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THE BENEFITS OF DECLINING INFLATION

FRIDAY, APRIL 22, 1983

CONGRESS OF THE UNITED STATES,
JOINT EcoNOmic CommriTEE,

WashiTnqton. D.C.
The committee met, pursuant to notice, at 9:35 a.m., in room SD-106,

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

Present: Senators Jepsen, Roth, Symms, and Proxmire; and Repre-
sentatives Scheuer, Holt, and Snowe.

Also present: Bruce R. Bartlett, executive director; James K. Gal-
braith, deputy director; and William R. Buechner, Ruth Kurtz, and
Mark R. Policinski, professional staff members.

OPENING STATEMENT OF SENATOR JEPSEN, CEAIRMAN

Senator JEPSEN. This morning's CPI shows once again that although
inflation is not out, it is on the ropes. While we cannot claim perma-
nent victory over inflation, we should recognize that for most consum-
ers, inflation has been reduced to almost zero.

This dramatic decline, which has been far larger and far faster
than the experts believed was possible, has greatly benefited the Amer-
ican people. The prices consumers pay are no longer rising 1 percent
per month. Workers' wages are no longer falling steadily behind in-
flation. Taxpayers are no longer paying billions of dollars in phony
taxes caused by inflation. Homes are no longer luxury goods and again
can be part of the American dream. Businesses, particularly small
businesses, have had their crushing interest costs cut almost in half-
not enough, but they have been cut in half. Farmers' production ex-
penses, which were increasing approximately 20 percent per year, have
leveled at 2 percent. And that's about an 18-percent reduction.

However, despite these benefits, recent opinion polls showed that
Americans were not aware of the decline in inflation. There are many
reasons why the public may not know about the inflation decline, but
two reasons stand out.

First of all, falling inflation doesn't put money in your pocket; it
just takes it out more slowly. Although we know that inflation is down
from 12.2 percent to 1 or 2 percent, the consumer only gradually no-
tices that his money is buying more. I called this hearing to get your
best estimates of the effect of falling inflation on taxpayers, consumers,
workers, and business. This will do much to inform the public about
the present state of the economy.

But the second reason that people may not be aware of the benefits
of falling inflation is that we have had rising unemployment at the
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same time. The bad news has crowded out the good, and to some de-
gree, maybe it should have.

The problem with falling inflation accompanying rising unemploy-
ment is that some people make the crucial mistake of thinking that one
causes the other. By this perverse reasoning, rising inflation is good for
the economy because it will mean falling unemployment.

Well, this chart here at my right compares inflation with unemploy-
ment over the past two decades. As inflation has exploded during the
past 20 years, unemployment has become a great deal worse. The chart,
which relates a year's inflation rate with the following year's
unemployment rate, gives evidence as to the cause of our current high
unemployment.

The current high unemployment has come from the high inflation
of recent years, not from the current low inflation. Our falling infla-
tion of the last 2 years will mean less unemployment this year and
next. There is good reason to believe that the recent 0.6-percent drop
in the unemployment rate is just the first step in a long, steady decline
in unemployment.

To get a full explanation of why low inflation means less unemploy-
ment is the other reason I called this hearing today.

Mr. Feldstein, we welcome you here today with all the economic
indicators pointing in the right direction, including unemployment.
Even though unemployment is much too high, the present state of the
economy, particularly the low inflation outlook, means millions of new
workers will be joining the thousands already called back to their jobs
in making America start to work again.

Mr. Feldstein, it's always a pleasure to welcome you to this commit-
tee. We've never had a more cooperative or competent witness than
yourself. Thank you for coming. I now recognize Senator Roth for
the purpose of making an opening statement.

Senator RoTH. Mr. Chairman, I have no opening statement. But I
would like to say that, in my judgment, it's ironical, indeed, that at the
very time the economy is beginning to turn around, when we believe
that we have inflation under control, that unemployment is beginning
to come down from the far too high levels, as you had pointed out,
when all the seeds of recovery are beginning to sprout, that this Con-
gress, the Senate, has the arrogance to try to reverse the basic policies
that have made this possible.

I find it unbelievable that the Senate Budget Committee, in an in-
credibly arrogant action, has sought to raise taxes on the working
people of this country.

Mr. Chairman, I think it critically important that if this recovery
is going to continue, that we continue along the path that has been set
out by the President, and up to date, pretty much with the cooperation
of the Congress. But it's incomprehensible to me that at this stage,
when the economy is just beginning to move, that the people of
the Senate and the House, the big spenders, try to reexert their in-
fluence and control by raising both spending and taxes.

I just say that there are a lot of us in the Senate that will work hard
with the President to insure that the third year of the tax cut and
indexing are kept in place.

Thank you, Mr. Chairman.
Senator JEPSENT. Congresswoman Holt.
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Representative HoLT. I have no opening statement, Mr. Chairman.
I welcome our witness today. I, too, am concerned about the actions of
both Budget Committees, the House and the Senate. I think it's very,
very dangerous for us to even consider going back to the old ways of
doing things. I'll be interested in hearing our witness' statement this
morning.

Thank you.
Senator JEPSEN. Well, Mr. Feldstein, with that comment, so ably

given by my distinguished colleague, Senator Roth, you begin to won-
der whether we can stand any type of success at all or if we're going to
self-destruct again. And the old adage of don't fix it if it isn't broken
certainly applies.

With that, and looking forward to hearing your comments this
morning, you may proceed.

Any prepared statement you have will be entered in the record. So
you may proceed any way you so desire.

STATEMENT OF HON. MARTIN S. FELDSTEIN, CHAIRMAN, COUNCIL
OF ECONOMIC ADVISERS

Mr. FELDSTEIN. Thank you very much, Mr. Chairman. I'm certainly
very pleased to be here this morning before this distinguished commit-
tee.

As you requested, I will focus my prepared remarks on the likely
impact of the recent decline in the rate of inflation. As you know, a few
hours ago, the Bureau of La'bor Statistics released the Consumer Price
Index for March. The news, indeed, continues to be very good. The
overall Consumer Price Index rose only one-tenth of 1 percent. On
an annual basis, that represents an increase of just 1.6 percent. So the
inflation rate, as measured by the Consumer Price Index, is up only
1.6 percent. And, indeed, comparing this March with the level of a year
ago, the price level is up only 3.6 percent, a remarkable decline from
earlier years.

In the month of March, consumer prices stood virtually unchanged
from their level of 6 months earlier and actually lower than they were
in October. This recent experience of relative price stability is con-
firmed also at the producer level, as your chart indicates. The March
producer price index showed a 0.1-percent decline over February's
level and, again, was virtually unchanged from the level of 6 months
earlier.

Recent wage settlements have shown a moderation that suggests that
the economy's underlying rate of inflation has declined as well.

We can take considerable satisfaction from these very positive fig-
ures. However, that's not to say that inflation is permanently under
control. The maintenance of relative price stability has to be an on-
going task. It is important to avoid policies that might put inappro-
priate upward pressure on demand and prices.

The relative price stability that we are now experiencing is remark-
able in view of the extremely high rate of inflation we experienced just
a few years ago. Three years ago last month, President Carter imposed
emergency credit controls on the economy. At that time, consumer
pIrices had risen at an annual rate of over 17 percent during the preced-
ing 3 months, and at nearly 15 percent over the preceding year. Pro-
ducer prices had risen at an annual rate of nearly 17 percent over the
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preceding 3 months and nearly 14 percent over the year. The experi-
ence of ever accelerating inflation at that time had engendered a wide-
spread fear that inflation might continue to rise sharply in the years
ahead.

The transition from double-digit inflation and expectations of ever-
accelerating price increases to our current experience of relative price
stability was dramatic. The transition, though, was also painful. Some
temporary decline in real economic activity was probably unavoidable
in the process of reversing the upward trend of inflation. It takes time
for inflationary expectations, together with direct pressure exerted by
excess supplies, to cause prices and wages to adjust to new market
clearing levels. The reduced economic activity since 1980 has, in large
part, been the price that the United States has paid for failing to
control inflation in the late 1970's.

However painful was that temporary reduction in economic activity,
the achievement of a permanently lower rate of inflation is of benefit
to us all. Taxpayers, people on fixed incomes, investors, and workers
are all beneficiaries of the lower rate of inflation we now enjoy. Fur-
thermore, a balanced and sustained recovery will be more likely-if in-
flation is maintained at a permanently lower level.

Let me comment on the relation between inflation and taxes. As you
all know, all taxpayers see their income tax liabilities rise-both in
nominal terms and real terms-during periods of inflation. Recogni-
tion of this "bracket creep" caused the Congress, I think very wisely,
to index the income tax system beginning in 1985. However, the
amount of inflation we have between now and then determines the
level of taxation we will have when indexing begins. The dramatic
reduction in inflation that we have already experienced has sharply
and permanently lowered the amount of taxes paid by all taxpayers.

That's shown in the first chart of my prepared statement, which you
have, and which appears over there [indicating]. That chart indicates
that if inflation had continued at the 1980 rate of 12.4 percent, a family
which maintained its before-tax real income at $20,000 would have
seen its tax liability rise from $2,265 in 1980 to $3,788 in 1984. Due to
the lower inflation we have experienced to date, and our expectation of
continued lower inflation, that family will pay only $2,494 in 1984.

In short, the family would have paid 52 percent more taxes in 1984
if inflation had continued at its higher 1980 rate than under the rate we
now expect. Some of this higher tax liability, of course, reflects a pure-
ly inflationary increase. However, even after adjusting for the higher
level of prices, that family would pay 19 percent more Federal income
tax than if inflation had continued at its higher rate. This higher real
tax liability would have been permanent; after indexing takes effect
in 1985, no additional bracket creep would occur. But the family would
never have made up for the 19-percent bracket creep during the period
from 1980 to 1984 that has been avoided because of the lower rate of
inflation.

The chart also shows in the bottom part what happens to a family
with $50,000 of income. In this case, the family would have seen its tax
liability rise from $10,613 in 1980, shown in the bottom corner over
there [indicating], to $17,534 by 1984, if that old 12.4 percent rate of
inflation had continued. Instead, we project that its tax liability will
be $11,884, shown in that much lower line over there in 1984. Again
some of that 48 percent additional nominal increase is due to a higher
price level.
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Senator JEPsEN. Excuse me a minute, Mr. Feldstein. Your figures
and charts here show that the lower income taxpayers benefit more
from lower inflation than upper income taxpayers.

Mr. FELDSTEIN. Absolutely.
Senator JEPSEN. Why is that so?
Mr. FELDSTEIN. OK. Well, let me comment on the chart.
What you see here, just to repeat some of the numbers I was saying,

is that this family, the family which had $20,000 of income in 1980,
then paid a tax of $2,265. They will pay a tax of $2,494 in 1984. Be-
cause we don't have an indexed tax system at the present time, if we
have a 12.4-percent rate of inflation-the family's taxes would increase
to $3,788.

Part of that is because the price level would be higher if we had had
that high rate of inflation. But even restating it in inflation dollars
adjusted, the increase would be to $2,973 in 1984 or a 19-percent tax
increase.

With a $50,000 family, there's less bracket creep. They're already
up into the high part of the tax schedule where the brackets are broad-
er and therefore proportionately less bracket creep. Therefore, while
they, too, would pay more taxes, they'd only pay 16 percent more in
real, inflation adjusted terms. If we were to look at another chart of
a much richer family that was already at the maximum rate, their
taxes would increase barely at all as a result of bracket creep.

I think that reinforces the point that Senator Roth was making
about the tremendous importance of keeping tax indexing in the
future. And as your question brings out, it shows that that is of
greater benefit to the middle and lower income taxpayer than it is to
the high income taxpayer.

A similar story could be told for taxpayers at any income level.
However, the percentage increase in taxes due to higher inflation is,
as you pointed out, higher for people at relatively low incomes than
for people at relatively high incomes. Had inflation persisted at its
1980 rate through 1984, a family with a real income of $10,000 would
have seen a 40-percent increase in its inflation-adjusted tax liability.
So that is a 16-percent increase for that $50,000 family, 19 percent
increase for the $20,000 family, and a 40-percent increase in real tax
liabilities for a $10,000 family. On the other hand, a family with a
constant real income of $200,000 would have seen a real increase in its
tax liability of a little less than 5 percent due to bracket creep.

Regardless of the income level, any family which is able to keep
pace with inflation before taxes finds itself worse off after taxes due
to the effects of bracket creep. The higher the rate of inflation, the
greater is that bracket creep.

Bracket creep also exacts an extra cost which is often ignored, in
wasted resources and distorted incentives because bracket creep raises
marginal tax rates. This was particularly pronounced during the
1970's. A family which earned $20,000 in 1980 and had just managed
to keep pace with inflation over the decade, saw its marginal tax rate
rise from 19 percent in 1971 to 24 percent in 1980. A similar family,
making $50,000 in 1971, saw its marginal tax rate rise from 28 per-
cent to 43 percent as a result of bracket creep.

So it's not just that people are paying more taxes, but that they're
being pushed into higher marginal tax brackets with all of the extra
distortions that brings about. And for a family with constant real

21-656 0 - 83 - 2
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income to be moved in a decade from a 28-percent bracket to a 43-per-
cent bracket indicates just how important tax indexing and the re-
duction of inflation has been.

Congress, I believe, was therefore very wise to include a provision
for indexing of the tax brackets in the 1981 tax bill. After 1985, all
taxpayers can expect their taxes to rise only in line with their incomes.
Furthermore, marginal tax rates will not automatically increase with
the rate of inflation.

Let me leave taxes now and talk about the effect of inflation on the
purchasing power of the typical family. The effect of inflation on fam-
ilies living on fixed incomes is well known. If inflation had continued
at its 1980 rate through 1984, prices would be over 20 percent higher
than what we now expect them to be. With each dollar of income buy-
ing 20 percent less than it otherwise would, a family on a fixed income
of $15,000 would have found itself over $3,200 worse off in terms of
purchasing power.

Fortunately, of course, relatively few people find themselves living
on a strictly fixed income. The indexing of Federal transfer programs
to the rate of inflation has fully protected those groups who depend
on such funds. Of more direct concern to groups like the elderly is
the effect of inflation on their income from pensions, dividends, and
interest.

Let me illustrate by an example the point that I would like to make.
Consider an elderly couple in the 30-percent tax bracket that depends
on the interest from their savings for their retirement income. Today,
they might expect to receive a return of 8 percent from money market
funds or other investments. After inflation of about 4 percent, this
leaves a real return of 4 percent. But on an after-tax basis, the 8-per-
cent return has a net yield to them-remember, they're in the 30-per-
cent bracket-of 5.6 percent and therefore, a real after-tax yield of
1.6 percent.

If the inflation rate, instead of being 4 percent, were, instead, 10 per-
cent, and the couple was fortunate enough to receive the same 4-percent
real return, their pretax interest rate would be 14 percent. After tax,
since they're in a 30-percent bracket, they would receive 9.8 percent or
less than the rate of inflation. Thus, a rise in the inflation rate from 4
to 10 percent would entirely eliminate the after-tax real return on
their savings.

The effect of changes in inflation on the real wages of workers is a
rather complex subject, because, as I noted earlier, it takes time for
inflationary expectations to adjust. The evidence from the past 15
years suggests that the real wages of workers tend to fall during pe-
riods of increasing inflation and to rise during periods of decreasing
inflation. Real average hourly earnings in the nonfarm sector peaked
in the first quarter of 1978, as you can see over there in that second
chart [indicating], and actually fell through the third quarter of 1981.
The total decline in real average hourly wages was over 81/ percent.
On the other hand, during the past year, during 1982, real wages rose
over 2 percent.

That second chart that has just been put up shows the remarkable
turnaround in the behavior of real wages that has occurred in the past
2 years. In January 1982, real wages were higher than they had been
a year before. But that was the first time that that had happened in
over 3 years. The recovery in real wages coincided with the rapid
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decline in the rate of inflation we have recently experienced. Further-
more, the deterioration in real wages was greater during the high in-
flation years of 1979 and 1980.

As you can see, when inflation started increasing back there in the
mid-1970's, the real average hourly earnings increase essentially
evaporated, and by the end of 1979 real wages were falling at an an-
nual rate of about 5 percent. A similar pattern, as the chart shows,
occurred earlier in the 1970's. Real wages peaked at the end of 1972,
just before inflation started to accelerate. Then they fell over 5 per-
cent before bottoming out at the beginning of 1975. Real wages then
increased through the disinflationary years of 1975 and 1976 and con-
tinued to increase until the beginning of 1978 when the inflation rate
began to accelerate.

From the point of view of the worker, both the before-tax level of
real wages and the level of taxation determine the standard of living.
Accelerating inflation during the past decade involved a combination
of declining real wages and an increasing real tax burden. The net
result was a decrease in real take-home pay. On the other hand, the
decreasing inflation of the past 2 years has resulted in both higher real
wages and a lower real tax burden. The net effect of lower inflation
has been a welcome increase in real take-home pay.

There's one further effect of a decline in the rate of inflation that
I'd like to bring to this committee's attention, or more accurately, to
emphasize for you. The combination of our tax laws and the high rate
of inflation during the 1970's depressed the incentive to invest in new
plant and equipment in the United States. This, in turn, lowered our
rate of productivity growth and reduced the ability of our industries
to compete in world markets.

During the 1970's, gross fixed investment in the United States av-
eraged about 18.4 percent of our GNP. About two-thirds of this in-
vestment was needed just to replace the capital that was wearing out
or becoming obsolete. As a result, we spent only 6.6 percent of GNP
on net fixed investment. Output per employee hour in manufacturing
increased at an annual rate of just 2.6 percent.

During the same period, the British devoted slightly more of GNP
to net fixed investment and enjoyed a slightly higher rate of real
productivity growth. But the French and German investment rates
were about twice ours and their growth rates were also about twice
as high as ours. And as we all know, Japan has had the highest rates
of both investment and growth. The Japanese devoted 19.5 percent
of GNP to net fixed investment, almost three times the U.S. share,
and enjoyed a rate of productivity increase that was also nearly three
times as fast-more than 7 percent a year.

One important reason why our saving rate was so low was the low
after-tax real rate of return that savers might expect. I've already
illustrated the effect of inflation on the real after-tax return. In fact,
during most of the 1970's, the combination of inflation and taxes
produced negative expected real after-tax returns for most savers.
Business investment as well as saving was penalized by the effects of
inflation and taxation. Existing tax accounting methods for deprecia-
tion and inventories caused the effective tax rate on the income from
corporate capital to rise sharply during the 1970's.

In the mid-1960's, nonfinancial corporations, their shareholders and
creditors, paid taxes to the Federal Government and to State and
local governments equal to 55 percent of their real capital income,
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including both equity and debt. But by the second half of the 1970's,
that tax share had jumped from 55 percent to 68 percent. The tax
bite increased from 55 percent to 68 percent, the share left over for
the providers of capital fell from 45 percent to 32 percent, a decline
of nearly one-third. The real after-tax rate of return for those who
provide the debt and equity capital was only 3.1 percent by the late
1970's, just not enough to provide an adequate incentive for saving
and risktaking.

I want to emphasize that this substantial increase in the effective
tax rate occurred despite occasional reductions in the statutory cor-
porate tax rate and the liberalization of statutory depreciation rules.
The effective tax rates on capital income rose because the increasing
rate of inflation caused a rise in the value of artificial tax accounting
profits relative to real profits. The primary source of this was the re-
duced real value of depreciation of plant and equipment.

Although the Economic Recovery Tax Act increased the incentives
for business plant and equipment investment, the effective tax rate
on these investments still depends on the rate of inflation. That's the
main point I want to emphasize.

For example, the combined capital cost recovery from the invest-
ment tax credit and from the ACPRS depreciation schedule is 45.2
cents on the dollar of investment if the inflation rate is 4 percent, but
it's only 41.8 cents on the dollar at a 10-percent inflation.

Under the tax rules in effect at the end of the 1970's, the combined
cost recovery was only 39 cents at a 10-percent inflation rate, and
actually, of course, was lower in the late 1970's because inflation was
higher than that. Thus, reducing the rate of inflation has had about
as large a favorable effect on the value of depreciation allowances
and therefore, on the incentive to invest, as did the tax law changes
in ACRS that were made in 1981 and 1982.

It's particularly important to take a long view when considering
the effects of inflation and taxation on the incentives for business
investment. The current poor performance of business investment is
due to the recession and to the high real interest rates that reflect our
budget deficits. We should not be misled by this experience to under-
estimate the importance of low inflation and of reasonable taxation
.of business investment for sustained economic growth.

The goal of the administration's economic policy is a balanced and
sustained economic recovery with a declining rate of inflation. In
contrast, the two long lasting expansions of the post-war period were
both accompanied by substantial increases in inflation. When the 1961
recovery began, inflation was under 1 percent. By the time the expan-
sion reached its peak in 1969, the inflation rate had increased to more
than 6 percent. The expansion in the second half of the 1970's saw
inflation rise from less than 5 percent in 1976 to more than 13 percent
in 1979.

A balanced recovery that permits sustained expansion without in-
creasing inflation will clearly not happen automatically. It requires
sound monetary policy and budgetary changes that reduce the rate of
growth of Government spending and the corresponding size of the
deficit. The path to relative price stability has been a painful one, but
we are all beneficiaries of having made that choice to proceed. We
must be certain now not to return to the high inflation course of the
1970's. Thank you, Mr. Chairman.

[The prepared statement of Mr. Feldstein, together with the Con-
sumer Price Index Press release referred to, follows:]
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PREPARED STATEMENT OF MARTIN FELDSTEIN *

Gains from Disinflation

I am certainly very pleased to appear before this

distinguished Committee this morning. I have great respect for

the work this Committee has done over the years to develop an

understanding of our nation's economic problems and to

formulate new approaches to these problems.

As you requested, I will focus my prepared remarks on the

likely impact of the recent decline in the rate of inflation.

As you know, this morning the Bureau of Labor Statistics

released the Consumer Price Index figure for March. (Although

the March figure is not known as of the time of writing,

figures for earlier months have been gratifying.) At the

end cf February, consumer prices stood virtually unchanged from

their level of six months earlier.

This recent experience of relative price stabilty is

confirmed at the producer level. The March producer price

index showed a 0.1 percent decline over February's level, and

again was virtually unchanged from the level of six months ago.

Recent wage settlements have shown a moderation that suggests

that the economy's underlying rate of inflation has declined as

well.

*Chairman, Council of Economic Advisers. Testimony before
the Joint Economic Committee. April 22, 1983.
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We can take considerable satisfaction from these very

positive figures. However, this is not to say that inflation

is permanently under control. The maintainance of relative

price stability is an ongoing task. It is important to avoid

policies that might put inappropriate upward pressure on demand

and prices.

The relative price stability we are now experiencing is

remarkable in view of the extremely high rate of inflation we

experienced just a few years ago. Three years ago last month,

President Carter imposed Emergency Credit Controls on the

economy. At that time, consumer prices had risen at an annual

rate of over 17 percent during the preceding three months, and

at nearly 15 percent over the preceding year. Producer prices

had risen at an annual rate of nearly 17 percent over the

preceding three months, and nearly 14 percent over the year.

The experience of ever accelerating inflation had engendered a

widespread fear that inflation might continue to rise sharply

in the years ahead.

The transition from double digit inflation and

expectations of ever accelerating price increases to our

current experience of relative price stability was dramatic.

The transition was also painful. Some -temporary decline in

real economic activity was probably unavoidable in the process

of reversing the upward trend of inflation. It takes time for

inflationary expectations, together with the direct pressures

exerted by excess supplies, to cause prices and wages to adjust
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to new market clearing levels. The reduced economic activity

since 1980 has in large part been the price that the United

States has paid for failing to control inflation in the late

1970s.

However painful was the temporary reduction in economic

activity, the achievement of a permanently lower rate of

inflation is of benefit to us all. Taxpayers, people on fixed

incomes, investors, and workers are all beneficiaries of the

lower rate of inflation we now enjoy. Furthermore, a balanced

and sustained recovery will be more likely if inflation is

maintained at a permanently lower level.

Inflation and Taxes

As this Committee knows, all taxpayers see their income

tax liabilities rise -- both in nominal terms and real terms --

during periods of inflation. Recognition of this "bracket

creep" caused the Congress wisely to index the income tax

system beginning in 1985. However, the amount of inflation we

have between now and then determines the level of taxation we

will have when indexing begins. The dramatic reduction in

inflation we have experienced has sharply and permanently

lowered the amount of taxes paid by all taxpayers.

As Chart 1 indicates, if inflation had continued at -its

1980 rate of 12.4 percent, a family which maintained its before

tax real income at $20,000 would have seen its tax liability

rise from $2265 in 1980 to $3788 in 1984. Due to the lower

inflation we have experienced to date and our expectation of

continued lower inflation, that family will instead pay $2494
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in 1984. (I might note that both figures reflect the 23

percent across the board tax cut passed for these four years.)

In short, the family would have paid 52 percent more taxes in

1984 if inflation had continued at its higher 1980 rate than

under the rate we now expect. Some of this higher tax

liability reflects a purely inflationary increase. However,

even after adjusting for inflation, this family would pay 19

percent more federal income-tax if inflation had continued at

its high rate. This higher real tax liability would have been

permanent; after indexing took effect in 1985, no additional

bracket creep would occur, but the family would never make up

for the 19 percent bracket creep during 1980-1984.

The chart also shows the bracket creep for a family with

constant real income of $50,000. In this case, the family

would have seen its tax liability rise from $10,613 in 1980 to

$17,534 by 1984 given the 1980 inflation rate. Instead, we

project that its tax liability will be S11,884 in 1984. Again,

some of the 48 percent higher tax liability is due to a higher

price level. However, this family would have seen a permanent

increase in its real tax liability of 16 percent due to bracket

creep.

A similar story can be told for taxpayers at any income

level. However, the percent increase in taxes due to higher

inflation is higher for people at relatively low incomes than

for people at relatively high income levels. Had inflation

persisted at its 1980 rate through 1984, a family with a real

income of $10,000 would have seen a 40 percent increase in its
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inflation adjusted tax liability. On the other hand a family

with constant real income of $200,000 would have seen a real

increase in its tax liability of a little less than 5 percent

due to bracket creep.

Regardless of the income level, any family which is able

to keep pace with inflation before taxes, finds itself worse

off after taxes due to the effects of bracket creep. The

higher the rate of inflation, the greater is the bracket

creep.

Bracket creep also exacts an extra cost in wasted

resources and distorted incentives because bracket creep raises

marginal tax rates. This was particularly pronounced during

the 1970s. A family which earned $20,000 in 1980 and had just

managed to keep pace with inflation over the decade saw its

marginal tax rate rise from 19 percent in 1971 to 24 percent in

1980. A similar family making $50,000 saw its marginal tax

rate rise from 28 percent to 43 percent in the same period.

Because families make decisions based on the marginal

incentives they face, the effect of bracket creep on marginal

tax rates may be of as much concern as the added burden of the

tax itself.

Congress was wise to include a provision for indexing of

the tax brackets in the 1981 tax bill. After 1985 all

taxpayers can expect their taxes to rise in line with their

incomes. Furthermore, marginal tax rates will not

automatically increase with the rate of inflation.

21-656 0 - 83 - 3
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Inflation and Purchasing Power

The effect of inflation on families living on fixed

incomes is well known. If inflation had continued at its 1980

rate through 1984, prices would be over 27 percent higher than

what we now expect them to be. With each dollar of income

buying 27 percent less than it otherwise would, a family on a

fixed income of $15,000 would have found itself over S3200

worse off in terms of purchasing power if the 1980 inflation

rate had persisted for 4 years.

Fortunately, relatively few people find themselves living

on a strictly fixed income. The indexing of federal transfer

programs to the rate of inflation has fully protected those who

depend on these funds. Of more direct concern to groups like

the elderly is the effect of inflation on their income from

pensions, dividends, and interest.

An example will illustrate this point. Consider an

elderly couple in the 30 percent tax bracket that depends on

the interest on their saving for retirement income. Today they

might expect to receive a return of 8 percent on a money market

fund or other investment. After inflation of about 4 percent,

this leaves a real return of 4 percent. On an after-tax basis,

the 8 percent return has a net yield of 5.6 percent and a real

after-tax yield of 1.6 percent. If the inflation rate were

instead 10 percent and the couple was fortunate enough to

receive the same 4 percent real return, their pre-tax interest

rate would be 14 percent. After tax they would receive 9.8

percent or less than the rate of inflation. Thus, a rise in

inflation from 4 percent to 10 percent would entirely eliminate

the after-tax real return on their saving.
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Inflation and Real Wages

The effect of changes in inflation on the real wages of

workers is complex, because as I noted earlier, it takes time

for inflationary expectations to adjust. The evidence from the

past 15 years suggests that the real wages of workers tend to

fall during periods of increasing inflation and to rise during

periods of decreasing inflation. Real average hourly earnings

in the non-farm business sector peaked in the first quarter of

1978 and actually fell through the third quarter of 1981. The

total decline in real wages was over 8.5 percent. On the other

hand, during 1982, real wages rose over 2 percent.

Chart 2 shows the remarkable turnaround in the rise of

real wages that has occurred in the past 2 years. In January

1982, real wages were higher than they had been a year before

for the first time in over 3 years. The recovery in real wages

coincided with the rapid decline in the rate of inflation we

have recently experienced. Furthermore, the deterioration in

real wages was greatest during the high inflation years of 1979

and 1980.

A similar pattern occurred earlier in the 1970s. Real

wages peaked at the end of 1972, just before inflation started

to accelerate. They fell over 5 percent before bottoming out

at the beginning of 1975. Real wages then increased through

the disinflationary years of 1975 and 1976 and continued to

increase up to the beginning of 1978.
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From the point of view of the worker, both the before-tax

level of real wages and the level of taxation determine the

standard of living. Accelerating inflation during the past

decade involved a combination of declining real wages and an

increasing real tax burden. The net result was a decrease in

real take home pay. On the other hand, the decreasing

inflation of the past 2 years has resulted in both higher real

wages and a lower real tax burden. The net effect of lower

inflation has been a welcome increase in real take-home pay.

Inflation and Capital Formation

There is one further effect of a decline in the rate of

inflation which I would like to bring to this Committee's

attention. The combination of our tax laws and the high rate

of inflation during the 1970s depressed the incentive to invest

in new plant and equipment in the United States. This in turn

lowered our rate of productivity growth and reduced the ability

of our industries to compete in world markets.

During the 1970s, gross fixed investment in the United

States averaged 18.4 percent of our GNP. About two-thirds of

this investment was needed just to replace the capital that was

wearing out or becoming obsolete. As a result, we spent only

6.6 percent-of GNP on net fixed investment. Output per

employee hour in manufacturing increased at an annual rate of

just 2.6 percent.
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During the same period, the British devoted slightly more

of GNP to net fixed investment -- 8.1 percent -- and enjoyed a

slightly higher rate of real productivity growth -- 2.9

percent. But the French and German investment rates were about

twice ours (11.8 percent of GNP in Germany and 12.2 percent in

France) and their growth rates were also about twice as high as

ours -- 4.8 percent in France and 4.9 percent in Germany. As

we all know, Japan had the highest rates of both investment and

growth; the Japanese devoted 19.5 percent of GNP to net fixed

investment -- almost three times the U.S. share -- and enjoyed

a rate of productivity increase that was also nearly three

times as fast -- 7.4 percent a year instead of 2.6 percent.

The low rate of investment in the United States

corresponded to a low rate of saving by our households, firms,

and governments. One important reason why our saving rate was

so low, was the low after-tax real rate of return that savers

might expect. I have already illustrated the effect of

inflation on the real after-tax return someone might expect

under different inflation rates. In fact, during most of the

1970s, the combination of inflation and taxes produced negative

expected real after-tax returns for most savers.

Business investment as well as saving was penalized by the

effects of inflation and taxation. Existing tax accounting

methods for depreciation and inventories caused the effective
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tax rate on the income from corporate capital to rise sharply

during the 1970s. In the mid-1960s, nonfinancial corporations,

their shareholders and creditors paid taxes to the federal,

state, and local governments equal to 55 percent of their real

capital income, including both equity and debt. By the second

half of the 1970s, the tax share had jumped to 68 percent, back

to where it had been in the early 1950s before accelerated

depreciation and the investment tax credit. With the tax bite

increased from 55 percent to 68 percent, the share left over

for providers of capital fell from 45 percent to 32 percent, a

decline of nearly one-third. The real after-tax rate of return

for those who provide the debt and equity capital was only 3.1

percent by the late 1970s, just not enough to provide an

adequate incentive for saving and risk taking.

I want to emphasize that this substantial increase in the

effective tax rate occurred despite occasional reductions in

the statutory corporate tax rate and the liberalization of

statutory depreciation rules. The effective tax rate rose

because the increasing rate of inflation caused a rise in the

value of artificial tax accounting profits relative to real

profits. The primary source of this was the reduced real value

of depreciation of plant and equipment.
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Although the Economic Recovery Tax Act increased the

incentives for business plant and equipment investment, the

effective tax rate on these investments still depends on the

rate of inflation. For example, the combined capital cost

recovery from the Investment Tax Credit and the ACRS

depreciation schedule is 45.2 cents on the dollar at 4 percent

inflation but only 41.8 cents on the- dollar at 10 percent

inflation. (In both cases a 7 percent real discount rate was

assumed.) Under the tax rules in effect at the end of the

1970s, the combined cost recovery was only 39 cents at a 10

percent inflation, and actually even lower than that because

inflation was higher than 10 percent. Thus, reducing the rate

of inflation has had about as large a favorable effect on the

value of depreciation allowances and therefore on the incentive

to invest as the changes in the law did.

It is particularly important to take a long view when

considering the effects of inflation and taxation on the

incentives for business investment. The current performance of

business investment is due to recession and high real interest

rates. We should not be misled by this experience to

underestimate the importance of low inflation and reasonable

taxation of business investment-for sustained economic growth.
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The goal of the Administration's economic policy is a

balanced and sustained economic recovery with a declining rate

of inflation. In contrast, the two long lasting expansions of

the post-war period were accompanied by increasing inflation.

When the 1961 recovery began, inflation was under 1 percent.

By the time the expansion reached its peak in 1969, the

inflation rate had increased to more than 6 percent. The

expansion in the second half of the 1970s saw inflation rise

from less than 5 percent in 1976 to more than 13 percent in

1979.

A balanced recovery that permits sustained expansion

without increasing inflation will clearly not happen

automatically. It requires sound monetary policy and budgetary

changes that reduce the rate of growth of government spending

and the corresponding size of the deficit. The path to

relative price stability has been a painful one, but we are all

beneficiaries of having made the choice to proceed. We must be

certain not to return to the high inflation course of the

1970s.
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In accordance with plans announced in October of 1981, a new treatment of
homeownership costs was introduced into the CPI for All Urban Consumers (CPI-U) with
release of the January 1983 data on February 25. The CPI-U based on the old method for
homeownership (CPI-U Old series) will be available through June 1983 (see tables 7 and 8).
The CPI for Urban Wage Earners and Clerical Workers (CPI-W) will not be affected by this
change until 1985. Additional information on the CPI homeownership change can be found
beginning on page 4 of this release.

THE WONSUMER PRICE INDEX--MARCH 1983
The Consuner Price Index for All Urban Consuners (CPI-U) increased 0.1 percent before

seasonal adjustment in March, the Bureau of Labor Statistics of the U.S. Department of Labor
reported today. The March level of 293.4 (1967=100) was 3.6 percent higher than the index in
March 1982.

The Consuner Price Index for Urban Wage Earners and Clerical Workers (CPI-W) rose 0.2
percent in March, prior to seasonal adjustment, to a level of 293.0 (1967=100). For the
12-month period ended in March, the CPI-W has increased 3.7 percent. The CPI-W is used for
indexing Social Security and some other Federal payments. It is also commonly used as an
escalator in collective bargaining agreements.

CPI for All Urban Consumers (CPI-U)--Seasonally Adjusted Changes
On a seasonally jue asis,te Ifor All Urban Comsuners registered a 0.1

percent increase in March, following a decline of 0.2 percent in February. The small increase
in March was attributable to an acceleration in the food ard beverage and transportation
components. The food and beverage index rose 0.6 percent in March, due to a sharp
weather-induced increase in fresh vegetable prices. The transportation index, following a
substantial drop in February, was unchanged in March, principally because of a much smaller

Table A. Percent Ch es in CPI for All Urban Consumers (CPI-U) _ _

Seasonally adjustea d Unai j us-t
_ __ _ ~~~~~~~~Caspoun

Expenditure an from precedin month _ annual rate 12-mos.
category 82 b 1983 3-os. ended ended

___ tc Ot.Nov.D. Jan.- Feb.Mar. Mar.'83 Mar.'83

All items .1 .4 0 -.3 .2 -.2 .1 .4 3.6
Food and beverages .2 .2 0 0 .1 0 .6 3.0 2.8
Housing -.1 .4 -.2 -.8 .5 0 -.1 1.6 3.9
Apparel and upkeep .1 .3 -.1 -.3 .3 .5 -.1 2.9 1.8
Transportation .1 .3 -.1 -.1 -.6 -1.6 0 -8.9 .8
Medical care .9 .7 .9 .8 .8 .8 .5 8.8 10.5
Entertaimsent .3 1.0 0 .1 .5 .4 .3 4.6 5.1
Other goods and services 1.2 1.7 1.2 1.4 1.1 .8 .3 9.1 11.8

_ , _ ~~~~~~_4 ------- ,
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decline in gasoline prices. Price changes in other major categories of onisuane spending
partially offset this acceleration. The housing and apparel and upkeep conponents dec.ined
slightly, while the indexes for medical care, entertainment, and other goods and services
advanced more slowly than in February.

During the 3 months ended in March, the CPI-U rose at a seasonally adjusted annual rate
of 0.4 percent, about the same as during the fourth quarter of 1982. A substantial decline in
the transportation component, due to the drop in gasoline prices, kept the quarterly increase
in the overall CPI small. The decline in transportation, combined with smaller increases i:
the medical care and other goods and services components, virtually offset the moderate
acceleration in the housing, food and beverages, and apparel and upkeep categories.

Grocery store food prices advanced 0.9 percent in March, more than in the entire
preceding 12-months. A 4.4 percent increase in the index for fruits and vegetables was ablost
entirely responsible for the increase. In particular, fresh vegetable prices rose sharply,
reflecting reduced supplies caused by the rain storms in California and Florida. Other ]major
grocery store food groups, however, continued to register moderate changes. The index for
meats, poultry, fish, and eggs rose 0.2 percent, as small declines in beef, pork, poultry, and
fish prices were isore than offset by a 7.7 percent increase in egg prices. The index for
dairy products was unchanged, while prices for cereal and bakery products -- up 0.4 percent --
rose only slightly more than in February. The other two components of the food and beverages
index -- restaurant meals and alcoholic beverages -- rose 0.2 and 0.7 percent, respectively,
in March.

The transportation component was unchanged in March, following four consecutive monthly
declines. Declines in the indexes for gasoline, public transportation, and automobile finance
charges were offset in March by increases in new and used car prices and autorm)bile
insurance. Gasoline prices declined 1.0 percent in March arnd were 17.4 percent below their
peak level of 2 years ago. A decline in airline fares, the fourth in the last 5 months, was
responsible for the 0.2 percent decrease in public transportation. Automobile finance charges
-- down 1.9 percent -- declined for the eighth sonth in a row. On the other hand, new and
used car prices rose 0.7 and 0.9 percent, respectively, following seasonal adjustment.

The housing index declined 0.1 percent in March, following no change in February. A
decline in the index for fuel and other utilities was responsible for the decrease. Shelter
costs were unchanged, and the index for household furnishings and operations registered a
small increase. Fuel oil prices -- down 5.2 percent -- declined for the fourth consecutive
month and more than offset the 1.5 percent increase in charges for utility (piped) gas.
During the past 15 months, natural gas prices have increased nearly 30 percent. The index for
electricity was unchanged in March. Within the shelter component, homeowners' costs were
unchanged while renters' costs rose slightly. The index for maintenance and repairs, which
pertains to both renters and homeowners, also rose slightly in March.

The March increase of 0.5 percent in the medical care component follows increases of
0.8 percent in each of the preceding 3 months. The index for medical care commodities, which
includes prescription and non-prescription drugs and medical supplies, rose 1.0 percent.
Within medical care services, charges for professional services and hospital rooms rose 0.4
and 0.7 percent, respectively.
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The index for apparel and upkeep declined 0.1 percent in March, following an increase
of 0.5 percent in February. The entertainment index rose 0.3 percent in March, following an
increase of 0.4 percent in February. The smaller March increase in entertainment services,
principally due to a decline in prices for admissions to concerts and plays, more than offset
the larger increase this month in prices for entertairnment cronmodities, in particular
newspapers, magazines, periodicals, and books.

The 0.3 percent increase in the other goods and services component was the smallest
since October 1979. Cigarette prices, which had increased 19.3 percent from September 1982
through February, advanced 0.1 percent in March. Personal care goods and services were
unchanged, following a 0.7 percent increase in February.

CPi for Urban Wae Earners and Clerical Workers (CPI-W) -- Seasonall Aduted Changes
On a seasonally adjusted basis, the CPI Earners and ca Wkers

rose 0.3 percent, following a decline of 0.2 percent in February. A larger increase in the
housing cosponent (up 0.4 percent in March, compared with 0.1 percent in February), an
increase of 0.5 percent in food and beverage prices (following no change in February), and a

much smaller decline in transportation costs (down 0.2 percent, compared with 1.7 percent)
were largely responsible for the acceleration fron February to March. The index for apparel
and upkeep also rose slightly more in March -- up 0.5 percent. Oh the other hand, the medical
care component moderated substantially, increasing 0.4 percent in March. The Entertairment
and other goods and services categories both registered increases of 0.3 percent.

The 0.3 percent rise in the CPI-W compares with an increase of 0.1 percent in the
CPI-U. The CPI-U uses the new rental equivalence measure, which was unchanged in March, to
measure shelter costs of homeowners. Homeownership in the CPI-W, which uses house prices,
mortgage interest rates, property taxes, property insurance, and maintenance and repair costs,
rose 0.8 percent in March. Increases in house prices, property insurance, property taxes, and
maintenance and repair costs sore than offset a decline in mortgage interest rates.

Table B. Percent Changes in CPI for Urban Wa'e Earners and Clerical Workers (CPI-W)
Se nally adj usted

Expenditure Changes frosn preceding month annual rate 12-mos.
category 1982 1983 -- 3-mos. ended ended

_Sept . Oct. Nov. Dec. Jan. Feb. Mar. _Mar.'83 Mar.'83

All items .1 .4 0 -.2 0 -.2 .3 .3 3.7
Food and beverages .3 .2 0 0 .1 0 .5 2.6 2.8
Housing -.1 .5 -.2 -.8 0 .1 .4 1.9 4.2
Apparel and upkeep .4 .2 .1 -.2 0 .4 .5 3.4 1.8
Transportation .1 .3 -.2 0 -.6 -1.7 -.2 -9.7 .7
Medical care .8 .7 .9 .7 .9 .9 .4 9.2 10.3
Entertainment .3 .9 -.1 .3 .4 .3 .3 4.3 4.9
Other goods and services 1.3 1.8 1.3 1.5 1.3 .8 .3 10.0 12.3



26

-4-

Location of information concerning the change in the CPI-U homeownership component

Announcement to users of the Consumer Price Index ............................ page 5

Table C. Relative importance of major groups and housing sub-groups
(for the CPI-U and CPI-U (old series)) .............................. page 6

Table D. List of title and/or definition changes in CPI-U ..... .............. page 7-8

Numbered tables

CPI-U

1. Consumer Price Index for all urban consumers: U.S. City Average, by expenditure category
and commodity and service group, 1967=100.

2. Consumer Price Index for all urban consumers: Seasonally adjusted U.S. City Average, by
expenditure group and commodity and service group, 1967-100

3. Consumer Price Index for all urban consumers: Selected areas, all items index, 1967-100
unless otherwise noted.

CPI-W
4. Consumer Price Index for urban wage earners and clerical workers: U.S. City Average,

expenditure category and commodity and service group, 1967-100.

5. Consumer Price Index for urban wage earners and clerical workers: Seasonally adjuster
U.S. City Average, by expenditure group and commodity and service group, 1967-100

6. Consumer Price Index for urban wage earners and clerical workers: Selected areas. al
items index, 1967=100 unless otherwise noted.

CPI-U (Old Series)

7. Consumer Price Index for all urban consumers (old series): U.S. City Average, by
expenditure category and commodity and service group, 1967=100.

8. Consumer Price Index for all urban consumers (old series): Selected areas, all items
index, 1967=100 unless otherwise noted.

by

I

I
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Announcement to Users: Ikimeownershi Cianges
Effective with release oa the ines January 1983, the Bureau of Labor Statistics

changed the way homeowner costs are measured in the CPI-U to rental equivalence. The rental
equivalence approach calculates haseowner costs of the shelter based on the implicit rent
owners would have to pay to rent the homes they own. The old method calculated homeowner
costs as home purchase, mortgage interest costs, property taxes, property insurance and
maintenance and repair.

As previously announced, the CPI-W will be changed to rental equivalence effective with
data for January 1985. The CPI experimental measures, known as the CPI-U, X-l through (PI-U,
X-5 are no longer being published.

The new homeowners' cost component has been introduced into the CPI-U in such a manner
that the indexes using the old and new methodologies are equal in the so-called link month --
Deceeber 1982. A similar technique will be enployed for the CPI-W in December 1984. This
technical procedure has been used in previous revisions of the CPI. In accordance with
historical practice, BLS will make available to users, for a 6-month overlap period,
calculations based on the old method of hoseownership. In the case of the CPI-U, the overlap
period will run from January to June 1983; for the CPI-W, the overlap period will run from
January to June 1985.

The new homeowners' cost component is similar to the one used in the CPI-U, X-l, with
4 important refinements. First, BLS has calculated a set of owner weights for the individual
units in the C(I rent sample. These new weights make the rent sample represent owner occupied
housing and permit the calculation of a rent change estimate for homeowners.

Second, the Bureau has augmented the rent sample in order to enhance the rental
equivalence measure. This new sampling is concentrated in areas where the housing is
predominantly owner-occupied in order to increase the proportion of rental units that have
characteristics similar to owner-occupied units.

Third, the expenditure weight for rental equivalence, which for the experimental index,
X-l, was calculated by means of a short-cut method, has been recalculated using the complex
statistical estimating procedure used for weights in the official CPI. In addition, the
weights associated with other homeowner expenditures for such things as insurance, appliances,
and maintenance and repairs have been modified to be consistent with the rental equivalence
concept. This enhancement has improved the quality of the national CPI's rental equivalence
weight and provides weights for computation of local area CPI-U's using the rental equivalence
approach.

Finally, the computer system which produces the CPI each month has been expanded to
accomodate the calculation, with complete item and geographic detail, and with proper
geographic weighting for the rental equivalenceapproach. BLS will continue to work on other
refinements in the statistical estimating techniques used in the rental equivalence measure.
See tables C and D for a description of changes in the index structure. A more detailed
description of the methods employed is available from BLS on request.
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Table. C. Relatlve Importance, CPI.U and CPIJU (oad ssdes) December 19R2

CpI-U

Index title

All items

Food and beverses

Housing
Shelter

Remers' costs
Rent, ridential
Otthe re nera teats

Hunroowners' coasl

Ownes equivalent rent
Houshold insurance

Maintenance and epuies
Maiuterunce acd repair

sxrvcse
Mainmenanen and repir

on ntoditie
Fuel nd other utilities
Houshold fhintihings and
operation
Houxfurnishingu

Appliance including TV end
oond equipment
Houshold appliunces

Apparel and upkeep

Transponation

Medical cer

Enetuinment

Other goods and service

Relative importance

100.000

20.069

37.721
21.339

6.932
6.029
0.904

13.881

13.490
0.391

0.526

0.216

0.242
9.377

9.063
4.091

1.20f
0.542

5.205

21.791

5995

4.206

5.014

Relatve importance

100.000

17.418

45.948
31.472

5.232
0.7U4

25.455

9.914

1 1 970
3.570

2.794

0.777
7.270

7.206
3.809

1.306
0.728

4. 517

18.912

5.203

3.651

4.351

CPI-I! old deriri)

Inde title

All iems

Food and beerargn

Housing
Sheler

Ren, revidential
Other renta costs

Homenweershit

Home purchae
Fin.nciog, s tes, and

mnur-,c
Maintenonce end repairs

Mai.evance and repair
servicns

Maintennce end repir
commodities

Fuel end other utilities
Houshold furnishings and
operation

Hou-e-1 nhings
Appliance including TV sod
sound equipment
Household appliance

Apparel end upkeep

|Transportation

Medical c-re

| Oher goods end services

I l -
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Table D. TIll and dbIltno changes hi tlht CPI.IJ January 1WJ

N- tle | Old title Definition change

Housing

Sheter

Renters' Gnu

Homenens' coes

Ownem' equlvalent rent

Household insurance

Maintenance and repairs

Satme

Same

NH seri

*. rines

Nmr series

Nr series

Same

Maintenance and repair services I Same

Maintenance and repair
eommodtirin

Household furnishiogs and
operation

Housefurmshings

Appliances including TV and
sound equipment

Household appliances

Commoditia

Commodities less food and
beveraes

Commodities ls food

Commodities ls food and
energy

Durables

Servies

Same

Satme

Same

Same

Same

Same

Same

Same

Same

Same

Stme

________________ S S

Efcludes old-moethod items of home purtchase, contracted mortgage interest eost,.
property taun. capital improvements; includes wen "Homennoens' eont" items.

Euded old method items of tome purctse contracted monmag interest cots,
property raxn, epital improvements: includes ne "Hometwnms' enut" items.

Combines "Rent, residential" and "Oth. rental cents."

Combines Owners'equivalent rem " and "Household insurance."

Primary rental equivlence item; wight is derived froms owners' etimates of their
homes' rents which implicidtly include some Maintenonce and repain and Appli ncesn
price movement is from rweighted snd especially augmented rent sample.

Enclude from the old seris "Proprty insurance" the part covered in "Owners
quivnlent remt."

Excludes the shar of each item which Is in "Owners' equivalen rent." Also etdudes
the old-method "Capital improvement Items."

Excludes the share of each item which is in "Owners' equivalent rent." Also
exclude the old-method item "Capital improvement services."

Euudes the share of each iten which is in "Ownes' equivalent rent." Also
encludes the old-method item "Capital improvement commoditis."

Excludes the shre of "Household appliances" revered in "Owners' equivlent rent."

Euclude the share of "Household appliancen" covered in "Ownes' equivalet rent."

Excluders the share of "Houschold appliances" covered in "Owners' equivalent remt."

Exdudes the share of "Household appliances" envered in "Owners' equivalent ret."

Exduden the share of "Mainteance snd repair eommodities" and "Household
appliances" covered in "Owners' equivlet reet" *1so encludes the old-method items
"Home purchase" snd "Capital improvement commodities."

Excludes the share of "Maintmeance and repair commodities" and "Household
appliances" eovered in "Owners' equivlent rent": also exdudes the old-method items
"Home purchase" and "Capital Improvement commoditles."

Excludes the shtre of "Maintenatnce and repair commodites" and "Household
appliances" covered in "Owners' equilknt rent"; also excludes the old-method
Items "Home purchase" and "Capital improvement commoditim."

Excludes the share of "Maintenance and repair renoeoditles" and "Household
appliances" covered In "Owners' equvalet rent": also endcudes the old-method
Itemn "Home purChase" and "Capital Improvement commodities."

Excludes the share of "Maintenance and repair commodities" and "Household
appliances" covered In "Owners' equvalen rent"; also excludes the old-mehod
Items "Home purchase" and "Capital improvement commoditles."

Includes "Homeowners' costs"; excludes the old-method items "Contracted mongge
interest mut," "Property txaes." "Property insurance," And "Capital Improvement
servicem."

21-G55 0 - 83 - 5
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Table 0. Conflnuid-Tfile and definition of ohanges In the CPI.U, January 1083

New title I Old title Definition change

Services less medlcal care

Services less eneray

Rent of shelter

Services less rent of shelter

Household services less rent of

shelter

Housekeeping and home
maintenance seices

Same

Same

New series

New ties

New series

Satme

Includes "Homeowners' costs"; excludes the old-method itemu "Contracted mortgage
interest costs.' "Property taxes," 'Property Insurance," and 'Capital improvement

Includes "Homnowners' costs"; excludes the old-method items "Contracted mortgage
interest costs," "Property taxes," "Property insurance," and "Capital Improvemnnt

Combines "Owners' equivalcnt rent," "Rent, residential," "Lodging while out of
town," and "Lodging while at chool."

Combines "Household se-ices le rest of shelter" wth nonhousiny services
(transportation, medical care, and other erimes).

Combines "Mainneneoce and repair seices," "Household iunuince," "Tenants'
insxrance," " tG. and electricity," "Other utilities and public services" and
"Housekeeping sevices."

Excludes the share of "Mainmenance and repair services" covered in "Owners'
equivalent rent."
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Technical Notes

Brief Explanation of the CPI

Tire Consumer Price Index (CPI) is a measure of the
average change in prices over time in a fixed market
basket of goods and services. Effective with the January
1978 index, the Bureau of Labor Statistics began
publishing cPi's for two population groups: (I) a -new
CPI for All Urban Consumers (CPI U) which covers ap-
proximately 80 percent of the total noninstitutional
civilian population: and (2) a revised CPI for Urban
Wage Earners and. Clerical Workers (cPi w) which
represents about half the population covered by the
cmi-u. The Cpm.u includes, in addition to wage earners
and clerical workers, groups which historically have
been excluded from Cmi coverage, such as professional,
managerial, and technical workers, the self-employed,
short-term workers, the unemployed, and retirees and
others not in the labor force.

The cpi is based on prices of food, clothing, shelter.
and fuels, transportation fares, charges for doctors' and
dentists' services, drugs, and the other goods and serv-
ices that people buy for day-to-day living. Prices are col-
lected in 85 urban areas across the country from about
18,000 tenants, 18.000 housing units for property taxes,
and about 24,000 establishments-grocery and depart-
ment stores, hospitals, filling stations, and other types
of stores and service establishments. All taxes directly
associated with the puicisase and use of items are includ-
ed in the index. Prices of food, fuels, and a few other
items are obtained every month in all 85 locations.
Prices of most other commodities and services are col-
lected every month in the five largest geographic areas
and every other month in other areas. Prices of most
goods and services are obtained by personal visits of the
Bureau's trained representatives. Mail questionnaires
arcused to obtain public utility rates, some fuel prices,
and certain other items.

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

The index measures price changes from a designated
reference date-1967-which equals 100.0. An increase
of 122 percent, for example, is shown as 222.0. This
change can also be expressed in dollars as follows: The
price of a base period "marker basket" of goods and
services in the Cpm has risen from S10 in 1967 to S22.20.

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

A Note About Calculating Index Changes

Movements of the indexes from one month to another
are usually expressed as percent changes rather than
changes in index points because index point changes are
affected by the level of the index in relation to its base
period while percent changes are not. The example in
the accompanying box illustrates the computation of in-
dex point and percent changes.
. Percent changes for 3-month and 6-month periods are
expressed as annual rates and are computed according
to the standard formula for compound growth rates.
These data indicate what the percent change would be if
the current rate were maintained for a 12-month period.
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A Note on Seasonally Adjusted and Unadjusted Data

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

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

The unadjusted data are of primary interest to consumers concerned about the prices
they actually pay. Unadjusted data also are used extensively for escalation purposes. Many
collective bargaining contract agreements and pension plans, for example, tie compensation
changes to the Consumer Price Index unadjusted for seasonal variation.

Seasonal factors used in cosputing the seasonally adjusted indexes are derived by the
X-11 Variant of the Census Method 11 Seasonal Adjustment Program. The updated seasonal data
at the end of 1977 replaced data from 1967 through 1977. Subsequent annual updates have
replaced 5 years of seasonal data, e.g., data from 1978 through 1982 were replaced at the end
of 1982. The seasonal movement of all item and 43 other aggregations is derived by combining
the seasonal movement of 50 selected components. Each year the seasonal status of every
series is reevaluated'based upon certain statistical criteria. If any of the 50 selected
components changes its seasonal status, seasonal data from 1967 forward for the all Items and
for any of the 43 other aggregations, that have that series as a casponent, are replaced.
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CPI Data Available In 24-Hour Mallgram
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Senator JEPSEN. Thank you, Mr. Feldstein. Your last statement
points out one of the great dangers and the great concerns that we all
have, and that is that we do not want to reignite inflation. To sustain
a sound recovery, we must have a double-barreled approach: A sound
monetary policy and a sane fiscal policy.

What is the relation, Mr. Feldstein, between inflation and unem-
ployment? Doesn't the lower inflation of the past 2 years mean that,
barring unforeseen catastrophes, we can expect good news in the future
as far as falling unemployment? Isn't it true that falling inflation will
mean falling unemployment?

I think you've said so, but I want to make sure.
Mr. FELDSTEIN. Let me clarify that. The general target for monetary

growth last year, this year, and I expect into the future, is consistent
with a rate of nominal GNP increase this year, probably somewhere
in the 9- to 10-percent range. The fact that our inflation rate has come
down means that more of that growth can take the form of real in-
creases in GNP and therefore, more employment than would otherwise
be true.

If we had a higher rate of inflation now, and monetary policy con-
tinued to aim for gradually decelerating growth of nominal GNP,
we would have less room for real growth and therefore, we would have
increasing rather than decreasing levels of unemployment.

Senator JEPSEN. But you know, Mr. Feldstein, this fall in unemploy-
ment has already begun. The unemployment rate, as I indicated earl-
ier, is down seven-tenths of a percent. Also, employment has risen by
320,000 since December. And in talking to some of the experts who
watch these employment statistics, they are expecting a large rise in
employment in the next couple of months.

So in addition to falling inflation, there is good news on unemploy-
ment. We have a long way to go. But I believe we have started the
long journey back.

Do you believe that we have started back on a sound basis?
Mr. FELDSTEIN. Yes; I do. When I came before this committee at

the time that we submitted the economic report, I was very concerned
about the state of employment and the state of aggregate demand. And
a few weeks later, when we had the first indication of an upturn in
employment and a decline in unemployment in January, I cautioned
that those figures were full of uncertainty, that the process of seasonal
adjustment at that time of the year was a very difficult one, that the
increases in employment were at that time very narrow, being con-
centrated in retail trade and construction.

But now, since then, we have seen a much wider, much sounder ex-
pansion in employment. The level of employment in most major in-
dustries is now significantly higher than it was in December and I feel
much more confident about the increase in employment than I did at
that time.

Senator JEPSEN. For the record, Mr. Feldstein, those who argue that
low inflation causes high unemployment should remember what inter-
est rates were in 1980. The prime was 21.5 percent and it's now 10.5
percent. Three-month Treasury bills were at 15.7 percent; they're now
at 8.1 percent. And the discount rate was 13 percent; it's now 8.5 per-
cent.

If inflation had remained high, interest rates would have remained
high. The housing and auto industry would have collapsed even fur-
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ther and real economic growth would have crumbled. Above all, un-
employment would have risen. And that's the relationship that we've
rather clearly established here this morning.

I'm not perfectly happy with the way that inflation was brought
down, but now that it is down, we should not follow the folly of trying
to increase inflation to lower unemployment, as some would advocate.
Don't you think that this would only raise interest rates and kill the
recovery before we make a lasting dent in unemployment?

Mr. FELDSTEIN. My preference is for the kind of moderate and sus-
tainable recovery that I think we are beginning at this time. And I
think that we can increase employment steadily over the years and in-
crease the level of real income without increasing inflation. It would
be a mistake to try to accelerate the rate of increase of demand, push-
ing up inflation along the way.

Senator JEPSEN. Do you believe the Federal Reserve Board feels the
same way?

Mr. FELDSTEIN. I do.
Senator JEPSEN. You do. Senator Roth.
Senator ROTH. Mr. Feldstein, it seems to me that the budget resolu-

tion adopted both in the House and the Senate represent what I call an
economic neutron bomb. I say it's an economic neutron bomb because
what it does, it would destroy the tax cut for the middle class and those
on the lower economic scale, while leaving the deficit standing.

As I understand it, it would require a tax increase of $30 billion,
which everybody knows means do away with the third-year tax cut,
and at the same time it would increase spending by $40 billion.

Now isn't that the same old political game that's been played in

Washington up until the last 2 years-bigger Government, bigger
spending, and bigger taxes? Does it make any sense right now when we
see the incipient recovery taking place to revert the pattern and go
back to the old practice of big government, big spending? What im-
pact is that going to have on the economy?

Mr. FELDSTEIN. Well, certainly, that is not the way to get out of the
current recession and it will just move us further toward a situation
where if we have more spending, we will have to have higher taxes
without making any progress in reducing the budget deficit.

I think eliminating the third year of the tax cut at this time would
raise all kinds of risks for the recovery. Although the recovery looks
a lot better, as I said to the chairman, than it did a few months ago,
we still have very weak consumer spending. Consumer sentiment has
picked up. Consumers are saying that they are more optimistic. But
they are not really coming to the market, especially for manufactured
goods. Retail sales were falling month after month until March, when
tihere was a very small increase, three-tenths of 1 percent. But they're
lower now on a seasonally adjusted basis than they were at the begin-
ning of the year.

The total increase in consumer outlays has been rather weak and has
been concentrated almost completely in services over the last several
months. If we want to keep this recovery going, over the next few
months we will have to keep the consumer with us and to get the con-
sumer to have the purchasing power to do that extra spending. That
is what worries me about eliminating the third year of the tax cut at
this time. Raising taxes in the very beginning stages of a recovery is
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bad economics and I think that is a view that you would not find much
controversy about among economists.

I do think that getting down the size of the deficit is extremely im-
portant. If we do not get down the size of the deficit over the next 2
years and, in particular, provide confidence that the deficit in 1985
and beyond is going to shrink very substantially from the current
projected levels, the interest rates will remain high and we will have
a hard time sustaining the kind of recovery that we're now hoping for
in consumer spending, in exports, and in investments.

Senator ROTH. But you do agree that it goes contrary, really. to all
economic advice right now from liberal to conservative economists.
For example, I was in a conference within the past week with Walter
Heller, who is certainly a very fine, reputable, liberal economist. But
he said very forthrightly, it's the wrong medicine. It's the wrong
medicine.

Mr. FELDSTEIN. Eliminating the third year?
Senator ROTH. To do away with the third year.
Mr. FELDSTEIN. Absolutely. And I think that is a view-I don't

know whether this committee has held hearings on that. I think it
might well be worth doing because I think that you would find that
that is a view which is shared by a very wide spectrum of economists.
I noticed a story in the newspaper the other day quoting several econ-
omists at the Brookings Institution, saying that they think eliminating
the third year would be a mistake at this time for just those reasons-
that consumer spending remains fragile and that we need to provide
that extra stimulus.

Senator ROTH. So that there's broad agreement from the macro-
economics point of view it makes no sense. But it's also true that it
makes no sense from the standpoint of equity. Isn't it true that 2 years
ago, because of the action of the House Ways and Means Committee,
that the marginal rate of taxation was dropped from 70 to 55 percent
in 1 year.

Mr. FELDSTEIN. That's right.
Senator ROTH. In 1 year. So that benefited the rich, the wealthy,

the affluent. The fact is that the third year, as you brought out in your
testimony, will be of greatest benefit to middle class and those on the
lower middle class; is that correct?

Mr. FELDSTEIN. That is correct.
Senator ROTH. And I'd like to ask you this, Mr. Feldstein. Isn't it

a fact that when this administration came into office, that it was going
to reduce taxes on the working people. Now I agree with you that we've
taken sizable steps to benefit the working people by keeping inflation
down, that that means more real income for those people.

But isn't it also true that there's been no real, or very marginal tax
reduction for the working people of this country?

Mr. FELDSTEIN. Well, there have been reductions now. It depends
on the base you take, but there have clearly been reductions, not only
relative to what otherwise would have been true, but also relative to
the real taxes that they were paying in 1980 or 1981. It's not large.

Senator ROTII. Let me say I'm not only looking at the progressive
income tax rate.
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Mr. FEuDSTEIN. Even if you include the social security tax.
Senator ROTH. The fact is that you have some large social security

increases, not only having taken effect-some of those from the Carter
days-but we are faced with a number of substantial increases in the
future. Isn't it a fact that we really have had three tax increases in
the last 2 years-the 5-cent gasoline tax. We had the $90 billion last
year which increases the cost of telephone, the cost of cigarettes, all of
which have an impact on the working people.

So it's my understanding that if you look at a typical median class
American family of four who earned $30,000 in 1980, he was paying
taxes roughly of $5,500. Today, with the third year tax coming into
effect, he'd pay $6,600, taking into effect all kinds of taxes-social
security, gasoline, and telephone.

But if we do away with that third year, he's going to be paying an
additional $400.

The point I'm trying to make, Mr. Feldstein, is that while there is
some marginal benefit, we have not yet really substantially relieved the
tax burden on the working people of this country. They are slightly
better off, but not much.

Mr. FELDSTEIN. I think you're right about the dollar amounts. I'm
sure that that calculation has been done carefully. But it compares
taxes paid in the dollars of each of those years. It compares the $5,500
in 1980 with-I can't remember the exact number. What was the num-
ber for 1984?

Senator RoTH. $6,600.
Mr. FELDSTEIN. $6,600 in 1984.
Senator ROTH. Yes.
Mr. FELDSTEIN. So that's an increase of about $1,100, or about 20

percent. But over that period, from 1980 to 1984, the Consumer Price
Index rose substantially more than 20 percent. So that in real terms,
if we stated it in 1980 dollars, the tax bill actually would have fallen
over that period.

Senator RoTH. I would agree. It's fallen marginally. But what I'm
really trying to say is-let me ask you this question. Isn't it critically
important from the long-term point of view that we turn from a
consuming nation to a savings nation?

Mr. FELDSTEIN. I think that is very important. I do.
Senator RoTH. Do you think we've done enough yet to build the

incentives to get people to save?
Mr. FELDSTEIN. I think I'd like to see us do more of that.
Senator ROTH. That's all the questions I have, Mr. Chairman. Thank

you, Mr. Feldstein.
Senator JEPSEN. Senator Proxmire.
Senator PROXMIRE. Mr. Feldstein, greetings. It's great to have you

testify when the news is so good on inflation and you're testifying on
the CPI. And that news certainly is good-an increase of only one-
tenth of 1 percent. And in the last 3 months. the compounded annual
rate of increase has been very, very low. So that's mighty good news.

I'm wondering, however, about how permanent this is. I notice you
say in your prepared statement: "This is not to say that inflation is
permanently under control. The maintenance of relative price stability
is an ongoing task."
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Doesn't it appear, Mr. Feldstein, that the best evidence suggests
that inflation is likely to stay fairly moderate compared, certainly,
with any recent comparison over the next couple of years?

Here you have the likelihood that unemployment will stay fairly
high. I understand the projections are about 9 percent by the end of
1984. And that would tend to inhibit a sharp increase in wages, which
is so important. Energy prices are likely to stay relatively modest.
We're operating at less than 70 percent of capacity in our industrial
operations. That's likely to stay fairly low. It may go up some, but
it's unlikely to go much above 75 percent perhaps over the next year
or so.

With these elements, doesn't it seem very likely that inflation will
be moderate, at worst?

Mr. FELDSTEIN. Yes, absolutely so. The only thing that I meant to
imply by that paragraph was that if we saw a radical change in eco-
nomic policy, if we saw an attempt to increase the rate of growth
much more rapidly than the figures that you suggested or bring down
the unemployment rate much more rapidly, we would run the risk
that the inflation rate would start moving back up again.

Senator PROXMIRE. I appreciate that, but I just wondered, in view of
the fact that we do have this heartbreaking unemployment level, and
Inm sure that you would agree that it is much, much too high, it's hard
for me to understand how policies, vigorous policies, unless they just
lose all sense of proportion, would be likely to start inflation at any
time over the next couple of years, particularly monetary policy, for
example. It seems that since August of last year, the Federal Reserve
Board has followed a much more expansive monetary policy. It would
seem to me that that should continue over the next 6 or 8 months, per-
haps more. I think that -ve can make a strong case for proposals by
the Congress to try to put people to work with the jobs programs that
are somewhat more vigorous than we have in place right now.

Why can't we do that and reduce unemployment in the process with-
out having an inflation that would get out of hand?

TMr. FELDSTEIN. Let me conmment first on what you said about mone-
tary policy. I think that the Federal Reserve did slightly increase its
expansionary policies, but not a lot, in the middle of last year. Most of
the increase was a natural consequence of the lower inflation rate, as I
Nvas saying before in answer to Senator Jepsen's question. The Fed, in
maintaining roughly the same rate of growth of M, throughout last
year, was providing more real money balances and, in that sense, eas-
ing monetary conditions, because less of it was being absorbed by in-
flation and therefore, more of it was there to finance real growth. That
was accompanied by lower interest rates. I think that that will con-
tinue in the current year.

The question that you're really asking, though, is if we saw a more
expansionary policy, what would that do to inflation? And I think it
we saw a more expansionary monetary policy, it would raise the rate
of growth of nominal GNP, GNP at market prices, and after a rela-
tively short lag, maybe 6 months or 9 months, the majority of that in-
crease would take the form of higher inflation.

Senator PRoxMIRE. The only way that we could do that, it seems to
me, by having a relatively sharp reduction in unemployment and an
increase in economic production that would mean that we would be
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moving to a substantially higher level of utilization of our plant capac-
ity, neither of which seems very likely.

Mr. FELDsTEIN. No. My sense is that it doesn't require us getting
anywhere near full capacity or near the inflation threshold level of
unemployment. It is that a more rapid increase in nominal GNP, in
total demand at market prices, will be distributed, in part, into real
increases. There will be some more real output and less unemployment.
But there will also be some more increase in price, some more inflation.

I think I reflect a view which is very widely held within the profes-
sion that, in the short run, the majority of that would be on the real
side, perhaps for the first 6 months or a year, but that after that, most
of the increase in nominal GNP would take the form of increased
inflation.

Senator PROXMIRE. Just as a matter of curiosity, would you agree
with the assessment that the Federal Reserve Board in monetary
policy has been principally responsible for the reduction in the infla-
tion rate rather than anything that has been done by either the
Congress or the Executive?

Mr. FELDSTEIN. Well, I don't think-I mean, I think there's-well,
let me answer it in a different way.

Senator PROXMIRE. Well, let me just put this into perspective. We
have a collosal deficit that we're facing.

Mr. FELDSTEIN. Yes.
Senator PROXMmIE. And nobody can very well argue that that deficit

that we're facing and that we had in this past year, 1982, and we're
facing in 1983 has contributed to getting prices down. If either mone-
tary or fiscal policy has made a contribution, it must have been mone-
tary policy; isn't that right?

Mr. FELDSTEIN. I agree. I think it is monetary policy. And the only
reason I was hesitating was on the word "Federal Reserve Board,"
because while I believe that the Federal Reserve Board does value and
take into account its independent status, it is not at all unaware of the
views of Congress and the administration. And if Congress and the
administration had not been supportive basically of the monetary
policy pursued in the last 2 years, it would not have been possible for
the Fed to pursue it.

So I agree it has been monetary policy that has been the
principal reason for the lower rate of inflation. The only question is
can you say that that's the Fed rather than the Fed, the administra-
tion, and the Congress? And I think that we all can share some credit,
and there's a lot of credit to go around, with such a sharp turn-around
in inflation.

Senator PROXMIRE. Now since Tuly 1981, I understand that the
inflation rate has declined from about 11 percent to 3 percent. How
much of that would you say is a result of cyclical factors; that is, due
to the fact that the economy is in a deep recession. And how much of it
do you think is due to structural factors such as the oil glut and other
matters that are aside and apart from the cycle?

Mr. FELDSTETN. Well, I don't like to divide a change in inflation into
cyclical and structural components. I would say that the change in
demand conditions. rather than supply shocks or oil price factors as an
independent thing-it's the change in demand conditions that have
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been principally responsible. Virtually all of the responsibility I
would place on the better monetary policy and the slowdown in the
growth of nominal GNP.

Senator PROXMIRE. Mr. Feldstein, Senator Roth raised a very inter-
esting point that we're going to have to make a decision on this in the
Congress in the next couple of months. It's a very difficult decision.
That is, he put it in the form of raising taxes. Now it seems to me that
there's a difference between raising taxes and not permitting taxes to
drop at a time when you have a deep deficit.

You indicated that the deficit is a matter of very serious concern,
and I think you're right. I understand that the head of the IMF has
indicated that that is the most serious economic problem facing not the
United States alone, but the whole world, because that deficit will
mean that interest rates are likely to stay high everywhere in the
world.

One way, and there are two ways of coping with that deficit, one
way is not to cut taxes as sharply as we would permit them to be cut if
we permitted the tax cut in July to go into effect. Another way, of
course, is to hold down spending. And I would agree with you, and I
think you take the position that we should do that. I would agree we
should.

But isn't it also important that we take a pretty critical look at the
consequences of this additional tax reduction that we're going to put
into effect at a time when we face a $200 billion deficit?

Mr. FELDsrEIN. I think it's a question of timing. I believe that we
probably need more revenue in the years ahead, but I wouldn't want
to do it in 1983. And I think, as I said before-

Senator PROXMIRE. It just keeps us from shoving, kissing off
another $30 billion.

Mr. FELDSTEIN. We are moving into higher brackets, though,
because of bracket creep at this point.

Senator PROXMIRE. But bracket creep is a lot less with a 3-percent
inflation rate.

Mr. FELDSTEIN. It's a lot less, but still, we've had a year's worth of
it. I will sleep much more comfortably if I know that the tax cut takes
place in July, and that consumers are reassured that they can go out
and do that spending. I don't remember if you were here when I was
commenting on the weakness of consumer outlays in the last few
months, the fact that retail sales, especially for large consumer items
like automobiles and consumer durables, have continued to be very,
very weak.

I'd like to have that extra injection of funds at this time. But I
think that that is fully consistent with raising taxes a couple of years
from now when the recovery is well underway. From the point of view
of the very high interest rates that you talked about, I think it is im-
portant that those rates be brought down. But I think the critical thing
for doing that is the market's expectations that the budget deficits in
the more distant future, starting a couple of years from now, but
carrying on, will be low.

Senator PROxMIRE. Well, my time's up. But I would just observe
that we've already cut the personal income tax by 15 percent over the
last couple of years. As Senator Roth has pointed out, we've increased
the payroll tax. It's going to increase sharply. What we're doing,
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really, is shifting the tax burden in this country from a basis of ability
to pay to the people whose taxes start at the same level the first dollar
they earn and then ends at $35,000.

It seems to me that that is a regressive action in the wrong direction.
Thank you, Mr. Chairman. My time is up.
Senator JEPSEN. Congresswoman Holt.
Representative HOLT. Mr. Feldstein, I hate to keep beating on this

tax issue but historically didn't we see in the Carter administration
taxes rise by $300 billion in just 4 years and the deficit was barely
affected. Unemployment increased. It went up-skyrocketed. Eco-
nomic growth crashed. Inflation doubled.

I can't see how we could take a look at that and feel there is any-
thing at all in continuing to increase taxes. Would that happen again?

Mr. FELDSTEIN. What you're saying, I think, Representative Holt,
is that at that time, spending went up even faster than taxes. And
that's why the deficit increased at that time.

Representative HOLT. Well, isn't that the proposal that's being made
today?

Mr. FELDsTEIN. Not as I understand it. Certainly, the administra-
tion's proposal is to reduce spending and increase revenues in a bal-
anced way. The administration's proposal, with the standby tax as
part of the budget-

Representative HOLT. The two Budget Committees. Isn't it being
proposed by the Congress?

Mr. FELDSTEIN. Well, I may be misinformed, since it was just voted
yesterday by the Senate Budget Committee, but the information I
have is that they called for a reduction in spending and an increase
in taxes and that, basically, that is what the administration calls for
beyond the first 2 fiscal years. The administration calls for roughly
equal increases in taxes and reductions in spending between now and
1988, but with no increase in taxes until fiscal year 1986.

Representative HOLT. That would be the difference. The CBO says
that reduction in inflation has a negative effect on the deficit when
inflation that follows the decline in Government tax revenues is
stronger than a decline in spending.

When will it begin to have an effect on the deficit?
Mr. FELDSTEIN. Well, we estimate that it will have an effect in 1983

and 1984 and, indeed, in future years as well; that is, the lower rate
of inflation has a primary effect on tax revenues and reduces the
amount of bracket creep that occurs and therefore, reduces the amount
of tax revenue and so increases the size of the deficit. And that's why,
even though we have stronger real growth, more output, and less un-
employment benefits to pay, there is not much of a change in the over-
all budget deficit, because the lower rate of inflation actually
increases the size of the deficit.

Representative HOLT. Have we ever seen inflation drop as rapidly
as it did in this period of time, historically?

Mr. FELDSTEIN. Not to my knowledge, but my history may be faulty.
Representative HOLT. It seems to me that we brought it down too

fast, though, and that's why the recession was as deep as it was. Do
you agree with that?

Mr. FELDSTEIN. Well, I don't think we know how to control it. I
don't think that we could bring it down, and get to where we are today,
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a year from now rather than today. I think that most people were sur-
prised, as the chairman said earlier, about how fast it did come down.
The aim was certainly for a higher rate of growth of nominal GNP.
Therefore, more real GNP and a somewhat higher inflation last year
than actually occurred. But we saw a drop in nominal GNP at a much
faster rate.

Representative HOLT. Thank you. Thank you, Mr. Chairman.
Senator JEPSEN. Congresswoman Snowe.
Representative SNOWE. Thank you, Mr. Chairman. Mr. Feldstein,

often in Congress we operate in a vacuum. As was mentioned before,
in discussing the repeal of the third year of the tax cut if we were to
repeal the third year of the tax cut, shouldn't we be concerned about
the level of taxes that are being raised at the local and State levels
of government?

I know in the State of Maine, for example, the State legislature just
raised the gasoline tax over and above what we did here in Congress.
Local property taxes are increasing. Sales taxes are being proposed,
I know, in the Maine State Legislature as well.

So it seems to me that this would have a compounding effect on
having any kind of a strong recovery.

Mr. FELDSTEIN. I think that's right.
Representative SNOWE. And to what extent do you believe that the

repeal of the third year of the tax cut could abort this recovery?
Mr. FELDSTEIN. It would obviously push it in that direction. I think

that "abort" is a very strong word. We're talking about roughly 15
billion dollars' worth of additional spending power in a $3,000 billion
economy. So I don't want to say anything quite as strong as that.

But it's clear that it would have a decidedly negative effect and it
may have a bigger effect than the $15 billion because of what it does to
expectations in consumer sentiment. If the consumer feels that some-
how, things are just not going right, he's not getting that tax cut that
he was expecting, who knows what will happen next year, that's a real
minus.

Representative SNOWE. But then, at least initially, the recovery is
not very strong. The normal description ascribed to this recovery has
been erratic, unstable.

It would seem to me that at a time when it's in this period of insta-
bility, that the Congress should be less likely to repeal the third year
of the tax cut and certainly reticent about it. '

Mr. FELDSTEIN. I think that's right. That-is a very important part
of the administration's thinking and why, in proposing a standby tax
and recognizing that we are likely to need more tax revenue, we don't
begin it until 1985, when the recovery will be well launched, well
underway.

Representative SNOWF. Consumer spending was up only by 2.3 per-
cent in the first quarter of 1983. How important is consumer spending
to our recovery?

Mr. FELDSTEIN. It's really rather critical, particularly in some of
the manufactured good areas, where we've seen an increase in produc-
tion that's been helping to give us a higher level of employment. But
we have to make sure that the consumers are there to buy those extra
cars that are being produced, to buy the consumer durables and thus,
ultimately, to buy the steel and the other things that are helping to
expand production and employment at this time.



Representative SNOWE. Is there any correlation between the modest
increase in consumer spending and the fact that maybe consumers are
now setting aside their money for individual retirement accounts, for
example, savings or retiring their own personal debt?

Mr. FELDSTEIN. No, not really. I mean, although there's been a very
rapid growth in the number of IRA's, at this point, not surprisingly,
what we're still primarily seeing in that area is movement of money
from one kind of savings account into another. It'll take a couple of
years before people draw down their existing liquid cash and find that
in order to continue to take advantage of the IRA tax provisions, they
have to do more real net savings. But the savings rate, the personal
savings rate is still hovering around 5.8 to 5.9 percent.

Representative SNOWE. Many have suggested that there has been a
tradeoff between inflation and unemployment, reducing inflation for a
high rate of unemployment.

Could you tell this committee, could there have been a way to avoid
this substantial increase in the rate of unemployment as we were
making impressive gains on the reduction in inflation?

Mr. )ELDsTEIN. I don't think so. As I said to Representative Holt,
we don't know enough to fine-tune the pace of recovery. If we had had
a longer period of deceleration, we might have had a lower rate of
unemployment on average, but it would have carried on for a longer
period of time. But basically, I think it was inevitable that bringing
down that inflation rate that had gotten up well into the double-digit
range was going to mean a higher rate of unemployment.

Representative SNOWE. OK. Thank you.
Mr. FELDsTEIN. Thank you.
Representative SNOwE. Thank you, Mr. Chairman.
Senator JEPSEN. Senator Symms.
Senator Symms. Thank you, Mr. Chairman. Good morning, Mr.

Feldstein, I apologize. I missed the first part of the hearing. I hope
I'm not asking a redundant question. But something that bothers me
a great deal is this news of the Consumer Price Index. I think we
would all view that as very positive for economic recovery. Yet, with
the projected deficits that we have, and I'm one of those people that
has always believed that the word "inflation" gets misused a great
deal in our society, because my definition of inflation is the volumetric
expansion of the money supply from within and that the result of
that causes rising prices and not the other way around. But it's com-
mon that when prices go up, people call it inflation. So it gets some-
what confused.

But with the deficits that we have been running in the last few
years, and it's projected that we'll be running in the future, and with
the overall savings rate where it is, how are we going to rectify this
without at some point simply printing money? Aren't we in a situa-
tion where we either print this money, we borrow the money, or we
raise taxes for it, unless Congress is willing to reduce the spending.
And so far, much to my disappointment, we haven't seem to come to
grips with the spending side of the equation. And yesterday, or the
day before, I know the President signed this social security so-called
solution, which takes up about 36 percent of the budget and really
did nothing to reduce spending.

So how are we going to square this and how do you keep the poten-
tial for interest rates down? Would you address that?

Do I make my question clear?
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Mr. FELDSTEIN. I think you make it very clear. Well, it's certainly
true that if the large deficits lead somehow to an increase in the money
supply, that will raise the level of prices. And by any definition, we
have inflation at that point. No question about that, although that's
avoidable. We can have these large budget deficits with a monetary
policy that isn't inflationary.

However, there would still be very, very adverse consequences of
these deficits. We would see, as you say, it has to be financed somehow
and if we're not prepared to shrink those deficits by cutting spending
or raising taxes, then the Government's going to be in there borrow-
ing. And if they're in there borrowing with the kind of volume that
these deficits amount to-

Senator SYMmS. Do you think that raising taxes is any less detri-
mental than Government borrowing?

Mr. FELDSTEIN. It depends on the taxes. Yes. I think that the right
kind of tax increase would be better for this economy than to go on
running deficits of 5 or 6 percent.

Senator Symms. You mean the taxes on consumption, you'd be
saying.

Mr. FELDSTEIN. Well, I think the kind of broad tax increase that the
administration proposed in the budget, a surcharge on all personal
income taxes, which would fall largely on consumption. It would
affect savings and I don't like that. But it would fall largely on con-
sumption. And the tax on energy, which would disproportionately
shrink energy consumption, would help in that way. It would have
some minor effects on savings. But basically, the extra revenue that
the administration proposed as part of the standby tax would reduce
those deficits if Congress doesn't turn around and spend that extra
money. But if Congress accepts the kinds of proposals that the admin-
istration made to keep spending moving down gradually and to in-
crease revenue, unless we have extremely high rates of growth that
make that unnecessary, then we can really do something about shrink-
ing these deficits. And if we don't, then exactly what you said will
happen. We will have very high real interest rates that will give us a
very unhealthy recovery. It will hurt housing. It will hurt plant and
equipment spending. It will hurt our export industries. It will be a
very serious problem for us.

Senator SY Ms. If I could just pursue this a little further. Many of
my friends and colleagues, both in and out of the Congress, are great
believers in restoration of a dollar that's as good as gold, so to speak.
And as you get around, and I had the opportunity to travel with the
Deputy Secretary of the Treasury, Mr. McNamara, recently to
Mexico City, Peru and Brazil, and everywhere you go, they have de-
preciating value of currency and everywhere that I talked to people,
they were trying to figure out how they could get their assets in some
of those countries that are less secure politically and otherwise than
we are and get their money in the safe haven of the United States.

So as a result of this, in spite of our irresponsible fiscal policies, we
still have a very strong dollar. But it affects us with respect to trade
with Japan or France.

Mr. FELDSTEIN. Absolutely.
Senator SYMMS. Or you read where different markets have a real

edge. Is there any effort underway to try to get some kind of a con-
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certed effort to see that some of these discrepancies in the price of
Japanese yen vis-a-vis the dollar could be made so that there would
be some adjustments. I don't see how we're going to avoid a big protec-
tionist war and have the Japanese yen be undervalued in terms of the
American dollar. And I don't see any respite in the future in view of
what is happening in Central America, the Middle East, and Hong
Kong. Everywhere you go there's just a flood of money coming into
the United States seeking safe haven.

Doesn't that make the dollar strong and stronger?
Mr. FELDSTEIN. Well, I think you're absolutely right about what's

happened to the dollar. It's not just that we're a safe haven. We've
been a safe haven for a very long time. The thing that has changed
in the last few years so dramatically and that pushed up the value
of the dollar relative to other currencies is that the real interest rate
here has gone up so much relative to what it's been historically. And
it's those very high real yields on U.S. dollar assets that has attracted
funds, not just from the developing countries, but from Europe and
from financial centers elsewhere and have retarded the outflow of
capital from this country.

Well, what does that all amount to? It gives us a dollar which, rela-
tive to the German mark, is 40 percent higher now in real terms than
it was in just 1980. The yen, although most people talk about the yen,
has actually changed less relative to the dollar than the mark or the
franc or the pound over those last few years.

The important thing, though, in my mind is to recognize that the
thing that's moving all of this is the budget deficits. The large budget
deficits, by keeping up real interest rates in this country, are keeping
the dollar so strong and are hurting us in our trade. And we think
about budget deficits having a crowding out effect and we think that
budget deficits crowd out plant and equipment and housing. But they
also crowd out exports because those same budget deficits, by raising
interest rates, raise the value of the dollar and hurt our export
industry.

So if we want to have a healthy export sector, if we want to have
an ability to compete with imports from abroad, the only thing that
we can do is to get those deficits down and bring down with it the
high real interest rate, because I fear, as you do, the protectionist
tendencies that will get fanned by the large trade deficits that now
look inevitable for this year.

Senator SYMMs. Do you have any recommendations, as long as Con-
gress runs big deficits, is there really anything that can be done about
true monetary reform that would be effective?

Mr. FELDSTEIN. I support maintaining a sound monetary policy,
gradually slowing the growth of the monetary aggregates, and aim-
ing for a nominal GNP growth as coming down bit by bit. I think
that that can go on independent of what the deficits do. That can
help us from having a rekindling of inflation. But it won't solve the
fundamental problem caused by deficits crowding out capital forma-
tion, of giving us an unbalanced recovery with investment goods
and traded goods all suffering for the foreseeable future.

Senator SYM MS. See, I guess what I'm getting at, I'm one of those,
I would like to see the United States have a dollar that was freely
exchangeable or supported and backed by gold and have a more stable
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currency. But as long as Congress runs $200 billion deficits, it seems
to me like it would only hasten -the lack of confidence in real money.

Mr. FELDSTEIN. Well, the: stability of the dollar that most people
care about, of course, is in terms of buying goods in this country. They
don't eat gold; they care about the price of the things that they buy
every day.

Senator SyMms. Right.
Mr. FELDSTEIN. We also care about the value of the dollar relative

to other currencies. But, as you're saying, as long as we have these
very large budget deficits, as long as the fundamentals are wrong,
there's nothing that we can do by way of currency reform, pegging
systems, or anything else that will prevent the dollar from being very
strong, because there is this basic pressure that the budget deficits
are causing and the high dollar and the trade deficits are kind of
safety valves-they allow some of that crowding out to spill over into
the international markets. If we didn't have that, if we could some-
how bottle that all in, then we'd have higher interest rates in this
country. We'd have less investment and a lower level of housing starts
and other things that we don't like.

So all we can do is push around the bad consequences of the budget
deficit. Unless we cure the budget deficit problem, we're going to have
an unbalanced and unhealthy economy.

Senator SyMMs. Well, when you look at that budget-Mr. Chair-
man, am I over, or can I ask one more questions

Senator JEPSEN. Go ahead.
Senator SYMMS. When you look at that budget deficit and then

study the actual budget numbers, and I'm also on the Budget Commit-
tee, it appears to me, anyway, that the massive growth in the benefit
programs, where you transfer the money from the family that earns it
to the one that doesn't earn it, are really the root cause of the struc-
tural part of the deficit. It's a spending problem; it's not a taxing
problem. We still, I think, have had additional revenue come in every
year to the Federal Treasury.

So that it is a spending problem and it's essentially the so-called
uncontrollable items which is a word that should be dropped from the
American vocabulary because we could change those items by chang-
ing the law.

Would you agree with me that the massive increase in the benefit
programs and the massive overgenerous, or certainly generous, I
should say, expansion of the pension funds, or pension retirement pro-
grams, and so forth, are the main cause of the deficit?

Mr. FELDSTEIN. Well, if I look at the situation that we're in now-
I think we have to distinguish cause and cure in this case. I think
you're absolutely right, that if you look at what's happened over the
past 20 years, the thing that stands out most has been the growth in
nondefense spending. It was 8 percent of GNP in 1960; it's 16 percent
of the GNP now. If we were back spending the same share of GNP
now that we were in 1960, there wouldn't be a budget deficit today.

Senator SYMMs. That's right.
Mr. FELDSTEIN. If you look at where that extra 8 percent growth

in nondefense spending came from, it is primarily in transfer pro-
grams. We didn't have a medicare program in 1960. In 1960, social
security was 2 percent of GNP. In 1988, medicare and social security
together will be about 7 percent of GNP.
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Senator Srmms. Well, could I ask you one other question? I know
you're an economist, but having said that, and with the kind of ham-
mering that President Reagan has taken since he's been in office, in
general, by the news media about being someone who is only concerned
about increasing defense spending, but not concerned about social and
welfare spending, when, in fact, his budget calls for over 50 percent of
of it to go to social welfare spending-why has this administration
been so timid in really trying to fix the benefit programs? Why have
you gone along with nonsolutions to things like social security, which
I call a nonsolution, where we really haven't fixed it, yet he gets credit
for it or blamed for it, whichever way you want to put it.

Why didn't we go ahead and freeze the COLA's and do what was
needed to be done to fix the budget problem once and for all?

Mr. FELDSTEIN. My sense is that the Social Security Commission
really did tell us about where the consensus was on that issue and that
it defined the limits of the solution and the form of the solution that
gave the solvency to that program and allowed benefits to be main-
tained. But it didn't provide what you would like, Senator.

Senator Symms. Well, see, I think the problem is, you know, now,
in retrospect, I wish we would have insisted that the Social Security
Commission meet somewhere other than Washington, D.C., because
some of the solutions that come out of Washington don't seem to fit
the rest of the country.

Mr. FELDSTEIN. Well, but that's why we come back to this question
about cause versus cure. I think there's no question that the cause, the
thing that stands out over the last quarter century has been the growth
in nondefense spending and particularly in transfer programs. But
they're there. That 7-plus percent of GNP that's going to be spent
on social security and medicare in 1988, I think, is not going to be
changed. And so we have to deal with those deficits by shrinking the
growth of nondefense spending and by raising revenues. And that's,
indeed, what the administration's budget does. And I don't see any
way of avoiding that.

Senator Symms. Thank you very much. I'm sorry for going over
on my time.

Senator JEPSEN. Mr. Feldstein, I'd like to continue the discussion
of the deficits and the formulas that indicate that a very slight im-
provement in just a few basic areas would have a very marked effect
on the deficit.

I don't believe that story has been told adequately. I don't believe
that people understand and appreciate that. And I'd like to walk
through a few of these basics with you. A 1-percent decrease in un-
employment, I am advised, has about a $27 billion impact on the
deficit.

Is that correct?
Mr. FELDSTEIN. That's correct.
Senator JEPSEN. What effect does a 1-percent increase in gross na-

tional product have on the deficit?
Mr. FELDSTEIN. About $12 billion or $13 billion.
Senator JEPSEN. About $12 billion or $13 billion. A 1-percent de-

crease in interest rates has about what effect?
Mr. FELDSTEIN. Well, it has its effect primarily through the interest

payments on the debt. By the time it actually had worked its way into
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all of the debt, since the debt doesn't roll over every night, it takes
time. But if we had a 1-percent lower cost on the debt, it would be some-
where around $9 billion net. Well, no, less than that because of the
taxes paid on it. Somewhere in the $5 to $9 billion range.

Senator JEPSEN. We'll say $9 billion. And then we all know that
the 6-month postponement of the COLA, moving it from July 1 to
January 1, is projected to give us a $40 billion impact on the deficit.
That's over a 3-year period. So divided-

Mr. FELDSTEIN. By 12.
Senator JEPSEN. Say $12 billion. All right. Now early this year the

administration predicted that the gross national product would grow
by about 3.1 percent. That since has been revised upward to 4.7 per-
cent. The average forecast of private economists is roughly 5 percent.
The deficit projections come from these projections. Isn't that correct?

Mr. FELDSTEIN. Yes.
Senator JEPSEN. All right. So we now-
Mr. FELDSTEIN. Those projections are currently based on 4.7 per-

cent real growth.
Senator JEPSEN. All right, 4.7 growth. The private economists'

average is 5. Some say about 6 percent. But, in any event-
Mr. FELDSTEIN. No, no, no; that's not true. The average of the pri-

vate economists, the survey that is done, the national survey that is
done I think shows them almost exactly where the administration is
now, in the high 4 point-

Senator JEPSEN. Roughly 5 percent.
Mr. FELDSTEIN. 5 percent. I thought you said 6.
Senator JEPSEN. Some say 6. Some say 7. A few 8.
Mr. FELDSTEIN. Right.
Senator JEPSEN. All right. The 1 percent decrease in unemploy-

ment-we have had a 0.7 percent decrease already and we think that
that will continue. But let's take that $27 billion. If we had a 2-percent
increase in gross national product over what's been projected, and
that's not unlikely, we're looking at-

Mr. FELDSTEIN. It's very unlikely. A 2-percent increase over the
projection would be 6.7 and I think there are economists who predict
everything.

Senator JEPSEN. I mean over the 3.1.
Mr. FELDSTEIN. OK. But that's not involved in the current budget

estimates.
Senator JEPSEN. Let's just take a 1-percent increase, then.
Mr. FELDSTEIN. OK.
Senator JEPSEN. That's good enough. That will give us $12 billion.
But the point I'm getting at is simply that if we just take a very

super ultraconservative estimate of a 1-percent decrease in unemploy-
ment and a 1-percent increase in gross national product and a 1-
percent decrease in the interest rates and, just to throw in a sample
of fiscal restraint, the 6-month postponement of COLA, and you're
looking at $60 billion.

Mr. FELDsTEIN. No, you can't add the unemployment change to the
others. That is, the unemployment change, the way that's calculated,
assumes that the 1-percent change in unemployment leads to or asso-
ciated with a 2.2-percent increase in GNP.

So those are just different ways of expressing the same fact. You
can't add the 27 to the other numbers.
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Senator JEPSEN. The statistics that people have been using for many
months here, including, I thought, the Labor Department and others,
that 1 percent change in unemployment is equivalent to. a $27
billion-

Mr. FELDSTEIN. That's correct. Maybe I'm not clear, Senator. That's
correct. A 1-percent change in the unemployment rates produces $27
billion saving in the deficit. It's also true that a 1-percent change in
the unemployment rate occurs when real GNP increases by about
21/4 percent; 21/4 percent increase in real GNP, 21/4 times 12 is $27
billion. So those are just different ways of saying that an expanded
economy will shrink the deficit.

But when the economy increases by 2 percent of real GNP and the
unemployment rate shinks, you don't get $27 plus $27. You only get
the $27 once. I guess the bottom line of all of that is that although,
of course, we could have more real growth, we could have lower
interest rates, all of that would shrink the deficits a little bit. We still
have awfully high deficits. And anything within the feasible range
of growth isn't going to change the fact that we have deficits that,
if they won't be 6 percent of GNP, will be 5 percent of GNP, and that's
just unacceptable.

Senator JEPSEN. The underlying point that I was getting at, and
I'll try it on for size with you, is the way to bring down the deficits
is to have increased productivity and a sustained growth.

Mr. FELDSTEIN. That will help, but it won't help enough. We have
to make fiscal changes.

Senator JEPsEN. Then what else do we need to do?
Mr. FELDSTEIN. We have to cut spending and probably raise taxes.
Senator JEPSEN. And raise taxes, too?
Mr. FELDSTEIN. I think so. If we get enough real growth, then we

wouldn't have to do it. But it would be very, very unlikely to get
enough real growth.

Senator JEPsEN. And you've talked about stability in monetary
policy having quite an impact. Is there any psychology involved here
in the deficit of the confidence level of the American people in the
financial community?

Mr. FELDSTEIN. Absolutely.
Senator JEPSEN. I see. Well, the need for a stable monetary policy

generally is reflected by the administration. Except the problem is
that the monetary action has not reflected the stability that we would
like to have in the growth of money; is that correct?

Mr. FELDSTEIN. Well, of course, recently, the change in the monetary
aggregates have been dramatic. We have had M1 and M, going at 20
plus percent. But I think the financial community and anybody else
interested in it recognize that that dramatic shift is due to the changes
in banking regulations, which I think were a good thing to have, but
they have produced these erratic money numbers at this point.

Senator JEPSEN. Do you think the performance of the Federal Re-
serve Board has contributed to the stability and confidence in the
financial arena?

Mr. FELDSTEIN. Relative to what might otherwise have been, yes.
I think if you look back to where

Senator JEPSEN. Compared to what, huh?
Mr. FELDSTEIN [continuing]. Conditions were in the late 1970's,

there's no question that we've had a tremendous improvement, that
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that's what brought down our interest rates, as you described before
from 20-plus percent to about 10 percent, or even less.

Senator JEPSEN. Well, relative to what otherwise might have been,
you could also answer that no.

Mr. FELDSTEIN. Right. I could imagine that with perfect hindsight,
I could do a better job. [Laughter.]

Senator JEPSEN. Senator Proxmire.
Senator PROXMIRE. Mr. Feldstein, you've long been an advocate of

changing tax policy to improve investment, and particularly you've
urged tax policy changes in order to discourage consumption and en-
courage investment.

This administration, whether they know it or not, has pursued a
Feldsteinian policy from Day 1, even before you were aboard-tight
money, new investment in savings incentive, anti-inflation policy based
on prolonged slack in the labor markets and so forth.

Now what's been the result for investment? It seems to me that
it's been disaster. We have a situation where the DRI predicts a flat
investment situation over the next year, the Commerce Department,
about a 3-percent drop and McGraw-Hill with a survey of business,
shows a 5-percent decline in real terms in investment.

So would you disagree that the decline in business investment
caused by the administration's economic policies will only worsen the
longrun chances of controlling inflation. It seems to me that we have
lost a critical opportunity to modernize our factories and put into
place productivity-improving equipment. And that would mean, it
seems to me, a loss when we reach full capacity at very high levels of
unemployment, because we haven't made the investment we should
make.

Mr. FELDSTEIN. Well, I'm flattered that you described the policy as
Feldsteinian and I'll take credit, even though I don't deserve it.

Senator PROXMIRE. I'm flattered with the policy.
Mr. FELDSTEIN. I'll recognize as being like my views the changes in

savings incentives and investment incentives, but not the budget
deficit. I think the longrun adverse effects are associated with the
budget deficit. And if we're going to have a higher rate of capital
formation and a longer term, we have to turn that deficit around.

But in the short run, the primary reason for the low level of invest-
ment is clearly the recession. I think that was, as I said before, an
unavoidable consequence of very high rates of inflation.

Senator PROXMIRE. But you, know what is really preventing busi-
ness investment-it's that overhanging overcapacity. Why should
anybody invest in plant when he has too much plant right now.

Mr. FELDSTEIN. Right.
Senator PROXMHIM. So what you need is more consumption, it would

seem to me. And your policies discourage consumption and try to
encourage investment.

Mr. FELDSTEIN. What we need ultimately, just almost as a matter of
arithmetic, what we need is to have a larger share of our GNP devoted
to capital formation. And ultimately, that has to mean a lower rate of
consumption and a higher rate of savings.

But at the present time, there's no question that keeping the con-
sumer spending up is an important part of nurturing this beginning
stage of the recovery along. I believe that the incentives that the Con-
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gress passed in 1981 that lead to a higher rate of savings are the right
things. I think that they will have a favorable long-term effect on our
capital formation. if we can get these deficits under control. If not, the
large budget deficits will simply undo all the good things that you all
did by passing savings incentives in 1981.

Senator PROXMIRE. But you see, all this just makes it seem that
you're following the Santayana definition of "fanaticism"-redou-
bling your efforts when you've lost sight of your objective. Because
it seems to me that the objective was to get inflation under control.
The objective was to try to achieve that, and we've done that. Yet
you say, well, we need more of the same medicine in spite of the fact
that we have unemployment at such a cruel and painful level.

Mr. FELDSTEIN. I don't think that I said we need more of the same
medicine. I think that at this point, the economy really can expand.
We can have lower unemployment, higher employment, more real
growth. We can have the kind of rise in real average hourly earnings
that we're now enjoying.

Senator PROXMIRE. Well, let me read you a short paragraph from
an article in the August 1979, Journal of Political Economy, entitled,
"The Welfare Cost of Permanent Inflation and Optimal Short-Run
Economic Policy."

It goes like this:
The analysis developed here emphasizes that a vertical long run Phillips

Curve might quite plausibly imply that the cost of reducing unemployment
exceeds its benefit. When this is true, the analysis has the further implication
that the benefit of increasing unemployment exceeds its cost as long as the
inflation rate is above its optimal level. In an important general case, it pays
to deflate the economy in order to reduce inflation, no matter how large the
required temporary increase in unemployment. Even when this is not true, a
very large increase in unemployment may be justifiably incurred to achieve a
small permanent reduction in inflation.

Now I know economists often work with models that are quite
divorced from the real world and derive conclusions that they would
never implement. But it seems reasonable, given your position in this
administration to ask to what extent this paragraph represents your
evaluation of the relative costs of inflation and unemployment?

Mr. FELDSTEIN. That model, as you correctly said, was an abstract
model published in an academic journal. There are a lot of qualifying
statements in the article about the very restricted conditions under
which those conclusions follow. I think they make an analytic point
which helped to explain the problem of trading off future reductions
in inflation against temporary changes in unemployment. That was
the analytic point of the article. The strong conclusion hinges on very
strong, specific assumptions.

So I wouldn't take that as a guide to economic policy today or even
in 1979.

Senator PROXMIRE. Were you the author of that article?
Mr. FELDSTEIN. I was. [Laughter.]
I could have gotten off the hook by saying I never heard those words

before. [Laughter.]
Senator PROXMIRE. Well, the information that I have here doesn't

indicate that you were.
Mr. FELDSTEIN. I was, indeed.
Senator PROXMIRE. I'm just shocked at the notion that no matter

how large the required temporary increase in unemployment, and you
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say a very large increase in unemployment may be justifiably incurred
to achieve a small permanent reduction in inflation.

Isn't the fundamental objective that we all want to achieve a real
increase in the GNP.

Mr. FELDST§IN. Of course, and we want to do it consistent with a
stable inflation.

Senator PROXMmRE. Well, I wonder. After all, if we have 5 percent
inflation and a somewhat higher real increase in GNP, aren't we all
better off than if we have no inflation at all and a lesser real increase
in GNP?

Mr. FELDsTEIN. What about we're at 5? Want to do it again? Get a
little more extra real growth for 6 months, but push the inflation rate
up to 6? And then when you're at 6, do it again.

Senator PRoxMin. Well, you make the assumption that inflation
just automatically means that there's an impermanence in your
growth.

Mr. Fu.DsTmN. No, no.
Senator PROXMIRE. And it may or may not mean that.
Mr. FELDSTEIN. No, no; I don't mean to suggest that. I really think

that that article, whatever its virtues, and no doubt it had some or the
Journal of Political Economy wouldn't have published it, whatever its
virtues, they're really not very relevant to the current legislative
environment.

Senator PROXMImE. Let me get back to the problem we have with real
interest rates. Despite the fact that the inflation rate has been as low
as it has been for the last 6 months, particularly long-term interest
rates, remain very, very high. Real interest rates are much higher than
they've been at this point in a recession in the past.

That seems to indicate to me that the financial markets don't have
much faith in your program. And they don't have faith, it seems to
me, because of the terrific overhanging deficits which we can see out
to 6 years. One projection by the CBO indicates that we'll have a
deficit of as high as $300 billion in 1988, even with recovery during
each of those years and even with unemployment down to the 61/2 to
7 percent level.

Would you disagree with the argument that real interest rates are
high and that they are high because of this deficit that seems so clear
and inevitable?

Mr. FELDSTEIN. No; I wouldn't disagree with that at all. The only
thing I would disagree with is attributing that to the program. What
I would say is that if the administration's budget, the President's
budget sent up in January, were in a burst of rationality enacted
tomorrow by this Congress, when they could finally open the doors to
the bond markets, we'd see long-term interest rates, 200 basis points
lower than they are today or more, that it's getting those deficits under
control that is critical and the administration's proposal calls for
doing that.

Senator PROXMIRE. But if the long-run program the administration
proposes of increasing military spending by a trillion and a half over
the next 5 years, a program of cutting the income tax as sharply as
they propose and indexing it, those are the fundamental ingredients
that are in this prediction that we're going to have a $300 billion
deficit.



Mr. FELDSTEIN. No; the administration's budget doesn't call for a
$300 billion deficit. It calls for a deficit in 1988 of $100 billion. It calls
for it despite an increase in defense spending from about 61/2 percent
of GNP to a little less than 8 percent of GNP.

Senator PROXMIRE. What assumptions do you make on the level of
unemployment in 1988?

Mr. FELDSTEIN. It's about 6 percent. So we get back to something
which colloquially could be called full employment, without begging
all the questions in that term, in 1988. We'd have 6 percent, roughly,
unemployment. We'd have a budget deficit of about $100 billion. We
would have it despite the fact that defense spending had been built up,
not to the share of GNP it had in 1960, but to a little less than 8 per-
cent of GNP. We'd have it with tax indexing. We'd have it with the
third year.

Senator PROXMIRE. I have to yield to Senator Symms.
Senator SyMms. I just want to clarify for the record, you're talking

about spending a trillion and a half on defense in the next 5 years, not
increasing it a trillion and a half.

Senator PROXMIRE. I'm not sure. It's my understanding that the
increase over that period would be a trillion and a half. I could be
wrong.

Senator SYMMs. You see, that would be double what we're doing.
We were doing that with Carter's numbers. President Carter's num-
bers called to spend a trillion and a half. -

Senator PROXMIRE. On defense?
Senator SYMMS. On defense.
Senator PROXMIRE. And President Reagan cuts below President

Carter?
Mr. FELDsrEIN. One of the things we're learning is the difficulty of

comparing numbers in an inflationary world.
Senator Symms. It's not as much above it as we all think. If you

look at Carter's last projection-
Senator PROxMIRE. I'm not talking about Reagan going over the

Carter increase by a trillion and a half.
Senator Symms. You're talking about having spent a trillion and

a half.
Senator PROXMIRE. I'm talking about having military spending in-

crease from the level of 1 year ago to 1988 by a trillion and a half.
Mr. FELDSTEIN. In 1988, alone, it would be about $400 billion. That

would be the level, not the increase. So over 5 years, it's going to be
roughly a trillion and a half. And you add up the level, not the increase.

Senator PROXMIRE. But the proposal also includes some tax increases
that we haven't discussed; isn't that right?

Mr. FELDSTEIN. It absolutely does. It calls for a standby tax, which,
unless the growth is rapid enough to make that unnecessary, would,
under the administration's program, come into effect, as long as the
rest of the program is adopted.

Senator PROXMIRE. That's the surtax on the income tax?
Mr. FELDSTEIN. It's a 5-percent surtax on the personal and corporate

income tax and it's a $5 a barrel tax on domestically produced and
imported oil.

Senator PROxMm. Senator Symms.
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Senator SyMms. Thank you very much, Senator Proxmire. Back
to the question about unemployment. If you go to a country like
Taiwan, The Republic of China on Taiwan, they have a slogan there
that there's a job for everybody. Sometimes it's not the job that some-
body wants, but there is a job for everybody. They have almost no
unemployment. Now some people have jobs that they don't particu-
larly like, but when you look at the Washington Post and see that
there's 37 plus pages of help wanted ads, we have unemployment-
you see United Auto Workers unions threatening strikes and so forth
for wages of $20 an hour or $19 an hour.

Doesn't that basic philosophy in this country that we have thought
that somehow we could automatically either use the force of govern-
ment through closed union shops to give monoply to certain groups of
workers or else actually pass laws and regulate the price that some-
body has to pay for labor? Doesn't that also trigger a certain amount
of unemployment in this country?

Mr. FELDSTEIN. It does do some, yes.
Senator Symms. It would appear to me that as long as we have

restrictions on wages and prices in terms of Government regulation,
and restrictive practices on on-the-job training that come about
through closed union shops, that we'll always have probably more
unemployment in this country than is necessary.

Now I don't happen to think that the high levels of unemployment
we have would have been necessary. I don't necessarily agree with
some of my colleagues that say that if we had had a bigger tax cut
earlier, we'd have had more savings and more economic revival. But
I think where we have failed in this Congress miserably is with the
question of allowing benefit programs to outstrip the wage index.

In other words, where the social security beneficiary gets a 225
percent increase and the wage earner got 120 percent increase, and
then instead of solving the problem by slowing down the rate of
growth of benefits, we raise the taxes on the young worker.

I know of a case where one young man is going to work for a retired
worker and the retired worker will get $15,000 a year tax-free from
the Social Security Administration, or close to that, he and his wife,
and the young person that is going to work in his small company will
be making $15,000 paying taxes.

So it doesn't seem to me like there's been much equity in those
programs.

But, nevertheless, with respect to the health benefits, I saw some
statistics that said that we would soon be, Americans, at the rate that
we're going, spending 25 percent of our GNP on health care.

Does that sound-
Mr. FELDSTEIN. That sounds too high. We probably are spending

about 9 or 10 percent now. Of course, it's growing.
Senator SyMms. At the rate it's been growing, I think this is

projected in 1990. Does that sound possible?
Mr. FELDSTEIN. Not that soon, no.
Senator Symms. My understanding was that by 1990, if we don't

do something about it, such as the administration's suggestions on
medicare, which I compliment you on them if you had something to
do with them. I think they're really along the right track and are
excellent.
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Mr. FEuDsTEiN. Well, I think the figures that we have today on
consumer prices highlight what you've been saying because it's been
the medical care costs that have continued to grow at a rate that far
outstrips anything else in the major components of the CPI. While
the overall CPI is up 3.6 percent in the last 12 months, the medical
care component is up 10.5 percent.

In the last 3 months, the overall CPI is up V1oths of a percent, but
medicare is up 8.8 percent.

So it's clear that we have to do something to change the spending
habits of the American public on medical care.

Senator SyMms. We spend this much of our GNP on medical care.
Well, that means that we won't have it to spend on tools and equip-
ment for modernization of plants and so forth. I mean, it's just a
matter of fact that that will be the case.

Mr. FELDSTEIN. I suspect it would come mostly out of other forms of
consumer spending, although to the extent that it's to be financed by
higher taxes, it will have a harmful effect.

Senator Symis. Now I saw Mrs. Heckler on television this morning
and she made reference to a commission that is studying the medicare
problems, where the medicare fund is projected to be bankrupt by-
I forget what year, 1986, 1988, or somewhere along there-that they
were doing another commission report.

Is this a similar commission to the Social Security Commission?
Mr. FELDSTEIN. No. It's a statutory body. There is a commission

that reviews social security as a whole every 4 years. This year, because
the President's commission was dealing with social security, the
Quadrennial Committee decided that it would not look at the general
social security problem, but would focus all of its attention on the
medicare program within social security.

Senator SYMMs. I just have one other question, and I appreciate
that information, back to that medicare problem. I think we do have
a problem and I think a large part of the increased cost of medical
care has been because of the incentive that the consumer of medical
services has had to actually shop for the services or to be involved in
the up-front part of the bill. And I think that if we could increase the
up-front part, and that's why I think the administration's program is
so sound, where you do take care of catastrophic, I hope that we can
be successful to get that through the Congress. And I think that that
will really alleviate a lot of the problem.

Back to the defense spending, to the question of a trillion and a half
dollars in defense spending that Senator Proxmire had. Just to get the
numbers correct here so that there isn't a misunderstanding in our
record. It is true that when President Kennedy was in office, that we
spent about 50 percent of the Federal budget for defense and about
25 percent for welfare.

Isn't that correct? I don't think they used the definition of
welfare-

Mr. FELDSTEIN. That sounds like the right kind of orders of
magnitude.

Senator SYrIs. They called it human services. And then if you
look at the budget today, we're spending about 25 to 28 percent for
defense; is that correct?

Mr. FELDSTEIN. That's about right, yes.
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Senator SyMms. And we're spending right at 50 percent for the
welfare side of the budget.

Mr. FELDSTEIN. I would have thought even more than that. Well,
welfare-I think of all nondefense. All total nondefense is more thantwo-thirds of government outlays.

Senator SyMMs. So it's really a little bit unfair to try to say thatthe defense part of the budget is what's causing the deficits. Now, ofcourse, spending is spending and it may contribute to it. But to tryto lay the blame on that I think does a disservice to the country to have
that misunderstanding.

The big spending tickets are the reason that we have runaway
spending-we automatically increase big portions of the Federal
budget-unless there's a change of the law by Congress. And so far,
Congress has failed to really make drastic or dramatic changes that
have to be done.

And I think it's a responsibility, incidentally, of the administration
to try to lead the country instead of follow it. That's my disappoint-
ment in the social security thing. We had some good suggestions onhow to solve the social security problem without doing damage to theworking taxpayer and the savings rate in the country, and I think
that that will contribute to unemployment, as a matter of fact, justbecause of the increase in the payroll tax.

But it was a matter that then the commission became like they werespeaking right straight out of the ten commandments or something
and that became the word and Washington marched in lockstep, Re-publican and Democrat alike, to pass the Social Security Commission.
And I think that it set a pattern. It cut a pattern from a cloth thatwas at too high of a spending level and now everything else is fallinginto it. And we've seen this disastrous budget that passed the Senate
Budget Committee yesterday, which I think would be an absolute
travesty on the country if that were passed, as far as ever havingeconomic recovery.

I think if we pass that budget and put it into effect, we can promisethe public that they won't get an economic recovery. They will have
a disastrous rerun of high inflation, which will be followed by highinterest rates, which will be followed by even higher numbers of un-employment than we now have.

go I think we do have a lot of work to do on the budget itself beforeanything can be acceptable. Preferable to the budget that passed theSenate Budget Committee, I'd rather not have a budget and have thePresident get the veto pen out and start vetoing everything. As far asI'd be concerned, I think that we could do better for the country thanto do it the other way.
We've just been Joined by Congressman Scheuer from New Yorkand I think he had some questions that he wanted to ask, Mr. Feldstein.
And then as soon as you're through, Jim, we'll adjourn the meeting.
Representative ScmsusER. Thank you, Senator. My name is Congress-man Scheuer, Jim Scheuer, from New York and I'm delighted to behere. I'm the freshman member of the committee and it's a great honor

and privilege to serve.
I have just a few miscellaneous and somewhat unconnected questions,

Mr. Feldstein.



On the second page of your prepared statement, you say that this
isn't to say that inflation is permanently under control. The mainte-
nance of relative price stability is an ongoing task and it's important
to avoid policies that might put appropriate upward pressure on
demand and prices.

When President Reagan was inaugurated, we had about 8 million
unemployed. And now we're up to 11.4 million. I don't think I have
to tell you, you're a sensitive and thoughful man, the cost that this
has exacted from not only in our economy in terms of business failures,
unused productive capacity, but social cost-disillusionment, tragedy,
hardship, alienation, wasted talents, not only of our adults, but of
our young people, our young minority youth, where unemployment is
up to 50 percent.

This period has exacted awful, dreadful, tragic social as well as
economic costs.

One wonders how we are going to achieve some kind of improved
balance between avoiding the policies that might be putting inappro-
priate upward pressure on demand and prices and these very self-
same policies that might substantially improve the employment picture
and put a shot of adrenalin into our economy.

There is the danger that that kind of mix of policies would have
a heating up effect. But still and all, we can't long continue the awful
social costs of 11.4 million Americans being unemployed and 50 per-
cent of urban minority youth being unemployed, with all the psychic
loss that that involves.

How does the administration propose to meet this? When do you
think that we are going to be back to 8 million unemployed, which
would be a vast improvement over where we are, almost a 50-percent
reduction in present unemployed. And when do you think that we'll be
back to the old frictional unemployment that we had several decades
ago, what the economists used to call the 3-percent unemployment was
frictional unemployment. That was more or less full employment.

Can you give us some targets as to when we'll be back to the 8-per-
cent figure that President Reagan inherited when he took office? And
then another target perhaps for the optimum goal of frictional unem-
ployment in the neighborhood of 3 or 4 percent. And what other com-
bination of factors, what is the mix going to be that is going to help us
crank up this sick and ailing. economy without the overheating that is
going to destroy the very laudible progress that we have made in
reducing inflation and reducing interest rates?

Mr. FELDSrEIN. Well, I'm relatively optimistic. I put that caution-
ing note in my prepared statement, but I do believe that we now are
embarked on a policy course.

Representative SCHETJER. It did have a chilling effect.
Mr. FELDSTEIN. Well, I think it's important to remind ourselves that

the dramatic progress that we see on this chart here in inflation in the
last few years doesn't take care of itself, that we have to be mindful of
it and pursue policies that will not reverse it.

But those policies are consistent with the continuing fall in unem-
ployment, the continuing rise in employment over the years ahead. I
think starting from our current position, we can expect that there will
be about 2 million more people working in the beginning of next year
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than there were in the beginning of this year. And that by the begin-
ning of 1985, there will be about 5 million more people working than
there were in the beginning of 1983.

Representative SCHEUER. So you think in the beginning of 1985,
we'll be down to less than 7 million unemployed.

Mr. FELDSTEIN. No, because the labor force is also growing at the
same time.

Representative SCHEUER. I see.
Mr. FELDSTEIN. I'll have to send in a written answer on the question

of when we would expect to have an 8 million unemployment level.
Representative SCHEUER. And there also, when do you expect that

we're going to hit frictional unemployment?
Mr. FELDSTEIN. Well, I think the issue of frictional unemployment

and the problem of youth unemployment-
Representative SCHEUER. Is that the great desiderata?
Mr. FELDSTEIN. Absolutely. And I think it's closely related to the

problem of youth unemployment and particularly minority youth
unemployment that you referred to.

Representative SCHEUER. Yes.
Mr. FELDSTEIN. Because what we've seen is that level of-call it

frictional unemployment, call it full employment-the new word is
structural unemployment. Whatever you want to call it, that level has
been drifting upward over time. And that's in part due to changing
demographics, with more young people entering the labor force. It's
in part due to other factors.

But nothing changes the fact that we are not going to be able to
bring the unemployment rate back down to something like 3 percent
without doing major changes in the adverse incentives and impedi-
ments that keep rates so high for groups like minority youth.

Representative SCHEUER. Mr. Feldstein, you use frictional unem-
ployment interchangeably with structural unemployment. To me,
they're two different things. Structural unemployment-frictional un-
employment is full employment, except for people who are changing
jobs. Structural unemployment implies the existence of the group,
who, no matter to what degree our economy reaches full employment,
are cut out of it.

Mr. FELDSTEIN. OK.
Representative SCHEUER. And are systematically, endemically un-

employed, presumably because they don't have the skills, the reading,
writing, counting, and other skills that an increasingly sophisticated
job market requires.

Mr. FELDSTEIN. Exactly, and that was the group that I was going
to try to address.

Representative ScHEuER. Yes.
Mr. FELDSTEIN. The minority youth and others who lack those skills.

And I think there, the recovery, in itself, helps them, but won't get
their levels down to what we need to eliminate that source of struc-
tural unemployment.

Representative SCHIEUER. What specific programs does this admin-
istration have or what specific programs do you advocate to reach this
growing undergroup in our society that has to be troublesome to any-
body who-
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Mr. FELDSTEIN. I absolutely agree with you. There are three prin-
cipal programs aimed at dealing with that problem. The first, that's
already been legislated, is the Job Training Partnership Act. That
will provide-I can't remember the exact amount-but a very sub-
stantial amount of funds, more than $2 billion, which will focus on
providing job-related skills for the disadvantaged, particularly for
young people. I think that's very important and from what I've heard
from people who have been engaged in planning for it and the people
in the private sector who are part of those who will implement it,
they're very enthusiastic about the prospects of having something that
will actually provide useful training for this group.

A second thing that's been done and that seems to be very little
known is a special jobs tax credit for disadvantaged youth, I believe
limited to the summertime, when an employer can get a tax credit
equal to 85 percent of what the young person is paid. It makes them
-virtually free to the employer and provides a very substantial incen-
tive to take these people and give them a chance to get some experience,
get a little bit of on-the-job training, build up an attendance record, if
nothing more.

The third thing that's still in the legislative proposal stage is a
change for summer months in the minimum wage that would allow
young people to be paid 75 percent of the minimum wage during the
summer months, again to give them a chance to get a job, to get some
experience, to get known by an employer.

I think if we pursue those kinds of things, we have a chance of
dealing with that structural problem.

Representative SCHEUIER. Well, I think that those are very laudable
programs. I take it that the tax credit, the 85 percent tax credit, is a
summer program.

Mr. FELDSTEIN. It's a summer program.
Representative ScHEuER. And it has some job skills training.
Mr. FELDSTEIN. It doesn't specifically call for it, but the idea is,

indeed-for the most disadvantaged, getting employed, having the
basic skills that come from coming in every day and working as part
of a work organization is in itself a form of job training.

Representative SCHEUER. I agree with you and that is absolutely
the approach that we have to take. For some reason or another, the
school system, and I'm not pointing the finger of blame, but when the
school system and this new generation of kids have interacted, there
has been sort of a negative critical mass. The system has turned the
kids off. They haven't acquired reading, writing, and counting or
deportment or behavior skills at school. And maybe we have to provide
those at the work place. We ought to at least give it a good try.

Now, I'm trying extremely hard to overcome my innate modesty,
but a decade ago, there was a program called the Nelson-Scheuer pro-
gram on the Senate side-it was called the Scheuer-Nelson program
on the House side. This was a work-study program aimed just at this
group, at young people without high school diplomas, without literacy
skills. And at that time it was mostly in public service jobs-aides,
police aides, housing aides, school aides, health aides, and the like.
And it was extraordinarily effective.
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The young people received training on a release time basis. It was
an effective work-study program. We started young people out as
hospital aides and hospital attendants and they worked up to licensed
practical nurses and registered nurses and got them on the track.
Many of those people are making $25,000 and $30,000 a year and more.

I wonder whether it might not be a good idea to think about first
extending this program to more than just the summer months-it
looks like sort of an ad hoc, not very serious thing when it's just for
the summer-and having a major input of on-the-job training to teach
these kids, to "loin 'em" what they haven't learned in school. And I'm
not saying whose fault it is. There's been some failure of interaction.
Something about that institutional structure of the public education
system turned a lot of these kids off.

Mr. FELDSTEIN. Well, that is, of course, what the Job Training
Partnership Act does. It does provide something that is not just lim-
ited and that does have prospects for either in-plant training or in a
vocational classroom setting.

Representative SCHEtTER. At the place of employment.
Mr. FELDSTEIN. It could be at the place of employment. It could be

at a school that teaches auto mechanic skills or typing skills or what-
ever may be appropriate.

Representative SCHEUER. Right. If that looks to be successful,
would you be in favor of expanding that program on a cost-benefit
basis, if it can bring these kids out of their status of structural unem-
ployment into the mainstream, into the job market?

Mr. FELDSTEIN. I certainly would be favorably disposed to looking
at it if we saw that kind of success.

Representative SCHEUIER. Well, it's a worthwhile and a useful pro-
gram on a very, very, very small scale. But if it's looked upon as a sort
of pilot program and if we analyze it and try to determine which are
the elements that seem to be producing success and which are the ele-
ments that seem to be producing failure and try and enhance those
elements that are working and cut out the elements that aren't work-
ing very well, if we look at it as a research and demonstration pro-
gram. I would think in a couple of years, we would have the data
really to make a massive impact on this terribly critically important
problem of our country of the structurally unemployed. This under-
class in our society who have to feel, from their inability to find work.
that society is disinterested in them, that has no place for them, and
the resentment and the bitterness and the alienation that that pro-
duces. For a young man or woman in their teens, their late teens or
twenties, who have persistently been unable to find employment, it is
a ticking time bomb in our society.

I can't think of any more important high priority target for us to
address ourselves to than giving every single American young man
and woman the skills and the attitude, the enthusiasm and the con-
fidence that they can make it, that will enable them to make it in our
society.

Mr. FELDSTEIN. I agree with you very much, sir. I suspect that if
you went out and you asked either businesses in your congressional
district or you asked unemployed young people in your congressional
district, that virtually none of them would know about the special tax
credit.
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I think that it's very important to get that information out to them
so that they can take advantage of this program, which doesn't limit
the number of eligible people, doesn't limit the kinds of jobs they do,
but, in effect, allows an employer to pay them at very little cost to
himself so that he can invest in their training. so that they can spend
time watching more experienced employees. He can take a chance on
hiring someone without an employment record.

Representative ScEmErm. Very good. Mr. Feldstein, you mentioned
in a colloquy, I think it was with Senator Proxmire, how high an
importance you put on encouraging savings. He agreed with you and
I agree with you. Do you have any particular combination of meas-
ures in mind that would encourage savings in the specific narrow
areas that would help make our economy productive and would help
make American corporations able to compete in global competition?

And I mean specifically in research and demonstration projects, in
more research. Our rate of research is far less than what it should
be and far less a percentage than other countries seem to be able to
encourage. And investment in new plant and equipment.

It's no source of wonder to anybody who has observed what the
steel industry has been doing for the last generation and a half, that
they're not able to compete today in global trade. They've been buy-
ing oil companies and buying international conglomerates. They've
invested their cash flow in things other than the steel business. They've
eaten into capital, as far as steel production facilities are concerned.
They have disinvested almost every year for the last three or four
decades.

And now that they're unable to compete, they come to Congress
and they want to be enshrouded in a cacoon of protection-quotas
and tariffs and all of that-to protect themselves from a situation
that is of their own devising, just damned poor corporate decision-
making.

What can you suggest or what does this administration have in
mind in terms of measures that would encourage, provide an incen-
tive for more investment in research and more investment in new
plant and equipment?

Mr. FELDSTEIN. Well, as Senator Proxmire said, the administration
in 1981 worked with Congress to enact changes in the tax laws which
were designed to increase very substantially the rate of savings and
the amount of investment in plant and equipment and in R&D. I think
that those legislative changes were really extremely important and
over the long term will be very, very helpful.

The Individual Retirement Accounts, the exclusion of 15 percent of
interest income, and other changes will have the effect of increasing
substantially the incentives of households to save. In addition to that,
the changes that were made in depreciation schedules and the special
provisions for additional favorable treatment of R&D expenditures
in the corporate tax, I think, will be a positive step in directing a
larger share of our capital in that direction.

I think the critical thing that has to be borne in mind now if we're
to have a higher rate of investment is getting the deficits down. If we
have large deficits, then the increased savings will simply be absorbed
in financing more government debt rather than in financing more
private capital.
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Representative SCHEUER. Thank you very much, Mr. Feldstein.
Thank you, Senator Symms.

Senator SyxMs. Thank you very much, Congressman. Excellent
questions and I appreciate you getting here and making our record
better.

Mr. Feldstein, thank you very much. You have been very patient
and have stayed with us all morning. We thank you very much and
hope that you can continue to come back with CPI reports like the one
you have today. I think, in the long run, if we can accomplish that,
that we might be able to sustain, if we could sustain noninflationary
growth, I think then we'll be able to sustain lower unemployment
numbers at a permanent level. And I look forward to seeing that date
come sometime. Thank you.

Mr. FELDSTEIN. Thank you very much.
Senator SYMMS. The committee stands adjourned.
[Whereupon, at 11:45 a.m., the committee adjourned, subject to the

call of the Chair.]
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