite any efforts
to prevent it from falling. Import prices would rise, the cumulative
gains against inflation which the policy has brought would evapo-
rate in a very short time. As the Federal Reserve itself has stated,
this eventuality becomes even more dangerous as it is delayed, and
the closer the economy comes to full capacity utilization.

Note on Federal Reserve Accountability

Federal Reserve accountability in 1983 was improved by the
FOMC’s agreement to report a “central tendency” of their views on
the outlook for real growth, inflation, and unemployment in the
year ahead. This “central tendency” is tantamount to an official
Federal Reserve economic forecast. It may also be treated as the
objectives or targets of Federal Reserve policy, in the sense that
substantial deviations above or below the forecast track are likely
to generate changes in policy.

The Federal Reserve also displayed commendable flexibility in
1983 in setting and revising its monetary targets. By judicious ma-
nipulation of the base for its M2 target at the beginning of the
year, the Federal Reserve avoided being trapped into an overly
tight policy. And when it became clear that forecasting errors had
been made in the case of the M1 target, the Federal Reserve wisely
incorporated the overshooting of the first half of 1983 into the base
for M1 growth in the second half, thus neutralizing fears that ex-
cessive and pointless tightening would occur.

Nevertheless, an unnecessary element of confusion is introduced
by continual shifts in the bases against which the monetary targets
are set. An absolutely equivalent, and much simpler and clearer,
procedure would be to keep the base constant at all times (i.e.,
always base targets on the fourth quarter of the preceding year),
and simply announce revisions as changes in the expected growth
rates of the various aggregates over the time period ahead.

Furthermore, we believe it is time for the Federal Reserve to
consider changing the form of its monetary targets, from the
present range to a simple one-dimensional growth target—a single
target number for each aggregate. Under the present system, a dis-
continuity exists: either the Federal Reserve is within its range or
outside it. Analytically, this distinction is much less important
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than the degree to which monetary growth may be deviating from
plan and the reasons for such deviation. The present system erodes
public confidence in the Federal Reserve’s handling of monetary
policy, since all too often the Federal Reserve falls outside its
target ranges, and even if the reasons are valid the effect is discon-
certing. A single numerical growth target would never be hit exact-
ly, and so the Federal Reserve, in evaluating its own past perform-
ance over a given time frame, would have to place emphasis on the
reasons why program did not correspond to performance. Such a
system would enhance public and congressional understanding of
the monetary policy process, permit greater flexibility than the
present system, and build confidence in the Federal Reserve’s abili-
ty to manage monetary policy. We would support changes in law, if
. required, for a move to the new and more sensible practice.

A major continuing fault of Federal Reserve-congressional rela-
tions is the failure of the Federal Reserve to notify Congress direct-
ly and immediately of changes in the course of monetary policy.
Congress should have been notified, for example, when in May 1983
the FOMC moved significantly toward renewed restraint. Instead,
Congress was forced to speculate about this action, like everyone
else, until the FOMC directive was published six weeks later. Effec-
tive oversight can only be timely oversight. The Federal Reserve
must end the practice of making major changes in the direction of
monetary policy without informing Congress.

3. INTERNATIONAL Risk

The fate of our economy depends partly on conditions elsewhere
in the world, and these conditions are unstable. Inflationary and
deflationary shocks are a continuing threat. We need a gradual de-
cline in the dollar, but not the inflationary free fall which present
policies increasingly threaten. The international debt problem has
not gone away. And the international energy trade is no less risky
than it was only a few years ago.

The Dollar

The dollar is too high and should come down. At the same time,
policy must be concerned to avoid too rapid a drop in the dollar,
since that would transmit an inflation shock to the economy
through higher import prices, and might engender rising inflation
expectations. It would be far better for a gradual decline in the
dollar to begin promptly, than to keep the dollar high and risk a
sharp collapse later on.

The single largest cause of our poor production and employment
performance in 1982-1983 was the decline in our international eco-
nomic competitiveness. Already, this has cost a million jobs. Our
merchandise trade deficit was $69 billion in 1983; it may rise to
$100 billion in 1984. An estimated one-and-one-quarter percent of
real gross domestic product (GDP) was lost in the second half of
1983 alone because of these deficits. The Organization for Economic
Cooperation and Development (OECD) estimates that real output
losses from foreign transactions will continue to restrain real U.S.
GDP growth by as much as one percentage point in 1984, unless
the dollar declines.
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The high dollar is also responsible for an uncomfortably large
proportion of the drop in U.S. inflation over the past three years.
As a rough rule of thumb, a 10 percent change in the trade-weight-
ed value of the dollar produces an inverse change in the inflation
rate of 1 to 1.5 percentage points. Since 1980, the nominal trade-
weighted value of the dollar has risen 52 percent and the real
value has risen 45 percent. Over the higher base period of 1973-
1979, the real appreciation of the dollar has been 33 percent. Com-
bining conservative approximations, the dollar would account for
over three points of the five-point drop in inflation from 1973-1979
to 1983.

The large appreciation of the dollar is due, among other things,
to high U.S. real interest rates, the international debt crisis, and
until recently the prospects of high returns in U.S. equity markets.
These have attracted foreign capital, which in turn have made it
possible for the United States to finance its budget deficits without
even higher domestic interest rates and further sacrifices in the in-
terest-sensitive sectors.

Sustaining the inflow of foreign capital has become, for better or
worse, a critical short-term question. Already, in recent weeks, the
tide has shown signs of starting to flow out. The dollar has dropped
by 3.5 percent since the beginning of the year. This parallels the
fall in the stock market and reflects an international fear that the
Reagan Administration cannot cope with the deficit crisis.

In an atmosphere of increasing disillusion, foreign capital inflows
can be sustained temporarily, but only by raising U.S. short-term
real interest rates. This would attract speculative capital—‘hot
money’—but it would also reduce domestic investment in plant,
equipment, and housing. Soon, other countries would feel forced to
raise their short-term domestic interest rates to counter speculative
outflows and protect their currencies. The alternatives under this
-scenario are bleak: either a return to the interest rate wars which
helped produce the 1981-1982 world recession, or a bursting of the
dollar bubble which would bring rapidly rising prices back to the
United States.

So long as the recovery remains on an unsustainable, high inter-
est rate, high deficit course, the high dollar will hang over it like a
knife. It will delay the recovery while it remains high, and yet
threaten an inflation shock if it falls.

Resolution of the dollar problem is thus inseparable from our
broader economic dilemma.

Confidence is the key. Renewed investor confidence in U.S. eco-
nomic policy can sustain foreign capital inflows while allowing the
dollar to return to competitive levels. Basically, investors must be
persuaded that the future of business in the United States is bright
enough, so that prospective gains from dollar investments are high
enough to offset a modest, predictable foreign exchange loss. No
combination of policies which threaten either rapid inflation or re-
newed recession can generate such confidence. But the policies ad-
vocated in this Report, which would put the economy on a sustain-
able, rapid growth path, would have precisely the desired effect.
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Debt

Neither the International Monetary Fund (IMF) quota extension
approved last year, nor the current round of piecemeal financing
arrangements constitute a long-term solution to the debt problem.
More fundamental case-by-case debt restructuring may be neces-
sary, particularly should our recovery falter or interest rates rise.

The debt crisis has hit U.S. exporting industries hard. Even
though U.S. exports to Latin America account for less than 20 per-
cent of all U.S. exports, growth or decline in exports to this region
will strongly influence U.S. trade prospects overall. Between 1979
and 1981, U.S. exports to Latin America grew over 50 percent
faster than U.S. exports to the rest of the world. Correspondingly,
when the fall came in 1982, it hit exporters to Latin America espe-
cially hard. The drop in U.S. merchandise exports to Latin Amer-
ica in 1982 accounted for more than 40 percent of the decline in
U.S. exports for that year. In 1983, the trend was not reversed.

The fall in exports to Latin America cost 250,000 jobs in the
United States in 1982, in the estimate of the Federal Reserve Bank
of New York. By preliminary estimates, the United States lost an
additional 150,000 jobs from the same problem in 1983, for a total
of 400,000. Job losses are found in every part of the manufacturing
and agricultural sectors. Heavy manufacturing, including machin-
ery and transportation equipment, has been particularly affected.

Five external factors have helped cause the economic plight of
Latin America. Of these, four can be linked directly to the fiscal
and monetary policies of the United States since 1981. They are: (1)
the global recession, which cut real exports of the debtor counties;
(2) the fall in commodity prices, due to falling demand in industrial
countries; (3) the rise in international interest rates; and (4) the ap-
preciation of the U.S. dollar. Oil price increases in excess of U.S.
inflation are the one major external factor beyond direct influence
by U.S. macroeconomic policy.

Non-oil developing countries owe a total debt of about $550 bil-
lion. Of this, oil price increases in the 1970’s account for $260 bil-
lion, or nearly half. But much of the remainder is attributable to
factors over which U.S. policy has a strong influence: real interest
rates above the 1961-1980 average added $41 billion; deteriorating
terms of trade added $79 billion; and export volume losses stem-
ming from the recession added $21 billion.

The threat of a major debtor default and consequent internation-
al payments and banking crisis became extremely serious in 1982,
and was one influence forcing a change in U.S. monetary policy
that year. In 1983, the acute problem abated. The immediate li-
quidity problems of the developing countries have been handled
with short-term bridge financing, followed by adoption of IMF sta-
bilization programs and agreements from commercial banks to
supply additional funds. The effects of somewhat lower interest
rates in the United States and of the recovery are being felt. Most
of the major debtor countries have IMF-sponsored adjustment pro-
grams and most have rescheduled their commercial debts and re-
ceived, or are in the process of receiving, new funds from the com-
mercial banks.
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Longer term questions remain. Some analysts criticize IMF ad-
justment programs on the ground that the deflationary policies
they imply inhibit the investment and economic development
which is needed if debtor countries are eventually to reduce the
real burden of their debts. The philosophy behind the stabilization
programs justifies short-term reduction of living standards in the
interest of restoring credit-worthiness and making possible produc-
tivity-enhancing and export-enhancing investment. If the criticisms
are correct and the longer term objectives are not being achieved,
it will prove exceptionally difficult for the major debtors to emerge
eventually from their financial crises in an orderly way.

A great question separates short-term financing problems from
long-term development issues, and that is the medium-term fate of
economic expansion in the developed world. Recent simulation
analysis suggests that the industrial (OECD) countries must
achieve a minimum of 2.5 percent real growth for the next two
years if the present debt-service-to-export ratios of the developing
nations are to fall. At OECD growth rates of only 1.5 percent from
1984 through 1986, current deficits in the debtor countries could
not.be financed, creating a situation of insolvency and risking a
crisis.

The most recent OECD growth projections are for 2.5 percent
real economic growth through the first half of 1985. Thus, the out-
look remains clouded. What is certain is that, if the dollar ex-
change rate remains unchanged, or if U.S. interest rates remain
high, or if the U.S. recovery stalls, due to our failure to reduce the
deficits and change the course of monetary policy, the debtor coun-
tries will suffer for it and American workers will not escape the
consequences for very long.

The outlook would be greatly brightened by a shift to the mix of
policies we recommend in this Report. As with the dollar, a system-
ic problem requires a systemic solution. Sustained recovery in the
United States with lower interest rates and a lower dollar would
provide the best chance for major debtors to stabilize their interna-
tional financial condition. The program of deficit reduction, lower
interest rates, and gradual decline in the dollar which we recom-
mend in this Report is thus tailored to provide the best hope for a
constructive solution to the debt crisis.

Energy

Sustaining the current recovery also depends upon a secure and
stable supply of energy. In 1973-1974 and again in 1979, sudden
and unexpected increases in the price of o0il demonstrated the vul-
nerability of the U.S. economy to price shocks caused by events and
decisions outside our control. In 1973-1974 the price of oil more
than quadrupled. In 1979, it more than doubled, contributing sig-
nificantly to inflation, recession, unemployment, and decreased
confidence in the ability of government to manage the economy.

Studies indicate that the increased price of oil alone added about
1.8 percentage points to the U.S. inflation rate in 1974, 1975, and
1979, and another 1.3 percentage points in 1980. The same studies
note that by 1975 the Arab oil embargo had increased unemploy-
ment by 1.7 percent and that the 1979 price shock increased the
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unemployment rate by 0.4 percent and 1.2 percent the following
year. Conversely, it is estimated that the decline of the price of a
barrel of oil from $35 to $29 in 1982-1983 reduced inflation by 1
percent.4

The Secretary of Energy, Donald Hodel, acknowledges the impor-
tance of stable energy prices for the economy, stating that “one of
the most dangerous notions we could have is that it couldn’t
happen again.” Nevertheless, the Reagan Administration has es-
chewed planning for contingencies which could recur, preferring
instead to rely on the current good fortune of abundant supplies of
oil and the existing level of the Strategic Petroleum Reserve (SPR)
as well as the wisdom of the market to allocate resources wisely in
the event of a shortage.

By vetoing renewed authority to price and allocate supplies in an
emergency, the President signaled his determination to allow the
market to perform those functions regardless of the costs to the
economy, our society, or the Nation’s security. If, for some reason,
the export of Persian Gulf oil were cut off, the GAQ estimates that
the price for a barrel of oil would increase to $98, again increasing
inflation and unemployment while reducing growth.

In 1975, to provide some security from the effects of a future
price shock, Congress created an SPR which today holds about 390
million barrels of oil, about one-half of the reserve capacity. Con-
gress had previously mandated a minimum fill-rate of 300,000 bar-
rels a day. But the President has been unwilling to fill it that fast,
s0 he and Congress compromised and agreed on a target rate of
186,000 barrels a day. Moreover, funds have not yet been appropri-
ated to complete the project.

According to the GAO, the SPR has the potential to reduce price
increases if supply is disrupted, but warns that “the price mitiga-
tion potential of the SPR is limited by its current size.” 5 Since the
creation of the SPR, Congress has again and again stated its un-
equivocal view that the SPR could provide a necessary measure of
insurance for our economy in the event of a cut-off, while its mere
existence would discourage the use of oil as a weapon against us.
While the Reagan Administration is willing to spend much for de-
fense, it undervalues the importance of such a strategic asset in
our national and economic security arsenal.

The Reagan Administration also has cut programs and institu-
tions which could help decrease U.S. dependence on foreign oil, and
thus has not reduced our vulnerability to external economic shocks
such as occurred in the previous decade. For Fiscal Year 1984, the
President proposed cutting solar energy research and development
57 percent, energy conservation research and development 47 per-
cent, conservation grants 99 percent, fossil energy research and de-
velopment 56 percent, and geothermal energy research and devel-
opment 72 percent. Congress increased appropriations for these
programs, though at levels significantly lower than they had been.

4 Cited in “Oil Supply Disruptions: Their Price and Economic Effects,” U.S. General Account-
ing Office (GAO), RCED-83-135, May 20, 1983, p. 31, p. 36; World Financial Markets, Morgan
Guaranty Tnést Company of New York, April 1983, p. 1.

5 Ibid., p. 42.
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The President has proposed further cuts in these programs for
Fiscal Year 1985.

Beyond use of the SPR, the President believes that the United
States can rely exclusively on market forces to help our society and
economy adjust to an uncertain energy future. While the oil “glut”
has kept prices down, some lessons of the immediate past—the
need for inventory management and emergency-demand re-
straint—almost have been forgotten. But, in the long run, we en-
danger our future if we forget the damage the price shocks of
recent years did to the economy.

We are not less vulnerable to energy price shocks today than we
were in 1979. After three years of decline, U.S. oil consumption is
increasing. The Energy Information Administration projects a 26
percent increase in net oil imports in 1984 to about 5.5 million bar-
rels per day, for a total yearly cost of $60 billion. This represents
about one-third of our total consumption. In addition, because our
total expenditure on energy, despite decreased use, is today three
times what it was before 1973, our economy may be even more vul-
nerable now than it was 10 years ago.

Although new sources of energy have been discovered since 1973,
one-quarter of the world’s oil reserves are still located in the unsta-
ble Middle East, an area of the world which, in addition to oil, also
possesses more than its share of national, religious, and ethnic ten-
sions, and which is the scene at the moment of an increasingly
dangerous war. It is imperative, therefore, that the President pro-
pose a plan to protect the Nation’s economy from contingencies
which could recur.



IV. THE SOLUTION

We propose an integrated four-part program to reduce deficits
and interest rates and put the expansion on a sustainable and fair
path. Each part is linked to every other: taxes, military spending,
entitlements, and monetary policy.

Our program, if fully implemented, would cut a total of about
$200 billion from the Federal deficits projected for the three years
1985 through 1987. It contains an honest balance between spending
cuts and tax increases. As the deficit falls, monetary policy would
ease, bringing down interest rates and stimulating investment. Eco-
nomic growth would be stronger and more assured, while long-term
inflation would be lower and employment would be higher. It is a
far more balanced program than that presented by this Adminis-
tration in its 1985 budget.

1. TAXES

Any realistic attempt to reduce the deficits must include new tax
measures.

We believe the time has come to replace the current tax code
with a new, simplified tax that expands the tax base and reduces
marginal tax rates while eliminating many corporate tax loopholes.

The changes made by the ERTA altered the tax burden among
income groups and provided significantly more tax relief to those
at the upper end of the income scale than to those at the lower
end. While most tax rates were reduced by 23 percent during the
four-year period 1981 to 1984, the tax rate in the top bracket, af-
fecting only high-income taxpayers, was reduced in 1982 from 70
percent to 50 percent, a one-time 28 percent cut that was followed
by further reductions for many upper-income taxpayers in 1983
and 1984.

The result, according to a study performed by the Congressional
Research Service, is that upper-income taxpayers received a much
larger tax break than their less fortunate counterparts at the other
end of the income scale. For example, the real after-tax income of
those earning $100,000 or more in 1980 will rise by an average of 5
to 9 percent by 1984 as a result of the Reagan tax cuts. Those with
incomes under $25,000 can expect a real increase of 1 percent or
even less.

Another study, prepared by the CBO, found that the average
family with a 1982 household income of $10,000 or less will see its
Federal tax bill go down by $250 by 1985. Those in the $200,000
and up category can expect a tax cut of $40,000 on average, 160
times the benefit received by the average lower income family. For
the lower income family, the tax cut amounts to 2.3 percent of 1982
pretax income. For the family whose income exceeds $80,000, the
tax break amounts to 8.4 percent of 1982 pretax income.

(121
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The Reagan Administration also succeeded in accelerating the
long-term shift in the Federal tax burden from corporations to indi-
viduals. Corporate profit taxes accounted for more than 21 percent
of Federal revenues during the decade of the 1960’s. During the
1970’s, this ratio fell to just over 16 percent, largely as a result of
the reinstatement of the investment credit and adoption of the
asset depreciation range system in the Revenue Act of 1971.

During the first years of the 1980’s, the corporate share of Feder-
al taxes was slashed in half, to just 8.0 percent. Although some of
this erosion was offset by TEFRA increases in other forms of busi-
ness taxes, the overall result of the Reagan Administration’s ero-
sion of the corporate tax has been to shift much of the Federal tax
burden onto individual taxpayers.

Over the last three decades, the percent of corporate profits
going to taxes has steadily declined, from almost 50 percent during
the 1950’s to just over 35 percent so far in the 1980’s. Many indus-
tries pay far less. The steady reduction in the corporate tax rate to
46 percent accounted for some of this. But much of the erosion of
the corporate profits tax must be laid at the doorstep of special tax
expenditure provisions. These will reduce corporate tax payments
by $75.9 billion in 1984, an amount greater than the $66.6 billion
that the Administration estimates corporations will actually pay
this year.

Our tax program would reverse this Administration’s push to put
more of the tax burden on lower- and middle-income taxpayers and
give enlarged tax breaks to corporations and the well-to-do.

The Fair Tax Act proposed earlier this Congress by Senator Bill
Bradley and Congressman Richard Gephardt shows how this could
be done. This bill would establish a 14 percent basic rate for the
individual income tax. Taxpayers having an income of over $40,000
on joint returns would pay a 12 percent surtax and those with over
$65,000 would pay a 16 percent surtax, yielding a top marginal tax
rate of 30 percent. The corporate rate would also be 30 percent.
The revised tax code would include only a few deductions—those
currently used by most households—including mortgage interest,
State and local income taxes and real property taxes, charitable
contributions, Individual Retirement Account (IRA) and Keogh con-
tributions, and employee business expenses.! In addition, some
income would be excluded as under current law, including veterans
benefits, social security benefits for. low-income and moderate-
income taxpayers, and interest on general obligation bonds. Most of
the special deductions and exemptions for corporations would be
repealed under the Fair Tax proposal.

In order to provide increased revenues to match the spending
cuts proposed elsewhere in this Report, Fair Tax rates would have
to be set slightly higher than in the original Bradley-Gephardt pro-
posal. The basic rate for individuals would be set at 15 percent, the
. intermediate rate at 27 percent and the top rate at 31 percent. The

! Senator Bentsen strongly endorses efforts to simplify the tax system and improve its equity
and efficiency. In 1982, he called (S.J. Res. 206) for an extensive analysis of flat rate tax systems.
The Fair Tax is one of many similar flat rate tax systems proposed since then. But until much
more comprehensive information is available on these many proposals, especially including
their transition effects, he has postponed endorsing any specific flat tax proposal, including the
particular variation discussed in this section.
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corporate rate is set at 30 percent. Table IV-1 presents an updated
set of Fair Tax rates for individuals and corporations that would
achieve our revenue targets through 1989.

TABLE IV-1.—FAIR TAX RATES

fin percent]
Marginal
Income category oL
Single taxpayers:

Below $25,000 : 15
$25,000 to $37,500 } 27
Over $37,500 3

Married taxpayers:
Below $40,000 15
$40,000 to $65,000 27
Over $65,000 31
Corporations 30

These tax rates do not require any general tax increase for lower
and middle-income taxpayers. Virtually every married taxpayer
making $40,000 or under and every unmarried taxpayer making
less than $25,000 would pay no more tax than under the tax rates
in effect in 1984.

Virtually all of the new revenues will come from upper-income
taxpayers and corporations. Even among these groups, only those
who are currently receiving significant tax breaks will face signifi-
cant tax increases.

Nonetheless, all taxpayers, regardless of income level, will face
lower marginal tax rates under the Fair Tax than under current
law. Those taxpayers who pay more under the Fair Tax will find it
is because they can no longer take advantage of the multitude of
loopholes that have eroded our tax system.

Our revenue estimates for the Fair Tax are presented in Table
IV-2. About 17 percent of the projected increase in Federal rev-
enues would come from corporations, while the remaining 83 per-
cent would come from individuals. Our revenues estimates assume
a 1986 effective date for the Fair Tax, with some transitional base-
broadening in 1985, and take account of the fact that tax brackets
would not be indexed under this system.

The. Fair Tax marks a significant improvement over the current
tax system. It is a simple, progressive tax that nonetheless incorpo-
rates much lower marginal tax rates than the current law. Most
income, regardless of source, will be treated alike and face the
same tax rates. Most itemized deductions, credits, and exclusions
would be repealed except for those generally available to most tax-
payers. Many provisions that erode the corporate tax base would be
repealed and a new depreciation system that does not interfere
with investment incentives would replace the current system.



124
TABLE IV-2.—FAIR TAX ACT REVENUE ESTIMATES

[In biltions of doltars)

Fiscal years

Catego
& 1985 1986 1987 1988 1989

Current revenues 733 795 863 945 1,016
Individual 329 362 396 438 478
Corporate 65 7 81 85 85
Other 339 362 386 422 453
Fair {ax 830 923 1,020 1,097
Individual . 396 439 492 546
Corporate 71 89 99 99
Other 362 386 422 453

Increase over current revenues:
Billions of dollars 117 34 51 68 82
Percent 2.3 43 59 12 8.0

* Transitional base-broadening measures prior to introduction of Fair Tax in 1386.

2. MILITARY SPENDING

We must have a strong military establishment to defend our-
selves and our allies, and to carry out our national commitments
and responsibilities as leader of the West. Toward this end, a co-
herent, well-funded defense program is essential. It is also essen-
tial that the defense program be integrated with other necessary
elements of national security, including a healthy, balanced, and
growing economy.

To provide adequately for our defense needs in a way that serves
our national security without wasting resources and overburdening
the taxpayer, at least three conditions must be met. The Soviet
threat and our own capabilities must be evaluated objectively and
must not be underestimated or overestimated. Second, good faith
efforts must be made to achieve arms control agreements with the
Soviet Union, a principal objective of which should be to reduce the
economic burden of the arms race. Third, the budgetary and eco-
nomic consequences of defense spending should be understood
when framing the defense budget.

The Soviet Threat: Defense Expenditures

It is as important to avoid minimizing the Soviet threat as it is to
avoid exaggerating it. A first step should be to understand the size
of the Soviet military establishment, the resources allocated annu-
ally to it, and the trends. The Soviet Union attempts to conceal
these facts from public view. However, the U.S. intelligence com-
munity has developed a variety of means for measuring Soviet mil-
itary allocations. :

The most widely used measure is based on the Central Intelli-
gence Agency’s (CIA’s) building-block methodology. Under this ap-
proach, the CIA identifies the physical components of the Soviet
defense effort by counting and keeping track of them over time.
The costs of defense activities are then calculated in terms of both
dollars and rubles.
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As is the case of all international comparisons of economic activi-
ties, the results are biased depending on whose currency is used as
the measure. Dollar cost estimates create an upward bias that mag-
nifies the size of Soviet defense. A comparison of U.S. and Soviet .
defense in rubles magnifies the U.S. side. For this reason, the CIA
states its comparisons in both currencies. According to the CIA cur-
rently, Soviet defense costs in dollars are about 145 percent of U.S.
defense costs and, when measured in rubles, about 125 percent of
U.S. defense.

The most accurate way to state the comparison is to state it in
both currencies or to use the geometric mean of the two. It would
be misleading to say that the Soviets spend 45 percent more than
the United States. It would be equally misleading to say they spend
25 percent more. The more correct comparison is somewhere be-
tween those two figures.

Two other qualifications of: such comparisons should be kept in.
mind. First, comparisons of budgetary allocations measure the re-
sources that go into defense, not defense capabilities. Secondly,
when comparing defense allocations, it is more useful to look at the
North Atlantic Treaty Organization (NATO) and Warsaw alliances
rather than just the two superpowers. NATO, including the United
States, spends more for defense than the Warsaw Pact countries,
including the Soviet Union. In 1981, it was estimated that NATO
spending in dollars was about $300 billion versus about $280 billion
for the Warsaw Pact, and the gap was projected to widen in future
years. This difference would be narrowed if stated in rubles.

In 1983, the CIA revised its estimates of Soviet defense spending.
The new estimates show that Soviet defense spending has been
rising at about 2 percent annually since the beginning of 1977, and
that the military burden (the percentage of GNP devoted to de-
fense) is 13 to 14 percent. The CIA formerly believed Soviet defense
spending was increasing at 4 to 5 percent annually, the historic
rate of growth since 1955, and that the military burden had risen
during the 1970’s from 13 to 14 percent to 14 to 15 percent. Most
importantly, the CIA found that spending for defense investment—
which includes weapons procurement and military construction—

. has shown no growth since the beginning of 1977.

Table IV-3 shows U.S. and Soviet average annual outlay trends
for total defense and defense investment during 1977-1982. U.S.
annual defense spending grew in real terms during this period by
an average of 3.5 percent, compared to 2 percent for the Soviet
Union. U.S. defense investment grew during this period by 5.8 per-
cent annually, compared to 1 percent for the Soviet Union.

President Reagan stated, in his January 16 speech, that over the
past 10 years the Soviets devoted twice as much of their GNP to
military exenditures-as the United States. It should be pointed out
that Soviet GNP is a little more than one-half the size of the
United States. Thus, the Soviets would need to support twice as
great a military burden in order for their defense expenditures to
equal ours.
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TABLE IV~-3.—DEFENSE OUTLAY TRENDS—UNITED STATES AND U.S.S.R., AVERAGE ANNUAL AND
CUMULATIVE PERCENT CHANGES, 1977-82 CONSTANT PRICES

Total defense Defense investment 2

Country Annual . Amual '
average  Cumuative avel:gge Cumulative
United States 3.5 22.9 58 403
USSR . 20 126 2.5 16.0

1USS.R. figures derived from CIA estimated costs of Soviet defense. .
2 lavestment includes procurement; research, development, testing, and evaluation; military construction; and housing.

Arms Control and Reduction of the Military Burden

There is a broad consensus that U.S. defense spending should
grow during the next few years. So long as it is necessary to in- .
crease military capabilities in order to respond to threats to our na-
tional security, a policy of defense growth is appropriate despite
the fact that it increases the military burden and consumes re-
sources that might be employed by the civilian economy. However,
there is no inherent reason why defense budgets and military bur-
dens must always increase. If threats to our national security di-
minish, it may be possible to reduce the heavy military burden.

The primary goal of arms agreements is correctly identified as
the avoidance of war, the principal threat to our security. The most
urgent goal today is to reduce the possibility of a nuclear war.
Recent scientific evidence shows that all human life would be ex-
tinguished from a nuclear war because of the “nuclear winter”’
phenomenon. This prospect underlines the danger of continuing
the nuclear arms race. ‘

As a conventional war between the superpowers could escalate to
nuclear warfare, the conventional arms race can be considered as
dangerous as the nuclear arms race as well as much more expen-
sive. Yet, the likelihood is for continued conventional arms spend-
ing increases by the superpowers and probably nuclear arms spend-
ing increases as well, even if a new arms agreement is reached.
The only alternative to a permanent arms buildup may be to give
greater weight to defense costs in the arms negotiation process. In
the final analysis, the most effective way to control arms spending
may be to make it an explicit objective of the arms control talks.

Defense Spending and the Economy

The Administration came into office committed to increasing the
size of the military budget but without a coherent plan for increas-
ing military strength. The spare parts scandal and other recent dis-
closures of overpricing, waste, and mismanagement of military pro-
curement demonstrate that major cost savings need not come at
the expense of security. More dollars alone do not add up to more
defense.

Because the Administration’s proposed. increases were precipi-
tous and because they were not all tied to improvements in de-
fense, the Democratic-controlled House and the Republican-con-
trolled Senate have sharply reduced the defense proposals in each
of the past three years. Congressional actions held the increase of
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real budget authority for defense to 3.7 percent for Fiscal Year
1984. Table IV-4 shows the amounts proposed by the Administra-
tion and the amounts appropriated by Congress in Fiscal Years
1982-1984.

Nevertheless, increases in defense spending have been high.
Table IV-5 shows the real rates of increase in actual defense
budget authority and outlays for Fiscal Years 1981-1984, and the
Administration’s request for Fiscal Years 1985-1988. Defense ex-
penditures have increased by an annual average rate of 8.1 percent
In real terms during the past three years. This surge in defense
spending has had a stimulative effect on the economy but it has
also contributed to an unbalanced recovery, tilted toward the de-
fense sector, and put the economy at risk over the longer term.

TABLE IV-4.—NATIONAL DEFENSE BUDGET—REAGAN ADMINISTRATION PROPOSALS AND
CONGRESSIONAL APPROPRIATIONS, FISCAL YEARS 1982-84

[In billicns of current dollars]

Fiscal year Proposed Appropriation
1982 226.3 218.7
1983 263.1 2446
1984 280.5 264.4

TABLE IV-5.—THE ADMINISTRATION'S PROPOSED RATES OF INCREASE IN DEFENSE

[In percentages)
Nominal udge Nominal

iy L
1981 22.3 12.5 17.5 47
1982 19.8 121 17.2 18
1983 120 1.5 12.1 11
1984 7.8 37 12.7 88
1985 18.1 13.0 144 9.3
1986 146 92 14.1 . 8.4
1987 85 3.5 124 7.0
1988 8.5 38 9.0 41
1989 8.4 39 18 33

! Based on the fiscal year 1985 Department of Defense Budget.

Because of the recession, the large defense increases so far have
not produced the inflation and labor force problems produced by
similar defense increases in the past. In the manufacturing sector,
the low level of capacity utilization held down prices and the high
l(}vlelﬁ of unemployment have at present assured adequate supplies
of labor.

As the economy comes closer to full utilization of resources, the
possibility increases that the continued rapid defense buildup will
cause problems. As capacity utilization rises, the risks grow. Bottle-
necks could occur, especially in the smaller defense industries
among the firms specializing in high-technology products, such as
semiconductors and electronics, and among subcontractors with
competing civilian and military commitments. A consequence
would be delays in weapons production and increases in weapons
prices. A prolonged rapid buildup could eventually impair produc-
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tivity growth as the heavy allocation of resources to the defense
sector could lead to capital and labor shortages in the civilian
sector.

The Administration presently requests increases in real budget
authority of 13.0 percent in 1985 and 9.2 percent in 1986, as shown
in Table IV-5; after 1986, the rate of rise drops off to 3.5 percent in
1987. However, these real budget authority paths are underpriced
in the Administration’s budget, because the Administration does
not use a defense price deflator which takes proper account of the
historical relation between inflation in the defense sector and the
rest of the economy. CBO has reestimated the real rate of budget
authority increase which is consistent with the Administration’s
nominal budget request. CBO concludes that the Administration’s
nominal budget projections would accommodate a real budget au-
thority rise of 7.7 percent in 1986, and this would drop to about 2
percent annually in 1986-1989.2

Even using CBO’s more realistic estimates, the savings required
to bring the Administration’s nominal budget authority path for
defense down to a level consistent with the 5 percent real budget
authority growth path of the 1984 congressional budget resolution
and 1985 CBO baseline would require large cuts in budget authori-
ty: $92 billion from the Administration’s budget request over the
five-year period Fiscal Years 1985-1989. Such a growth path would,
nevertheless, still imply a very large real increase in military out-
lays over this period.

To put real budget authority growth on a sustainable path of 4
percent per year would require even larger reductions in the appro-
priations requested by the Administration: $56 billion in Fiscal
Years 1985-1989, in addition to the $92 billion required merely to
get down to the 5 percent path, or $148 billion in reductions over-
all. Such a path would, nevertheless, permit real growth of outlays
of about 4 percent in each of the next five years.

A moderate growth path of budget authority by itself does not
produce large reductions in the deficit. For example, the five-year
budget authority cuts of $92 billion, which are required just to hold
real defense budget authority growth to levels in the congressional
budget resolution and CBO baseline, produce three-year cumulative
outlay savings below the Administration’s budget of $78 billion.
Yet, when viewed from the standpoint of a deficit-reduction pro-
gram whose point of departure is the congressional budget resolu-
tion or CBO baseline, all of this effort merely prevents the deficit
from rising. Even steeper cuts are required to show progress
toward a balanced budget.

A 4 percent real budget authority growth path cuts $112 billion
in outlays from the Administration’s budget through 1989. Com-
pared with the Administration’s budget request, these savings are
large. But they make only a very modest contribution to deficit re-
duction of $9 billion below the CBO baseline over the first three
years. Over five years, the outlay savings rise to $34 billion below
the baseline.

2 The reestimates appear in “An Analysis of the President’s Budgetary Proposals for Fiscal
Year 1985,” CBO, February 1984, p. 44.
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One way to achieve such savings while improving military effi-
ciency would be to limit the cost growth of defense programs. The
Administration’s defense purchases deflator is compared in Table
IV-6 with that of the CBO, which is more consistent with the his-
torical relationship of defense inflation to general inflation.

Discretionary inflation adjustments can be considered a defense
hardware counterpart to civilian cost-of-living adjustments
(COLA’s), although these adjustments are not required by law and
do not apply to military pay. Through this mechanism, the Defense
Department is permitted to increase the purchase prices of goods
and services along with increases in defense inflation.

The effect of the Administration’s understatement of expected in-
flation is to understate expected dollar outlays and budget authori-
ty requirements consistent with a given real budget authority
growth path. Thus, to realize the Administration’s constant-dollar
military growth objectives under realistic inflation assumptions,

“even higher dollar expenditures and higher deficits will be required
than the Fiscal Year 1985 budget allows.

Congress has the authority to intervene in this process. By re-
stricting discretionary inflation adjustments in defense programs to
something less than the full amount of defense inflation, and thus
requiring the Administration to live within its own cost growth es-
timates and its own budget, Congress could bring pressure on the
Defense Department to make economic choices between programs
which would increase the efficiency of the defense procurement
process.

TABLE IV-6.—DEFENSE COMPOSITE DEFLATOR

[Pescent change)
Fiscal year Administration €BO *
1985 45 59
1986 48 6.3
1987 48 6.3
1988 : 45 6.1
1989 44 6.0

1 Revised.

Prior-year increases in budget authority also influence current
and future outlays, because only a portion of the amount author-
ized for purchases is spent in the first year after it is authorized.
Here, too, Congress is not helpless. Congress can direct the cancel-
lation of unnecessary weapons and delay the procurement of
others. Such steps would facilitate reaching a sustainable defense
expenditure path, without jeopardizing readiness or our ability to
acquire truly needed systems.

Proposals to “stretch out” the Administration’s proposed buildup
merit careful consideration. While it is sometimes argued that
longer procurement periods mean higher unit costs, such a course
might help prevent procurement bottlenecks and so actually lower
unit costs and the rate of inflation in the defense sector.

Given the high levels of present expenditures and stocks of weap-
ons and materiel already in the inventory, growth rates of real
budget authority in the 4 percent range would enable the Defense
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Department to continue procuring significantly larger quantities of
weapons and to pursue a program of modernization and enhanced
readiness. Such a real growth rate implies a strengthening of the
force structure if the resources allocated for defense are prudently
managed. Because it provides a more moderate rate of spending in
the next few years than that proposed by the Administration, it
may represent a more sustainable course of action and one which
could be achieved in a more economical way.

3. ENTITLEMENTS

A balanced and credible plan for reducing Federal deficits in
future years must also limit the growth of entitlement programs.

We believe it is time for a thorough review of all non-means-
tested entitlements programs. Entitlements have been, alongside
defense, the fastest growing component of Federal spending in
recent years. There have been important successes. We have lifted
many elderly Americans from poverty and we have reduced the in-
cidence of hunger. Some of these successes are now imperiled by
recent Reagan Administration cuts, while other needs go unmet.
And yet, entitlement costs continue to rise.

A thorough review of entitlements should consider how savings
might be achieved in each of the non-means-tested entitlement pro-
grams. It must examine whether the continuing case for full cost-
of-living indexation justifies the likely future cost. It must ask
whether wealthy recipients are getting more than a fair share of
benefits. It must seek ways to assure that present gaps in the
safety net are repaired. Only a balanced, bipartisan review of all
entitlement programs can hope to produce a successful package of
reforms for this vital part of the budget.

1983 spending on entitlement programs was $400 billion, nearly
half of the Federal budget. Under current policy, outlays for these
programs will grow to $570 billion by 1989. Because increases in de-
fense spending are even larger, however, the share of entitlements
in the budget will be falling.

Retirement and disability programs ® account for half of all
spending for entitlements and approximately one-fourth of the fed-
eral budget. Health programs, principally medicare and medicaid,
comprise another quarter of the entitlement category and about 11
percent of the budget, while the remaining quarter consists of pay-
ments for unemployment insurance (UI) and various forms of cash
and in-kind assistance to low-income individuals and families.

Pending results of a full review, there are specific measures on
which action can be taken now.

Health Care Cost Control

Enormous increases in the cost of medical care are jeopardizing
access to health services for millions of Americans and undermin-
ing the viability of Federal health programs for the elderly and the
poor. Health care expenditures, which grew from $26 billion to $75
billion during the 1960’s, reached $322 billion in 1982. Since 1970,

3 Including social security, civil service retirement, pensions and disability payments to veter-
ans, and the Supplemental Security Income (SSI) program for the elderly poor.
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medical costs have risen from 7.5 percent to 10.5 percent of GNP,
as per capita spending on health has more than tripled.

Price increases for medical care consistently have exceeded gen-
eral inflation rates. Except for a brief period under wage and price
controls in the early 1970’s, hospital and physician costs have risen
at double-digit rates for all of the last decade. Driven by increases
of 18.3 percent for hospital room rates, health care costs increased
by 11 percent in 1982, while inflation overall slowed to 3.9 percent.
In 1983, medical costs rose by 8.7 percent—still nearly three times
as quickly as all other items.

Massive inflation in health costs is the main reason for escalat-
ing Federal expenditures on medicare and medicaid. Medicare,
which pays hospital and doctor bills for the elderly and, disabled,
now accounts for over 7 percent of all Federal spending. Program
costs, which amounted to $56.8 billion in 1983, are expected to
double by 1989 if nothing is changed.

Meanwhile, the payroll tax revenues which finance hospital ex-
penses under medicare cannot keep pace with the rising cost of
care. Under conditions of moderate economic growth, earnings cov-
ered by the payroll tax are expected to increase by 6.8 percent an-
nually for the next decade, while hospital services for medicare
beneficiaries will increase by 13.2 percent a year. This imbalance
could drain the hospital insurance (HI) trust fund as early as 1990.

Only about two percentage points of the projected increase in
hospital spending is attributable to the health needs of a larger
(and older) medicare population. The rest, reflecting rising hospital
costs, is explained by higher prices for inputs (like labor and sup-
plies), increased admissions to hospitals, and greater use of expen-
sive, high-technology forms of treatment.

Rising health costs also mean steep increases in spending under
medicaid, which-provides health benefits to over 20 million low-
income persons, and the Supplementary Medical Insurance (SMI)
program, which covers physician and outpatient expenses of medi-
care beneficiaries. Since general revenues finance part of both pro-
grams, neither faces the prospect of insolvency. Nonetheless, med-
icaid costs are projected to increase from $19 billion in Fiscal Year
1983 to $32.5 billion in Fiscal Year 1989, while SMI outlays—now
about one-third of medicare spending—could grow by 16 percent a
year. Stronger efforts to brake the cost spiral would lessen these
pressures on the Federal budget.

We recognize that no single approach, by itself, will solve the
problem of soaring health care costs. An effective, long-range strat-
egy should seek to alter both the supply and demand for health
care services. For example, we should take steps to increase the
supply of health care personnel and broaden the availability of al-
ternative forms of care. Health maintenance organizations (HMOQ’s)
and other practices which offer quality services at competitive
rates should be encouraged. And broad steps are needed to improve
nutrition and other living habits and to provide better health edu-
cation and preventive care.

Last year, Congress moved to exert greater Federal control over
hospital costs by changing the reimbursement system under medi-
care. Instead of reimbursing hospitals for the cost of treating medi-
care patients, the program will phase in a prospective payment
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system which sets rates for 468 illness categories. Hospitals will
classify patients according to these categories (known as diagnostic-
related groups or DRG’s) and receive a fixed payment per case
from medicare.

It is too soon to see results from this new payment system, or
know how much leverage medicare—which now provides about 37
percent of hospital revenues—will have over medical prices. At the
request of this Committee, the GAO is currently monitoring the ef-
fects of the new DRG payment system on hospitals, to see what
happened to prices, the quality of care to medicare patients, hospi-
tal profits, and other aspects of the health care system. The GAO
report should be ready later this year. ,

The prospective payment reforms under medicare do not consti-
tute a full strategy toward more effective cost containment. Noth-
ing prevents hospitals from shifting extra costs to patients not cov-
ered by medicare (and their insurance companies). Moreover, while
the fixed reimbursement rates may discourage unnecessarily
lengthy hospital stays, hospitals may be prompted to be more selec-
tive in their admission policies—treating less-sick patients and
some patients who could have been cared for at lower cost as out-
patients. And, except in a few states, physician fees and other out-
patient services are not subject to restraint.

Several states, including New Jersey, Maryland, Massachusetts,
and New York, have implemented prospective payment systems
which apply to all payers—not just medicare. While the state expe-
riences vary somewhat, on the average these regulatory programs
have held down increases in spending on hospital care by 2 to 3
percent per year. Further, state rate-setting efforts generally have
not led to perverse increases in hospital admissions or longer stays.
Legislation introduced by Senator Edward M. Kennedy and Con-
gressman Richard Gephardt would apply these principles to all
states.

We favor consideration of legislation to encourage all states to
implement cost restraint programs. These efforts would apply pro-
spective payment methods across the board and aim to reduce cost
increases for outpatient and physician services as well as hospital
care.*

The savings from more effective cost restraint could be substan-
tial—and should grow as states gain experience with different ap-
proaches. If state cost-restraint programs are developed nationwide,
Federal deficits could be lowered by as much as $33 billion from
fiscal year 1985 through fiscal year 1989,

Suggested Medicare Revisions

The Administration has advocated changes in the benefit struc-
ture of medicare which would require beneficiaries to shoulder a
larger share of the costs, particularly for hospital stays. Higher de-
ductibles and co-payments, the Administration has argued, will in-
troduce greater cost-consciousness on the part of patients and
reduce unnecessary hospitalization and treatment.

4 Senator Bentsen opposes limiting Congressional consideration and review of options for rein-
ing in medical costs to this single proposal.
g
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Because of the tax-free status of health insurance and the heavy
reliance on insurance to finance health care, existing incentives to
restrain costs are relatively weak—for patients and providers alike.
In 1982, private insurance plans, government programs, private
charities, and other third parties financed 68 percent of health ex-
penditures and 88 percent of hospital services.

But the current structure of medicare already places heavy fi-
nancial burdens on many elderly and disabled beneficiaries. Medi-
care pays only about 45 percent of all health expenditures of the
elderly. While some beneficiaries have private insurance which
covers services not paid for by medicare, out-of-pocket expenditures
for services like nursing home and dental care, prescription drugs,
and the existing premiums and deductibles under medicare can be
substantial. On the average, out-of-pocket health costs exceeded 10
percent of income for the elderly, and families with less than
$5,000 of income spend 21 percent of it on health care.

We question whether greater cost-sharing would have the desired
effects on the efficiency of health care. It is not reasonable to
expect persons who are ill to “shop around” for less expensive
forms of treatment than their physicians have recommended. Simi-
larly, utilization of hospitals is primarily determined by physicians,
not by patients.

As an alternative to further cost-sharing, we recommend a
review of other options in the financing of medicare. Different com-
binations of revenues from payroll and other taxes and from higher
premiums should be considered. One promising approach, set forth
by Karen Davis of Johns Hopkins University, would merge the HI
and SMI trust funds and set a single new premium based on the
income of the beneficiary. The combined trust fund would still be
financed partly by payroll taxes and general revenues, with new
funding raised in an equitable manner. The new premium struc-
ture need not require low-income beneficiaries to pay any more
than they do now. In contrast to cost-sharing, some use of an
income-related premium would not tend to limit access to care or
impose the heaviest burdens on persons who become ill.

New revenues raised to prevent insolvency of the medicare trust
fund would correspondingly reduce Federal deficits. Effective cost
restraint programs might reduce the long-range financing needs by
as much as 60 percent, making additional revenues for medicare
unnecessary until later in the next decade.

Means-Tested Programs

Benefit programs for which eligibility depends on needs amount-
ed to $60 billion in 1983, less than 20 percent of entitlement spend-
ing. Most of these programs have already endured heavy cuts.
Spending levels for many means-tested benefit programs are barely
above Fiscal Year 1981 levels, despite conditions of severe recession
which normally would push up costs by increasing the numbers of
people who qualify for aid. Cuts of 13 percent per year in 1981 and
1982, for example, removed several hundred thousand families
from the Aid to Families with Dependent Children (AFDC) pro-
gram, and reduced benefits to many more. Such hardships followed

30-460 O—84——9
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a steady erosion of the purchasing power of these payments, which
are not automatically adjusted for inflation.

Legislative changes adopted since 1981 reduced spending on
major means-tested programs by roughly $24 billion from 1982 to
1985. Only two programs—SSI and the supplemental nutrition pro-
gram for women, infants, and children (WIC)—received additional
resources. In real terms, funding for entitlements and other human
resources programs targeted on low-income people has been re-
duced by 25 percent since Fiscal Year 1981. No other portion of the
budget has been cut as severely.

TABLE IV-7.—SPENDING ON MEANS-TESTED ENTITLEMENT PROGRAMS
[In billions of doftars, by fiscal year}

Program 1981 1982 1983 I?nsa‘{gs,"'
Medicaid . 16.9 174 19.0 207
AFDC ; 85 80 19 8.0
Food stamps 11.2 110 118 113
Chitd nutrition 38 34 33 34
wIC2 09 09 1.2 12
Housing assistance 6.9 8.0 9.3 98
Low-income energy assistance 18 17 2.0 20
Veterans pensions 37 39 39 40
SSl 12 11 8.7 83

1 Estimates based on economic assumptions of Feb. 1984 baseline budget projections.
2 Women, infants, and children program.

Source: Congressional Budget Office.

Attempts to derive further savings through even narrower “tar-
geting” of the means-tested programs will only compound the bur-
dens on the working poor—the main group victimized by the exist-
ing set of cutbacks. In most states, the income limits which disqual-
ify families from cash welfare benefits are below $5,750 a year, or
less than 60 percent of the poverty line for a family of four. Fami-
lies terminated from AFDC also often lose medicaid coverage with-
out obtaining equivalent health benefits from their jobs or another
source. Other welfare program changes which especially hurt the
working poor include tighter deductions for child care and work ex-
penses, lower income limits on participation in the food stamp pro-
gram, and diminished Federal subsidies for school lunch and other
child nutrition programs.

The Reagan Administration continues to press for even deeper
reductions in many of these programs. We urge that such moves be
resisted. Neither do we believe that much more can be saved
through elimination of fraud and abuse in these programs. Helping
people escape dependence on public assistance by preparing for and
finding permanent jobs offers the surest and fairest way to control
these expenditures in the future.

Social Security

To deal with immediate and longer range financial pressures on
the social security system, major revisions were adopted in 1983.
The combination of additional payroll tax revenues and cost sav-
ings under this legislation will reduce the Federal deficit by $8.6
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billion in 1985, $8.8 billion in 1986, and a total of $86.2 billion over
the period 1984 through 1989. While the deficit estimates from
CBO and the Administration already reflect these savings, the
extent of changes made in social security—the largest of the non-
means-tested entitlement programs—should be recognized in devis-
ing a balanced approach to deficit reduction.

The increases in social security revenues result principally from
extending coverage to new Federal workers and all employees of
nonprofit organizations; taxing 50 percent of social security bene-
fits going to higher income recipients; and raising payroll taxes in
1984, 1988, and 1989. Cost savings were achieved chiefly by post-
poning the annual cost-of-living increase from July to January;
gradually raising the retirement age from 65 to 67 after the turn of
the century; and allowing the COLA to be based on wage increases
instead of the CPI in years when trust fund reserves run low.

This package constituted a properly balanced response to the
problems facing social security. Changes in the benefit structure—
such as the higher retirement age—were phased in slowly, allowing
people time to adjust their retirement plans. Except for the delay
of the cost-of-living increase, benefit cuts to current recipients and
persons nearing retirement age were avoided.

We do not favor further changes in social security now.

Cost-of-Living Adjustments

Many Federal transfer programs provide for automatic adjust-
ment of benefits to keep pace with inflation. Typically, the index
used to make this adjustment is the CPI. Since directly indexed
programs account for roughly one-third of all Federal expenditures,
eacil percentage point increase in the CPI adds about $2.6 billion to
outlays.

Valid questions have been raised about the suitability of the CPI
as a measure of the cost of living. Concerns that the treatment of
homeownership overstated costs led to the introduction of a new
measure of rental equivalence, which did resolve that problem.
However, because the CPI relies on a fixed market basket of goods
and services to trace price changes, it cannot readily capture im-
portant changes in consumer behavior. The reduced consumption
of gasoline in the wake of the price shocks in 1973, for example,
would not be reflected until the next revision of the index (usually
at 10-year intervals).

Conceptually, there are advantages to alternative indices as the
basis for COLA’s in transfer programs. For example, one index of
personal consumption expenditures (known as the PCE chain
index) is able to reflect changing consumption patterns by regular-
ly updating the market basket. Another possibility is wage index-
ing, which would give recipients of transfers the same inflation
protection as wage earners. Since taxes on the working population
finance these benefits, wage indexing is a fair way of linking
changes in benefit payments to changes in general economic per-
formance. Under wage indexing, recipients of benefits will suffer
some losses of purchasing power in periods of inflationary price
shocks. But, at other times, they will share in productivity gains
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tllxas goster real wage growth, from which they are currently ex-
cluded.

Currently, since wages are rising more rapidly than prices, wage
indexing would not restrain outlays of government programs. But,
during the most recent episode of double-digit inflation, alternative
indices would have yielded major savings. In Fiscal 1981, according
to CBO estimates, wage indexing of entitlement programs would
have saved more than $8 billion, while the PCE chain index would
have saved $12 billion. Both of these methods should be considered,
as improvements to the current system are debated.

4. MoNETARY PoLicy

With a sharply tighter fiscal policy, the Federal Reserve’s task
is to maintain real economic growth.

Under current policy, real growth is slowing. In 1983, growth
rates were satisfactory though not exceptional;® they risk becoming
unsatisfactory in 1984. Moreover, fiscal responsibility demands that
we enact policies that will further reduce fiscal thrust in 1985 and
later years, and these steps will affect growth expectations and the
pace of investment now. Under these circumstances, it falls to mon-
etary policy to maintain confidence in continued recovery, in
growth, and in the prospects for profitable investment.

It is difficult to compute the precise adjustment that monetary
policy must make. Important aspects of the situation are imponder-
able. No one knows the degree to which reduction of future deficits
will depress present expectations of inflation and what effect that
might have on present business investment. No one knows the
degree to which failing interest rates will lower the dollar. If the
dollar does fall, exports will improve, but the size and speed of that
adjustment is uncertain. Monetary policy will therefore have to
adjust with extreme flexibility and discretion, focusing always on
ultimate objectives rather than on intermediate targets, whether
these are expressed in terms of monetary aggregates or interest
rates.

Certain general guidelines for monetary policy are possible. We
know that the reduction in real interest rates in 1982—from 9.9
percent in the second quarter of that year to 3.1 percent in the first
quarter of 1983—had powerful effects on the demand for housing,
automobiles, and other interest-sensitive durable consumer goods.
Real short-term interest rates have since been pushed up by the
Federal Reserve, which means that some of the demand which was
unleashed last year is again being pent up. A lowering of short-
term rates would lower the whole term structure of rates and
again bring a large number of home seekers and auto buyers into
the market, and this would act to sustain economic growth.

Some reduction in long-term real interest rates will occur as the
direct consequence of adopting a responsible fiscal program. How-
ever, econometric estimates suggest that this part of the shift may
be relatively small. Most estimates attribute only 100 to 200 basis
points of current long-term real interest rates to deficits. Thus, a

5 In our 1983 Report, we wrote, “The achlevement of 5.5 to 6 percent real annual growth in
the first full year of recovery is a realistic goal.” Actual growth for this period was 6.1 percent.
The Administration had presented a forecast of much weaker recovery.
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fall of 50 to 100 basis points in long-term interest rates might be
expected if the stream of future deficits is cut by half. This would
help but it would not be enough; a shift in short-term rates would
also be necessary, so as to move the whole term structure of rates
downward.

Such action would probably bring about a realignment of the
dollar, since “hot” money seeking high real short-term returns
would flow elsewhere. However, this movement should be moder-
ate, since the improved prospects for sustained recovery would at-
“tract some long-term capital to offset the speculative outflow. Over
the medium term, import demand would slow, export demand
would improve, and so the competitive position of American indus-
try would be reestablished. Improved investment prospects would
_ mean better productivity performance over the medium to long
" run. These benefits, which also mean more and better jobs for
American workers, will lead to improved prospects for price stabil-
ity in the long run.

Present U.S. short-term real interest rates are between one and
three points higher than in any actual or potential reserve curren-
cy nation. How great a fall in the dollar would result from a reduc-
tion in such real rates of return depends on many international cir-
cumstances not within our ability to predict or control, including
especially the degree to which other central banks react to our
policy shift by reducing their own real interest rates.

Nevertheless, if we move first, it is highly likely that a signifi-
cant shift in our monetary policy would lower the dollar and so act
to restore U.S. industrial competitiveness on the international mar-
kets. Exports would rebound—sooner and less durably if other na-
tions do not follow our example, later but more durably if they join
us in a general return to higher rates of economic growth.

Our alternative is an integrated one. We favor immediate action
to reduce future deficits, and so place government finance on a
sound footing, reducing fears of excessive future stimulus and infla-
tion. As these measures are enacted, we favor a change in the Fed-
eral Reserve’s monetary strategy. These actions together should
bring the whole term structure of real interest rates down by about
half, or by two to two-and-a-half percentage points.

We understand the argument that only high current and expect-
ed real rates of interest can hold back a floodtide of inflation expec-
tations under the current course of expected future deficits. We
propose to take care of the underlying problem of excessive future
fiscal thrust as the first order of legislative business. Such action
would make essential the easing of monetary policy, which we have
described here. Lower long-term and short-term interest rates,
achieved by deficit reduction and a monetary shift, would assure
that U.S. economic growth continues at a pace sufficiently rapid to
. reduce unemployment and foster high rates of productivity growth
and business capital investment.



V. EMPLOYMENT AND COMPETITIVENESS

1. EMPLOYMENT

While our alternative monetary and fiscal policies for sustain-
able, balanced, and fair growth should yield a greater decline in
the jobless rate than the President sets forth, such policies will
only accomplish part of our task. While we know that to do so will
be difficult, our objective should be to go from a reduced unemploy-
ment rate achieved through macroeconomic policies by 1986 toward
full employment without creating inflationary pressures.

The President has acknowledged that the Federal Government
must play an important role in reducing unemployment. In his
1983 Economic Report, he stated that “. . . the government should
focus its attention on those groups that will continue to face high
unemployment rates after the recovery has begun.” We agree with
this statement.

The Bureau of Labor Statistics (BLS) found that 26.5 million per-
sons encountered unemployment during the 1982 recession—22 per-
cent of all persons who were in the labor force during any part of
1982. Blacks and Hispanics were disproportionately represented
among persons who encountered some unemployment in 1982: the
proportion was 33.4 percent for blacks and 27.1 percent for His-
panics.

The number of people working part time for economic reasons
was 5.9 million in January of 1984—somewhat reduced from the
levels in the midst of the recession but still very high. It is unusual
at this stage of the economy’s recovery for so many people who
want full-time work to find only part-time jobs. In addition, there
has been an increase in the number of discouraged workers from
1.568 million in 1982 to 1.641 million in 1983. One out of every
three discouraged workers is black.

TABLE V-1.—UNEMPLOYMENT RATES FOR CIVILIANS, WOMEN, MINORITIES, AND TEENAGERS, 13
MONTHS AFTER UNEMPLOYMENT RATE PEAK

Month Civilians Women Minorities ~ Teenagers
November, 1950 42 5.2 NA 9.5
October, 1955 43 5.1 8.8 11.0
August, 1959 5.2 5.6 10.6 16.1
June, 1962 5.5 5.8 11.0 136
September, 1972 5.5 6.7 100 16.3
June, 1976 16 8.4 134 18.5
August, 1981 14 11 147 18.3

January, 1984 8.0 19 15.6 194
Source: Bureau of Labor Statistics.

The recovery has begun, but more than nine million Americans
are jobless and unemployment is likely to remain very high for the

(138)
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indefinite future. For blacks, the unemployment rate in January
1984 was 16.7 percent, more than twice the unemployment rate for
the Nation. The black teenage unemployment rate of 47.9 percent
is almost three times higher than that of white teenagers. Four
hundred and thirty-five thousand more blacks are unemployed now
than when the Administration took office.

The improvement in the employment situation of blacks was con-
centrated among adults—particularly men, whose jobless rate
dropped from 19.9 percent in January 1983 to 14.8 percent in Janu-
ary 1984. Black women achieved more modest gains as unemploy-
ment fell from 17.4 percent to 14.3 percent during this time. The
job market for black youth, however, has not brightened at all;
fewer than ene-fifth of black teenagers are working, and jobless
rates—for both males and females—fluctuated around 50 percent
throughout the year. In contrast, between January 1983 and Janu-
ary 1984, unemployment rates among whites declined from 8.5 per-
cent to 6.3 percent for adult men; from 7.9 percent to 6.0 percent
for adult women; and from 20.1 percent to 16.2 percent for teen-
agers.

Those who have been out of work longest have gained little from
the recovery. The number unemployed for a year or more has
fallen only slightly, from 1.41 million in January 1983 to 1.36 mil-
lion in January 1984. The mean duration of unemployment actual-
ly increased, from 19.4 weeks to 20.5 weeks, over the same period.
As a result, a combined measure of the extent and length of job-
lessness has remained virtually unchanged in the last year.!

These rates of unemployment point to a basic flaw in the Admin-
istration’s program—the lack of specific microeconomic measures
to address unemployment in certain demographic groups which do
not benefit from improved economic conditions in general.

The answer lies in supplementing our fiscal and monetary pro-
posals with targeted structural programs which are geared to cre-
ating employment and training opportunities, primarily in the pri-
vate sector, for those people who have experienced special labor
market difficulties.

In general, the following groups should be the intended recipi-
ents for such a targeted approach:

First, special measures are required for youth. In January 1984,
the overall teenage unemployment rate was 19.4 percent, and has
shown virtually no change for three months. The problems faced
by black youth were even more staggering.

Effective help for our youth must begin in the schools, must con-
tinue during the very difficult school-to-work transition period, and
then must be reinforced through effective skills training upon en-
trance into the labor market. This can only be accomplished
through jeint private and governmental efforts.

Second, equal employment opportunities for minorities are a fun-
damental prerequisite of a full employment economy. Minority citi-
zens suffer disproportionate rates of unemployment for several rea-
sons, but studies have shown the primary contributing factors are
inadequate skills and educational training, the continuing exist-

! This indicator is discussed in “Total Weeks of Unemployment: A New Measure of Labor
Market Distress,” a staff study prepared for the Joint Economic Committee, June 30, 1983.
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ence of discriminatory hiring practices, and the resulting alien-
ation of the individuals affected by such a lack of job opportunity.

Third, more than half of all women are now active participants
in the labor force and studies show that women work for the same
reasons as do men—to provide for the livelihood of their families
and themselves. While more and more women are enjoying the re-
wards of employment, a disproportionate number have also been
forced into joblessness by the Reagan recession, and continue to be
the objects of discriminatory hiring and pay practices.

Fourth, the American economy is changing, and the resulting up-
heavals in former bulwarks of American industry, such as auto and
steel, have resulted in severe labor market problems for the work-
ers in these and other heavy industries. The BLS has projected
that the greatest increase in jobs for the future will come from in-
dustries such as medical care, business services, professional serv-
ices, and computer and instruments manfacturing. Technological
change is apt to remove some job classifications altogether, while
creating training and skills requirements for many new positions.

Over the next decade, labor market growth is projected to slow
and its composition will change. In the late 1970’s, 2.5 to 3 million
people a year were entering the labor force; by the early 1990’s, the
number of new entrants is projected to drop to about 1.3 million.
Women, blacks, and other minorities and people of prime working
age are expected to account for a larger share of the total labor
force than they do today, and young people will decline in actual
numbers.

The following specific, targeted structural labor market policies
are needed:

First, we need quality education. Our schools are not adequately
preparing all of our children equally or effectively for the chal-
lenges of our changing economy. In order to succeed in the labor
market, an individual must take with him or her some basic
knowledge and skills. Literacy efforts must be increased; computer
technology must be an integral part of every education. Local busi-
nesses must become involved in assisting schools, so that they can
receive an adequately prepared work force. Specifically, businesses
should provide schools with more occupational information, access
to successful business role models, and financial assistance for
better school-to-work instructional materials. The Federal Govern-
ment must expand its efforts at assuring quality education for all,
including special assistance to economically and socially disadvan-
taged youngsters.

Second, we must combine work experience with basic skills and
training. As an effective answer to the problems of youth unem-
ployment especially, we support programs which match employer-
sponsored on-the-job training with governmental subsidized basic
education and skills assistance.

Third, we need improved labor exchange functions. We must im-
prove the efficiency of labor exchange systems (employment serv-
ices), and in particular aid in computerization of matching people
with available jobs. This information should be shared with guid-
ance counselors at schools, as well, so the loop is closed between
school-to-work transition.
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Fourth, we need more retraining efforts. Displaced workers need
targeted assistance from business, labor, and the government in
order to gain the new skills necessary to compete in the changing
economy.

Fifth, there is a role for targeted fiscal assistance. It is wholly
appropriate that the government step in to help high unemploy-
ment communities and individuals to create employment opportu-
nities where public goals are served and private employment op-
portunities do not suffice. Scarce Federal dollars must be targeted
to areas where needs exist, as in public infrastructure, and to com-
munity services where inadequate services are available for those
in need (i.e., public safety, health care, child care).

Sixth, we need tough anti-discrimination efforts. Business, labor,
and government must eradicate discriminatory hiring practices in
order for full employment to be a reality. We endorse strict en-
forcement of equal employment opportunity laws and regulations.

Some positive steps have already been taken.

During the worst of the recession, Congress took the initiative
and approved a $3.5 billion emergency job appropriations bill to
provide assistance to and generate jobs for the unemployed. The
bill included $1 billion for the Community Development Block
Grant (CDBG) program, and $255 million for employment and
training for displaced youth and older workers.

The Administration proposed $4.3 billion in budget authority to
fund the Job Training Partnership Act (JTPA) for 15 months, in-
cluding funds for summer youth employment, dislocated workers,
and basic training grants. The Congress provided $6.4 billion in the
Labor-Health and Human Services (HHS) Appropriations Act to
fund JTPA for 21 months. '

The JTPA authorizes grants to states and local areas for such
services as job counseling, classroom training and education, and
on-the-job training for low-income youth and adults. We believe
that JTPA is necessary if employment of the hard-to-employ work-
ers is to be achieved.

Further steps are needed.

We support the action of Congress to provide $170 million in
budget authority in the Labor-HHS Appropriations bill to continue
the Work Incentive (WIN) program from which approximately
200,000 welfare recipients will enter employment. The Administra-
tion had proposed to eliminate funding for the WIN program. In
addition, we support the decision by Congress to provide $317 mil-
lion in budget authority in the Labor-HHS Appropriations bill for
the older American’s work program which will provide 62,500 part-
time jobs for the elderly. This program would have been reduced
substantially had certain provisions been consolidated into a block

ant.

In 1983, the Administration did not propose any significant em-
ployment programs. The House nevertheless passed several pieces
of an employment and recovery program to provide temporary jobs
to the long-term unemployed. It is estimated that 500,000 unem-
ployed persons would have benefited from this program. This pro-
gram was designed to provide both immediate assistance (communi-
ty renewal jobs, health insurance for the unemployed, foreclosure
relief) and long-term recovery (research and development, educa-
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tion assistance, math-science initiatives). We continue to support
measures to meet the needs of the long-term unemployed and
others hurt by the recession, and to promote competitiveness as the
expansion proceeds.

TABLE V~2.—JOBS AND ECONOMIC RECOVERY PROGRAMS

[In biltions of doflars}

House passed programs "“','{g‘gg m:;!ea:

Health insurance for the unemployed (H.R. 3021) . 1.60
Foreclosure relief: .

Farmers (H.R. 1190) .60

Homeowners (H.R. 1983) 35

American Conservation Corps (H.R. 999) 25

Community renewalvemployment (H.R. 1036) . 3.50

2. COMPETITIVENESS

For thé long term, America needs a new vision of an internally
cooperative, internationally competitive future. Qur labor force and
our private business managements must be prepared to compete—
and win—against a more sophisticated array of foreign producers
than ever before. To assure success, government must play a con-
structive, but not intrusive role. We need a program of public in-
vestment in people and communities that will enhance our pros-
pects for sustained growth, promote fairness in our society, and re-
build a cooperative foundation for long-term prosperity.

Both the House and Senate Democratic Caucuses have presented
comprehensive strategies for American renewal in the 1980’s and
1990’s. In September 1982, the House Democratic Caucus,? under
the -leadership of Caucus Chairman Gillis W. Long, adopted ‘Re-
building the Road to Opportunity: A Democratic Direction for the
1980’s.” In November 1983, the Senate Democratic Caucus,® acting
under the Senate Democratic Leader Robert C. Byrd and Task
Force Chairman Edward M. Kennedy, adopted “Jobs For The
Future: A Democratic Agenda.” Finally, in January 1984, the Na-
tional-House Democratic Caucus,* cochaired by Congressman Gillis
W. Long and Mr. Robert S. Strauss, presented “Renewing Ameri-
ca’s Promise: A Democratic Blueprint For Our Nation’s Future.”

These proposals contain elements similar to those of a broad-
based competitiveness strategy which this Committee has devel-

2 The House Deémiocratic Caucus consists of the entire Democratic Membership of the House of
Representatives.

3 The Senate Democratic Caucus conslsts of the entlre Democratic Membership of the Senate.

4 The National-House Democratic Caucus is a 153-member group consisting of 70 House Demo-
crats, top officials of former Democratic Administrations, and many leading Party members
from the worlds of business, labor, scholarship, and civic action.
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oped in extensive hearings,’ studies,® and in our past annual re-
ports. They reflect a new, widely shared consensus among Demo-
crats on the path that long-term economic policy must take. It is
worth reviewing the basic points of that consensus.

A first point of agreement is in opposition to the Reagan Admin-
istration’s macroeconomic policy. The 1982 House Caucus docu-
ment says flatly: “Reaganomics must—and will—be repealed.” Con-
gressional Democrats enjoy unanimity on the need for lower defi-
cits and lower interest rates. It is also agreed that Federal involve-
ment in industry does not substitute for rapid, sustained, balanced
economic growth, which such a shift in the policy mix would be de-
signed to bring. All of these documents share the premise, set forth
explicitly in the 1982 Joint Economic Report, that the purpose of
industrial policy is to facilitate the transitions which growth makes
inevitable. Such policies are a poor use of resources in a general
climate of stagnation.

Second, there is agreement in principle on the main elements of
an adjustment strategy apart from industrial policy proper. There
should be investment in people, through expanded support for
public education and for job training. There should be investment
in knowledge, through expanded support for basic science, for uni-
versity and government-sponsored research, and through modified
antitrust and tax treatment of commercial research and develop-
ment. There should be investment in infrastructure, including road,
rail, and water transport, water and sewer treatment, ports,
bridges, tunnels, and city streets, all of which have slid into disre-
pair. There is full understanding of the link between infrastructure
maintenance and the preservation of older industrial communities
as sites for new industrial investment, and between infrastructure
investment and growth in expanding regions.

Third, trade protection plays no part in our strategy. Adjustment,
not protection, is needed, and we seek to build the political coali-
tions that would make an adjustment strategy feasible. The Senate
Democratic Caucus tackles this issue head-on:

While we insist on a full and firm application of the
laws designed to protect American firms and workers from
unfair and predatory competition, “we reject permanent
protectionism as a solution to our problems.” It is difficult

. to have economic growth without a substantial export
sector, and it is impossible to envision that we will be able
to export successfully without continuing to be a sizeable
market for other countries’ goods. Given the international
debt situation, and continued recession in much of the

5 “Business Management Practices and the Productivity of the American Economy” (May 1,
11, June 1, 5, 1981), “Japanese and American Economic Policies and U.S. Productivity” (June
23, July 28, 1981), “Industrial Policy” (May 18, 1982), “Japanese Industrial and Labor Policy”
(June 23, 1982), “Industrial Policy, Economic Growth and the Competitiveness of U.S. Industry,
Part 1” (June 24, 29, 30, 1983), “Industrial Policy, Economic Growth and the Competitiveness of
U.S. Industry, Part 2” (July 13, 14, 20, 1983).

& “Monetary Policy, Selective Credit Policy, and Industrial Policy in France, Britain, West
Germany, and Sweden” (June 26, 1981), “International Competition in Advanced Industrial Sec-
tors: Trade and Development in the Semiconductor Industry” (February 18, 1982), “The Japa-
nese Financial System in Comparative Perspective” (March 12, 1982), “The Mercantilist Chal-
lenge to the Liberal International Trade Order” (December 19, 1982), “U.S. International Eco-
nomic Policy in the 1980’s” (February 11, 1982), “Policies for Industrial Growth In a Competitive
World” (forthcoming, March 1984).
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world, we have no choice but to encourage developing
countries to export . . .

With respect to specific parts of the strategy, House and Senate
Democrats agree on the major principles which must apply.

A first principle is the principle of cooperation. Democratic indus-
trial policy would be a consultative process, primarily between
business, labor, and government, but with additional input from
environmental, consumer, and other organized constituencies. Our
emphasis on consensual processes takes on special significance in
the present context, which is the most adversarial and specifically
anti-labor of modern times. By stressing tripartite cooperation, we
signal to labor that their place in a balanced consultative process,
alongside business and government, will be respected.

A second principle is the principle of balance. We reject the arti-
ficial distinctions between “winning”’ and “losing” industries, be-
tween ‘‘smokestack” and ‘“hi-tech,” and between ‘“sunrise” and
“sunset.” The world admits to few such clear-cut distinctions. High
technology is as important to the revitalization of declining indus-
tries as to the creation of new ones (witness robots in automobile
manufacture), and some of the more prolific job-creating growth
s?i:tors of our times have not been particularly high technology at
all.

A third shared principle is that of experimentation. The 1982
Joint Economic Committee Report coined the concept of involve-
ment in catalyst industries—those with strong linkages backward
and forward in the economy, or which met particular national
needs. For example, the Committee found that full development of
U.S. potential for coal production and export is hampered by inad-
equate transport and port infrastructure, and by the need for large-
scale environmental investments. A public industrial policy might
usefully coordinate a national program to help overcome these ob-
stacles and meet the potential. A similar case can be made for de- .
velopment of high-speed, interurban corridor passenger rail sys-
tems, on the ground that such systems form a part of a balanced
and efficient transportation infrastructure.

The Senate Democrats push the principles of balance and experi-
mentation even further, by recommending that aid to industry be
channeled through the economic development agencies of the
states. This would tend to favor relatively small projects and would
minimize the risk of giant technological gambles going sour. Also,
it would help make initiatives diverse.

Finally, there is a principle of openness. We are deeply skeptical
of schemes to delegate authority for large bail-outs to an agency of
the Executive Branch. The present system is too often criticized for
its virtues: it is open, it is ad hoc, it is political. Under the present
system, any company seeking Federal assistance on a large scale
must come before the Banking Committees of the two Houses and
submit to exhaustive questioning from Members of all persuasions,
interests, and constituent perspectives. This is the best assurance
against moral hazard—the danger of supplication from the not-
truly needy. In the recent cases of Chrysler and New York City, it
has been Congress—not the Executive Branch—which has imposed
requirements for sacrifice from all beneficiaries of major Federal



assistance as a condition for aid. And Congress has reason to be
proud of its judgment in a number of specific decisions. It cut off
funding for the Supersonic Transport in 1971 after several years of
support. It did not bail out the Penn Central Railroad. It did, even-
tually, kill the Clinch River Breeder Reactor. The safeguards of
openness and broad political participation must be preserved in
any institutional changes which may be made.

Together these documents outline a strategy for preparing our
Nation to adapt to the sweeping economic changes affecting the in-
ternational marketplace. This strategy recognizes that America’s
economic isolation has ended and we now are facing sophisticated
new competitors in the fast-changing international economy. Com-
pounding this challenge, our businesses and workers must adjust to
unprecedented changes in technology, production processes, and
markets. Our economic prosperity and our standard of living will
henceforth depend on whether we organize successfully to meet for-
eign competition.

In the face of this challenge, both the House and Senate Demo-
crats recognize the need to foster a spirit of cooperation in our soci-
ety, to reduce antagonisms among business, labor, and government,
and to establish a forum where all these parties can meet to seek a
consensus on pressing problems. To translate such a renewed spirit
of cooperation into practice, House and Senate Democrats propose
creating a broadly representative, independent council to debate
and formulate the Nation’s strategy for economic growth. Subcoun-
cils would be established to analyze and consider specific industries
and regional problems. The council would be responsible for collect-
ing, analyzing, and reporting on changing economic trends.

Second, there is general agreement on the usefulness of a new
“Technology Foundation” or a series of “Centers for Industrial
Technology,” modeled along the lines of the National Science Foun-
dation, whose purpose would be to fund research and development
of potentially commercial technologies in conjunction with univer-
sity schools of engineering and private laboratories. Such an
agency would provide a civilian counterpart to the Defense Ad-
vanced Research Projects Administration (DARPA) and would
adapt its priorities to the needs of the peacetime economy. At the
same time, standards of peer review would provide safeguards
against funding of wasteful or unpromising projects.

House and Senate Democrats know that, to grow tomorrow, we—
both the private and public sectors—must make investments today
in research and development, in education, in training and retrain-
ing, and in trade promotion. By adopting farsighted investment
policies, our economy and our workers can better adjust to rapid
changes, can become more productive, can generate new and
higher quality jobs, and can meet foreign competition.

The strategy of the House and Senate Democrats will be effective
if we are able to keep our economy on the path of economic
growth. Both in creating this healthy economic climate and in fo-
cusing on the special needs of various sectors of our economy, this
strategy recognizes that the government cannot be a passive by-
Ttander taking no action as the winds of change sweep across our

and.
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ADDITIONAL VIEWS OF SENATOR LLOYD BENTSEN

INTRODUCTION

Vice Chairman Hamilton, the Democratic Members, and staff
are to be complimented for the effort involved in preparing the
views and proposals presented in this Report. They represent a
thought-provoking approach to addressing the most pressing eco-
nomic issue facing our Nation: sustaining a robust noninflationary
recovery while reducing the yawning budget deficit to manageable
size. The Report will enrich the current debate on economic policy,
and I offer these additional comments to more clearly state my in-
dividual views.

THE ADMINISTRATION BUDGET AND SAVINGS, INVESTMENT, AND
ProbucTIviTY

The Administration did not propose effective steps in its Fiscal
Year 1985 budget to reduce the ballooning Federal deficit. It of-
fered largely cosmetic proposals to reduce the deficit, including a
series of long-run administrative steps of dubious constitutionality.
The Administration pointedly rejected cost savings of $100 billion
or more which the Grace Commission maintained could be
achieved solely by the White House without congressional approv-
al. Even its proposed scant 15 percent downpayment reduction in
the deficit was greeted by Main Street and Wall Street with a wave
of stock selling which sent the Dow-Jones Industrial Average down
13 percent in a month. Moreover, in a sharp departure from previ-
ous presidential budgets, the White House included unsubstantiat-
ed economic projections in its budget which were neither internally
consistent nor based on Administration budget proposals. These
projections sketched a misleading and far rosier economic future
for this Nation than current Administration policy is capable of
generating.

The Administration’s budget indicates that fiscal responsibility
and closing the deficit gap is not a White House priority. Its do-
nothing budget seeks near-term temporary gain at the risk of a
longer term weakening of this Nation’s economic foundation. In
the nearer term, inaction in the face of large deficits will generate
inflationary pressures which will reinforce the already present in-
flation potential as our economy approaches full capacity. In addi-
tion, as the recovery matures, the Federal deficit will crowd out fi-
nancial markets and push up interest rates as private borrowers
and the Treasury compete for scarce savings. In fact, just Treasury
interest payments on the debt generated by White House inaction
on the deficit in 1984 and 1985 alone will add nearly $40 billion an-
nually to the deficit. And the total interest garnish on future budg-
ets from the fiscal 1982-1985 Reagan Administration deficits will

(149)
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exceed $75 billion annually—or $300 each year for every man,
woman, and child.

The higher future interest rates promised by the Administra-
tion’s economic program will exacerbate our Nation’s precarious
productivity performance. The President came to office pledging to
restore our Nation’s sagging investment, savings, and productivity.
He did not. Indeed, personal savings rates have declined consistent-
ly under the Administration despite record real interest rate levels.
Last year, an extraordinary 40 percent of our net domestic invest-
ment was financed with savings borrowed from overseas. It will be
higher this year as the Administration’s deficits continue to force
this Nation along the path to becoming an international debtor of
Homeric proportions.

The recovery, sparked by the Federal Reserve’s expansionary
course in 1982 and 1983, has generated a thankful boost in equip-
ment investment and productivity. These gains have been limited,
however. Productivity grew only 3.5 percent in 1983, well below the
average 4.9 percent rate marked up during the first year of all
other postwar economic recoveries. Yet, even those relatively poor
gains are imperiled by the high level of real interest rates. Despite
the recovery, productivity growth saged to 1 percent in the fourth
quarter of 1983. And the President’s Economic Report this year
considerably retreated from its earlier rosy productivity growth
projections. It predicted a productivity growth rate of 1 percent or
less by 1988, well down from the handsome 2.6 percent projected in
the January 1982 Report. Even this week productivity projection
may be unobtainable in the face of continued high interest rates.
The President’s 1981 economic program did not aid productivity.
His 1984 economic program may ensure that it remains at low
levels into the foreseeable future.

FiscaL AND MONETARY PoLicy

The deficit gap cannot be closed immediately without risking an-
other deep recession. Yet, greater spending cuts and larger taxes
are needed promptly to begin closing that gap and prevent rising
interest rates. In addition, this Report and the Administration note
the need for tax simplification and greater fairness. I join in that
call. As a quick first step in that direction, a much more aggressive
effort must be made to corral tax evaders and collect overdue
taxes. The Grace Commission put the amount of uncollected taxes
at some $100 billion alone, and estimated that billions more go un-
reported. '

Economic leadership by White House default now rests with Con-
gress and the Federal Reserve System. This places the nominally
independent Federal Reserve System in an awkward position. After
ending the Reagan experiment in mid-1982 and generating the
present recovery, the Federal Reserve returned last year to a more
moderate anti-inflation posture. M1, for example, grew at an
annual rate of about 6 percent in the last two quarters of 1983.
This more moderate monetary policy has raised White House fears
that crowding out may push interest rates up as early as this year.
In light of the growing inflationary risks, a more expansionary
monetary policy should be resisted until effective tax and spending
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actions have occured to shrink the deficit gap. That less-expansion-
ary fiscal policy would create room for the Federal Reserve to
accept slighly greater monetary expansion without realizing fears
of renewed inflation and the higher long-term interest rates it
brings. That policy prescription has the highest probability, as well,
of sustaining a robust recovery well into the future unhindered by
rising interest rates. Finally, it offers the best outlook for contin-
ued growth in both investment and productivity, which should be
this Nation’s longer run economic goals. The Federal Reserve
should avoid a return to runaway growth, or stop-go policies with
monetary aggregate growth tied to interest rate targets.

TrADE PoLicy

Our enormous deficits threaten higher interest rates and a
steady erosion of our Nation’s competitiveness, productivity, and
prospects for economic growth. They have a direct and dramatic
impact on trade, as well. The free world is further away from free
trade today than at any time since World War II. And the Admin-
istration has been strikingly unsuccessful in reversing this tide. In
fact, the Administration’s unwillingness to seriously grapple with
our soaring deficits has brought us to the brink of a worldwide
trade war. This threat has been compounded by drift in the Admin-
istration’s trade policy and failure to deal with the unfair foreign
trade subsidies bedeviling our foreign trade sector.

By keeping real interest rates above yields abroad, the flood of
foreign capital lured by the Administration’s deficits pushed the
dollar to record levels. It has risen 44.5 percent on a trade-weighted
basis in real terms since 1980, crippling both U.S. exports and the
sales of U.S. firms who are competing at home with underpriced
foreign goods. According to the President’s Council of Economic
Adpvisors, fully one-half of the projected 1984 $110 billion trade defi-
cit is attributed to the deficit-bloated dollar. The debilitating
impact on agriculture and basic industries like steel has been par-
ticularly dramatic.

Damaged by deficits originating in Washington, many foreign
trade sector industries are seeking help from Washington. They
have seized on the burgeoning use by foreign governments of
unfair trade subsidies as one vehicle. Such subsidies range from
cheap government credit and controlled input prices to outright
cash grants of the type made, for example, to European agriculture
exporters. These practices have increased sharply in recent years
as the Reagan recession spread abroad and foreign firms fought to
maintain sales by expanding exports with government help.

These patently unfair trade practices are not adequately defined
in the General Agreement on Tariffs and Trade (GATT) or its Sub-
sidies Code. The Administration has made no progress within
GATT in rectifying these ambiguities, much less limiting their use.
It has been no more successful in limiting the use of unfair trade
practices in a variety of bilateral negotiations either, in particular
with Japan.

Our foreign trade sector, labor and management alike, has
watched the growth of foreign subsidies with alarm. The Adminis-
tration cautioned patience, urging restraint in order for it to nego-



152

tiate an end to such subsidies. That admonition would have been
better received had the deficit-driven dollar not so weakened the
foreign trade sector. But the unfair burden imposed on that sector
by the deficits precipitated a rash of unfair trade cases beginning
in 1982. With no progress to show in clarifying the illegal status of
subsidies under GATT, the Administration has reacted in an ad
hoc and confusing fashion to these domestic requests for compensa-
tory trade restrictions. For example, the Administration found that
a number of foreign specialty steel firms enjoyed unfair govern-
ment subsidies. It imposed a variety of quotas and duties last year
to offset the impact on U.S. steel firms of these subsidies. The ensu-
ing controversy, within both GATT and NATO, is a poignant com-
mentary on the Administration’s failure to deal with unfair foreign
trade practices. Under terms of GATT, such offsetting trade con-
trols could be imposed when unfair trade practices exist abroad
without the United States offering compensation to foreigners for
sales consequently lost in the U.S. market. But as one, our Europe-
an allies demanded such compensation, asserting that their subsi-
dies were not illegal under terms of GATT. Indeed, they just re-
cently retaliated with quotas and duties of their own on U.S.
chemicals and athletic equipment.

These opening rounds of an old-fashioned trade war may not
spread. But they should nonetheless be viewed by the Administra-
tion as the strongest possible indication of an international trading
system hovering on the brink of Eighteenth-Century mercantilism.
Prompt and immediate repair of the arcane and antiquated GATT
rules covering unfair trade practices in needed. Major segments of
our economy are endangered by such practices. These industries
and their employees have far more to gain from a leveled interna-
tional trade playing field than from a trade war. Moreover, the
Congress should not be forced to exercise leadership for the White
House on this trade issue. Yet, that may occur should the Adminis-
tration continue to focus on the symptoms of a world trading order
in disarray rather than on moving that order toward free trade
once again.



ADDITIONAL VIEWS OF SENATOR WILLIAM PROXMIRE

I commend Vice Chairman Hamilton and the Committee staff for
the Democratic Views on-the Economic Report of the President. I
agree with much of the Democratic views and especially with the
sense of urgency conveyed regarding the need to reduce the deficit.
The problem of reducing the deficit is not only urgent, it is an ex-
traordinarily difficult economic problem.

In my view, the present policy of the Federal Reserve Board is
about right. If the Congress should reduce the deficit well below
the roughly $200 billion per year level—interest rates would fall,
with the fall in inflationary expectations. An increase in the
money supply any time soon might have inflationary consequences
and would increase inflationary expectations, thus raising interest
rates.

I would not recommend that the Federal Reserve increase the
rate of growth in the money supply to advance the economy’s
growth rate from the 4.5 percent level estimated by the Adminis-
tration for 1984 because of the possible immediate and longer term
inflationary consequences due to the demonstrated lag effect of
Federal Reserve policy. Documentation submitted to the Senate
Banking Committee by the Treasury Department shows a six-
month to nine-month lag between the determination of monetary
policy by the FOMC and the effect of that determination of mone-
tary policy by the FOMC and the effect of that determination on
growth and employment. This means that, if the Federal Reserve
should in its March meeting decide to change its targets and
expand the money supply more sharply, it would not begin to
affect the economy until the end of 1984 and the beginning of the
third year of the recovery (the recovery started in November of
1982). The result could be an increase in the growth rate of GNP in
the third year of the recovery when the circumstances will make it
much more likely that inflation will again get out of control in
view of the probable high levels of employment, production, and ca-
pacity uitilization at that time, and the possible fall in the value of
the dollar.

In view of the fiscal debacle that has given our government the
most inflationary peacetime deficits in the Nation’s history, we
should not force the Federal Reserve into an inflationary monetary
policy to match the Administration’s and Congress’ inflationary
fiscal policy. The Committee joins the overwhelming popular
demand that the Congress promptly and sharply reduce the deficit.
Unfortunately, wishing will not make it so. That will take congres-
sional persistence. It will take political courage. And, especially, it
will take luck to avoid a recession for the next four or five years.
The odds for achieving all this are not great. I would not recom-
mend an easier monetary policy to start at once on the grounds
that a more prudent fiscal policy may go into full effect several
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years from now. To do first things first, we must concentrate on
correcting the current outrageous fiscal policy. The Democratic
views correctly urge enactment of the deficit-reduction package
before there is a change in monetary policy. We should await the
actual implementation of the wiser fiscal policy—unlikely as that
implementation might be—before modifying a monetary policy that
single-handedly and in the face of an inflationary fiscal policy gave
this country far and away the sharpest improvement in inflation in
the Nation’s history.



ADDITIONAL VIEWS OF REPRESENTATIVE AUGUSTUS F.
HAWKINS :

I want to express my appreciation to Vice Chairman Hamilton
and the staff for the many hours of competent and professional
effort that went into formulating the economic policies and pro-
grams the Democratic Members of the Joint Economic Committee
offer as an alternative to President Reagan’s misguided economic
agenda. I am supportive of most of the programmatic suggestions
and am pleased to join with my colleagues in signing this Report.

However, in my view, it is not appropriate to place an overriding
emphasis on reducing the deficit as the primary means for achiev-
ing the goals of full employment and price stability.

DEeriCITS

The enormous budget deficits currently facing us are a product
of the worst recession since the Great Depression, the inequitable
tax cuts enacted in 1981, and-the huge inappropriate increase in
military spending. Added to this is the unnecessarily restrictive
policy of the Federal Reserve Board, which is keeping interest rates
higher than needed, and the interest payments we have to pay on
the public debt higher, as well. Contrary to what the President and
others are saying, domestic spending has not contributed to our
current imbalance. In actuality, spending for the so-called safety
net programs has most likely saved us from an economic scenario
of depression proportions. If anything, we need to target increased
domestic spending in areas of human and economic need, while
taking a different macroeconomic approach.

I believe a more appropriate response to the current underutili-
zation of our people and our resources is a comprehensive program
based on full employment and full resource use, along with a
strong and targeted anti-inflation program that will safely enable
us to pursue the Full Employment and Balance Growth Act’s
medium-term goals of 4 percent unemployment and 3 percent infla-
tion.

The unacceptable $200 billion deficits of today would be immedi-
ately reduced if we followed such an alternative because currently
unused plant and idle workers would become productive in those
areas of our economy where needs exist and goods or services are
scarce. We would have an immediate increase in revenues from
taxpaying individuals; immediate decrease in government transfer
payments; and- potential inflationary pressures would be contained
due to the targeted anti-inflation program that would be part and
parcel of a coordinated policy.

Deficit reduction should be the end result of a coordinated and
comprehensive economic policy based on vigorous and balanced
growth; not an answer in and of itself.
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GoaLs

I am pleased to see a section on economic goals included in our
Democratic alternative. We have acknowledged the importance of
setting economic goals to help us to achieve our economic objec-
tives. Unlike the Administration, which refuses to set goals despite
statutory mandates, Democrats know that it is important to meas-
ure and evaluate the progress we make; accountability must be a
fundamental aspect of our economic policy decisionmaking, and our
Report takes a step in the right direction by discussing how the al-
ternative policies we offer can bring us into closer compliance with
the statutorily mandated goals of the Full Employment and Bal-
anced Growth Act.

As can be noted in testimony received during the JEC’s annual
report hearings, there continues to be substantial economic support
for the feasibility of achieving 4 percent unemployment consistent
with low inflation or actual price stability.

ENTITLEMENTS

Finally, I do not believe that entitlement programs are “fair
game” in our efforts to reduce the budget deficits. While waste and
mismanagement should always be properly addressed, we should
not lose sight of the facts. Current entitlement programs fall short
of providing basic assistance to many people who rightly deserve
and are entitled to support. Entitlement programs are not the root
cause of the budget imbalance. Deficit reduction actions should be
based on directly attacking the real causes of the deficit, as ex-
plained above, and by following a policy of strong and balanced
growth. Only after the real causes have been addressed, do I feel it
is appropriate to study ways to adjust entitlement expenditures..
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CURRENT SERVICES BUDGET ESTIMATES!

The Congressional Budget Act of 1974, as amended, requires that
the President submit a current services budget to Congress. This
budget presents the level of outlays and budget authority “for the
following fiscal year if programs and activities of the United States
Government were carried on during that year at the same level as
the current fiscal year without a change in policy.” Such bench-
mark estimates and the corresponding current services receipts es-
timates are to be accompanied by “the economic and program as-
sumptions on which those budget outlays and budget authority are
based, including inflation, real economic growth, and unemploy-
ment rates, program caseloads, and pay increases.” The current
services budget plays a vital role in expediting efforts of congres-
sional committees and the Administration to develop and evaluate
timely and credible policy alternatives. Current services outlays by
function and receipts by source for 1985 are compared with the cor-
responding proposed 1985 amounts in Table I. The deficit, off-
budget outlays, and total budget authority are also shown.

TABLE . —RECEIPTS BY SOURCE AND QUTLAYS BY FUNCTION, ADMINISTRATION'S CURRENT
SERVICES BUDGET AND PROPOSALS FOR FISCAL YEAR 1985

[tn billions of dollars)

Corent o ginitration - Difference

Receipts:

Individual income taxes $323.4 $328.4 +50
Corporation income taxes 75.5 16.5 +1.0
Social insurance taxes and contributions 269.0 2710.7 +17
Excise taxes 384 38.4 0
Other 31.0 31.0 0

Total receipts ) 1313 745.1 +18

Qutlays:

. National defense . 284.2 272.0 —122
International affairs 141 17.5 34
General science, space, and technology 84 88 A4
Emergy. 34 31 -2
Natural resources and environment 118 11.3 -5
Agriculture 14.3 143 (1)
Commerce and housing credit 1.6 11 -4
Transportation 214 2.1 -4
Community and regional development 17 16 -1
Education, training, employment, and SoCial SEFVICES ...........ooooooooooreoee e, 29.0 219 -11
Health 344 329 —15
Social security and medicare 261.4 260.3 -1l
Income security 1169 1144 =25
Veterans benefits and services 26.6 26.7 1

t All years referred to are fiscal years.
(159)
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TABLE |.—RECEIPTS BY SOURCE AND OUTLAYS BY FUNCTION, ADMINISTRATION'S CURRENT
SERVICES BUDGET AND PROPOSALS FOR FISCAL YEAR 1985—Continued

{In billions of doflars}

Current Ta— Difference
: Administration

Administration of justice 6.2 6.1 M)
General government 57 5.7 (1)
General purpose fiscal assistance 6.8 6.7 -1

Net interest 117.9 116.1 18
Allowances 1.5 0.9 -5
Undistributed offsetting receipts —346 -353 -1

Total outlays 9449 925.5 —194

Deficit (—) —207.6 —180.4 21.2
Off-budget outlays . 180 148 -32
Deficit (— ), including off-budget outlays —225.6 —-195.2 304
Budget authority 1,030.8 1,006.5 —243

1 $50 million or less.

Sources: OMB, “Budget of the United States Government, Fiscal Year 1985 pp. 9-4, 9-5; and “Special Analysis A (Current Services
Estimates),” pp. A-5, A-6, A-7, A-13.

In previous years, this Committee has called for more detailed
current services estimates for a five-year period, to facilitate longer
run policy formulation. A major improvement was made in the cur-
rent services budget last year in that five-year budget estimates
were made of total budget authority, receipts, outlays, deficits, and
off-budget outlays. Also, differences between current services and
proposed outlays by function were presented. This same informa-
tion was presented in the 1985 budget. The functional estimates
would be somewhat more useful if the level of current services out-
lays by function were shown as well as the differences between cur-
rent services outlays and the Administration’s proposals. In this
year’s budget, current services outlays by function must be calcu-
lated by adding these differences to the proposed outlays.

Current services estimates of budget authority, outlays, receipts,
and the deficit would differ if based on an alternative economic
forecast. Differences in the outlook for inflation, economic growth,
unemployment, and interest rates would in some cases lead to
major differences in the current services budget. An indication of
the magnitude of these differences is presented in the comparison
in Table II of the Administration’s current services budget with the
similar (though not identical) concepts embodied in the baseline
budget projections prepared by CBO.2 As indicated, by 1989, the
Administration foresees a current services deficit of $193 billion,
while CBO predicts a baseline deficit of $308 billion. The major
source of this difference is the discrepancy between the Adminis-
tration and CBO forecasts of interest rates over the next five years.

2 The CBO baseline figures are from, An Analysis of the President’s Budgetary Proposals for
Fiscal Year 1985, CBO (February 1984), p. 2; these are preliminary revisions of these estimates
appearing in, Baseline Budget Projections for Fiscal Years 1985-1989, CBO (February 1984).
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TABLE II. —RECEIPTS, OUTLAYS, AND THE BUDGET DEFICIT: ADMINISTRATION'S CURRENT SERVICES
ESTIMATES AND CBO BASELINE BUDGET PROJECTIONS, FISCAL YEARS 1985-1989

[In billions of dollars)
1985 1986 1987 1988 1988

Administration:

Receipts 731 803 874 960 1,037

Qutlays 945 1,019 1,094 1,163 1,230

Deficit 208 216 220 203 193
CBO:

Receipts 733 795 863 945 1,016

Outlays : 930 1,012 1,109 1217 1,323

Deficit 197 217 245 212 308

Sources: OMB, “Special Analyses, Budget of the United States Government, Fiscal Year 1985, February 1, 1984, p. A-5; CBO, “An Analysis of
the President’s Budgetary Propasals for Fiscal Year 1985, February 1984, p. 2.

The major shortcoming of the 1985 current services budget is its
treatment of budget authority and outlays for defense. In a major
exception to normal practice, the Administration indicates that the
estimated military budget authority for 1985 and outlays for 1985-
1989 are not intended to represent costs “if all programs and activi-
ties . . . were carried on . . . at the same level as the current fiscal
year without a change in policy,” the definition of current services
in the Budget Act, as amended. Rather, the 1985-1988 estimates
are from the Administration’s 1984 Midsession Review budget re-
quest. This baseline for defense contradicts the Administration’s
own definition of the current services budget as providing esti-
mates that “reflect the anticipated costs of continuing ongoing Fed-
eral programs and activities at present levels without policy
changes (that is, ignoring all new initiatives, presidential or con-
gressional, that are not yet law).” The basis for current services de-
fense estimates has major implications, as discussed in detail in our
report last year.

In summary, the current services budget has been improved in
the last two years by providing more detailed estimates of outlays
by function and receipts by source over a five-year period. A five-
year analysis of current services budget authority by function
would also be useful. In the defense area, the Administration has
again departed from the basic definitions of current services in the
Budget Act, as amended. In the future, the analysis of the defense
program should be based on a legitimate current services concept,
not on the previous year’s budget proposals.

O



