35)

THE 1967 ECONOMIC REPORT
OF THE PRESIDENT

HEARINGS

BEFORE THE

JOINT ECONOMIC COMMITTEE
CONGRESS OF THE UNITED STATES

NINETIETH CONGRESS
FIRST SESSION

FEBRUARY 2, 3, AND 6, 1967

PART 1

Printed for the use of tl{e Joint Economic Committee

AN
Uéu

U.S. GOVERNMENT PRINTING OFFICE
75-314 WASHINGTON : 1967

For sale by the Superintendent of Documents, U.8. Government Printing Office
‘Washington, D.C. 20402 - Price 60 cents




JOINT ECONOMIC COMMITTEE
[Created pursuant to sec. 5(a) of Public Law 304, 79th Cong.]

WILLIAM PROXMIRE, Wisconsin, Chairman
WRIGHT PATMAN, Texas, Vice Chairman

SENATE HOUSE OF REPRESENTATIVES
JOHN SPARKMAN, Alabama RICHARD BOLLING, Missouri
J. W. FULBRIGHT, Arkansas _ HALB, BOGGS, Louisiana
HERMAN E. TALMADGE, Georgia " 7 HENRY S. REUSS, Wisconsin
STUART SYMINGTON, Missouri MARTHA W. GRIFFITHS, Michigan
ABRAHAM RIBICOFF, Connecticut WILLIAM 8. MOORHEAD, Pennsylvania
JACOB K. JAVITS, New York . THOMAS B. CURTIS, Missouri
JACK MILLER, Iowa WILLIAM B. WIDNALL, New Jersey
LEN B. JORDAN, Idaho DONALD RUMSFELD, Illinois
CHARLES H. PERCY, Illinois ‘W. BE. BROCK 3p, Tennessee

JoHN R. STARK, Bxecutive Director
JaMES W, KNOWLES, Director of Research

ECONOMISTS

WiLLiaM H. MoORB GrorGE R. IDEN
JoEN B. HENDERSON DANIEL J. EDWARDS
DoNALD A. WEBSTER (Minority)
I



CONTENTS

STATEMENTS

FEBRUARY 2, 1967

Ackley, Hon. Gardner, Chairman, Council of Economic Advisers; accompa-
nied by Arthur M. Okun, and James S. Duesenberry, members._ . _....

FEBRUARY 3, 1967

Schultze, Hon. Charles L., Director, Bureau of the Budget, accompanied
by Samuel M. Cohn, Assistant Director for Budget Review_____.______

FEBRUARY 6, 1967

Fowler, Hon. Henry H., Secretary of the Treasury; accompanied by Joseph
W. Barr, Under Secretary; Frederick L. Deming, Under Secretary for
Monetary Affairs; Stanley S. Surrey, Assistant Secretary; and Robert A.
Wallace, Assistant Secretary_ . __________________________ ...

Supplementary statement. . __ . __ . e aan

EXHIBITS AND ADDITIONAL INFORMATION

Bureau of the Budget:
Table 1. Budget totals, fiscal years 1966, 1967, 1968_ ___ . _____.__.___
Table 2. Administrative budget expenditures, fiscal years 1966, 1967,

1068 e

TablggéSCivilian administrative budget expenditures, fiscal years
1966-68 . . _ e eaceas

Addendum: Program highlights of the 1968 budget________._____.__._

Table: Price index changes during comparable Korea and Vietnam
periods, in response to request of Senator Jordan_ . _._.___________

“Strengthening Head Start,” portion of Presidential message to
Congress on America’s children and youth, submitted for record by
Bureau of Budget in response to request of Senator Percy__ __._._

MDTA program level for 1967; information supplied at the request of
Representative Reuss. _ _ .. .. ______________

Council of Economic Advisers:

Table: Adult and teenage unemployment rates and teenage civilian
labor force, 1951-66, supplied by CEA in response to request of
Representative Widnall___________________________________.__.

Report setting forth the Committee on Labor-Management Policy
views on the price-wage guideposts, in response to request of
Representative Reuss_ . . __

Memorandum from CEA analyzing article by Frank M. Le Roux,
1961 through 1965—The Farmer’s Worst 5 Years,” submitted at
request of Senator Jordan_ _ ________._______________________.__

Material submitted relating to net farm income, submitted to enlarge
Council’s response to questioning by Chairman Proxmire

1'age

64

145
158

67
69
70

72

89

103

132

23

75

42
56



v CONTENTS

Treasury Department:
Vietnam costs and French gold purchases, material submitted in
response to questioning of Representative Reuss________________
Table relating to gold stock, in response to request of Senator Miller.. -
In{\o{l:rﬁlation relating to central bank holdings, requested by Senator
er e
‘Table: Gold and dollar holdings of selective foreign countries, date
of peak dollar holdings since 1958, and November 30, 1966, in
response to request of Senator Symington______________________
Table: U.S. trade surplus, requested by Senator Symington..___.__
Table: Estimated effect on fiscal year receipts (administrative budget)
of tax changes since 1962, responding to Representative Moorhead__
Response to questions by Senator Miller__ _ . ____________________
Brock, Representative W. E.:
“Federal Budget Trends,” report prepared by Federal Reserve Bank
of St. Louis, January 3%, 1967 _ . _ __ ___________________________
“More Interest Equalization,” editorial from the Washington Post,
February 4, 1967 _ _ _ _ ___ o
Curtis, Representative Thomas B.:
“It’s Time for an Honest Accounting,” reprinted from Wall Street
Journal, February 3, 1967 _ _ __ _______ L ____._._
Administrative budget receipts and expenditures: Miscellaneous
tables and chargs from the Budget of the U.S. Government, 1965-68_
“The Federal Budget Needs Reform,” article by Maurice H. Stans,
reprinted from the Journal of Accountaney ____________________
“Federal Expenditures—Goals and Priorities,” by Maurice H. Stans,
reprinted from Tax Foundations Tax Review, December 1966_____
Javits, Senator Jacob K.:
Opening statement on behalf of minority. . _____________________
Jordan, Senator Len B.:
“KExperts’ Forecast of Economic Outlook for 1967,” reprinted from
Congressional Record, January 25, 1967__ ______________________
Memorandum from CEA analyzing article by Frank M. LeRoux____
Table: Price index changes during comparable Korea and Vietnam
) periods; submitted by Bureau of the Budget_________.______.____
Miller, Senator Jack: . :
Table relating to gold stock, submitted by Treasury Department____
Information relating to central bank holdings, submitted by Treasury
Department._ _ _ e
Questions submitted to Secretary Fowler and responses thereto_.___._
Moorhead, Representative William S.:
Table: Estimated effect on fiscal year receipts (administrative budget)
of tax changes since 1962, submitted by Treasury Department..__
Percy, Senator Charles H.:
“Strengthening Headstart,”” reprinted from President’s message on
America’s children and youth, February 8, 1967________________
Proxmire, Senator William, chairman of the Joint Economic Committee:
Opening remarks_ . . _ . e
Announcement of hearings______________________ o _______
Material submitted by CEA relating to net farm income._._._.__._____
Reuss, Representative Henry S.:
Report setting forth the Committee on Labor-Management Policy
views on the price-wage guideposts, submitted by CEA___________
Table: Industries with above-average rate of productivity growth,
reprinted from part 1, hearings, 1966 JEC Economic Report_._._.
MDTA program level for 1967, information supplied by Bureau of
the Budget _ _ - oo cmmmmmmmmms
Vietnam costs and French gold purchases, material supplied by
Treasury Department___________________ .
“Other Issues of Tax Coordination,” excerpt from 1967 Annual
Report of Council of Economic Advisers________ ...

Page
192
196
197
205
206
210
229
107

213

57
58
114
122

29

89
196
197
229
210

103

56

25
27
132
192
194




CONTENTS

Symington, Senator Stuart:

Table: Gold and dollar holdings of selected foreign countries, date
of peak dollar holdings since 1958, and November 30, 1966, sub-
mitted by Treasury Department___ __ oo

Table: U.S. trade surplus, submitted by Treasury Department._____

Widnall, Representative William B.:

Table: Adult and teenage unemployment rates and teenage civilian
labor force, 1951-66, submitted by CEA_____________ . ___.._.-.

Minority views, excerpted from 1966 Report of the Joint Economic
Committee, March 17, 1966 _ _ _ _ . o eeceeman

CHARTS

Errors in deficit estimates, 1957-60, 1961-63, and 1964-67___________.___
Revenues: Original estimates compared with actuals________________.._
Consumer price increases in selected countries, 1965 to 1966. _ _ __..._____
Annual rate of cost~of-living increase._ _ __________ . ________--_
GNP growth and price comparisons, 195560, 1960-65, and 1960-66___._
U.8. price movements—Selected 18-month periods.. .. ____._..__.__-
Deficits and surpluses (with and without Vietnam programs)._.__________

Page
205
206

23
170

208
209
219
220
220
221
225



THE 1967 ECONOMIC REPORT OF THE PRESIDENT

THURSDAY, FEBRUARY 2, 1967

CoNGRESs OF THE UNITED STATES,
Joixt Economic COMMITTEE,
Washington, D.C.

The joint committee met at 10:10 a.m., pursuant to call, in room
S-298, the Capitol, Hon. William Proxmire (chairman of the joint
committee) presiding.

Present: gena,tors Proxmire, Talmadge, Ribicoff, Javits, Jordan of
Idaho, and Percy; and Representatives Reuss, Moorhead, Widnall,
Rumsfeld, and Brock.

Also present: John R. Stark, executive director; James W.EKnowles,
director of research ; and Donald A. Webster, minority economist.

Chairman ProxmirRe. The meeting will come to order.

This is the first meeting of the Joint Economic Committee of the
90th Congress and I Wouri% like first to welcome our new members. I
think we are fortunate in getting the quality and caliber as well as
the number of new members. The Joint Economic Committee has been
expanded from 16 to 20 and we have some of the outstanding Members
of the Congress, in many cases recognized as such throughout the
country, as new members of this committee. Some of them are not
here. I am going to mention their names even though they are not
here. Senator Symington had to be in Armed Services Committee
this morning. They are holding hearings on the Air Force and, of
course, he is the outstanding expert in the Senate in this area.

Senator Percy, I believe, will be here later. He has been momen-
tarily delayed. Other new members of the Joint Economic Committee
are here: Senator Ribicoff, Congressman Moorhead, Congressman
Rumsfeld, and Congressman Brock.

T would like to note that the staff of the Joint Economic Committee
has prepared under Wright Patman, our eminent vice chairman, a 10-

vear projection of our economy which tries to explore its potential and

" some of the problems that can be expected over the next decade. 1t

will be officially released tomorrow morning, Friday, February 3. I
will not attempt to prerelease it here other than to say the problems
set, forth in the study do not offer any promise that the Joint Economic
Committee’s load will be lightened over the course of the future.
One other item I Woulg

which appears on the desk of each member of the committee. It was
compiled and prepared by our Joint Economic Committee staff to pro-
vide factual information on the economy and the subject of our cur-
rent inquiry. It also contains at the end of each section questions
which were suggested to the staff in reading the Economic Report of

1

like to call attention to, a “Fact Book”
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the President and the Annual Report of the Council of Fconomie Ad-
visers, and in considering the present state of the economy.

I believe it would be advisable to insert at this point in the record
the press releases announcing these hearings including the witnesses
who will appear.

CONGRESS OF THE UNITED STATES JOINT EcoNoMIc COMMITTEE

SENATOR WILLIAM PROXMIRE ANNOUNCES HEARINGS ON THE 1967 ECONOMIC REPORT
OF THE PRESIDENT

Senator William Proxmire (D., Wis.), Chairman of the Joint Economic Com-
mittee, today announced that early in February seven Government officials
would testify before the Joint Economic Committee on the President’s 1967
Economic Report. The committee is charged by law with the responsibility for
reviewing the President’s Economic Report and submitting to the Congress its
own evaluation of that Report, along with recommendations for maintaining
maximum employment and economic growth.

The hearings will be held in Room S-228 (Old Supreme Court Chamber) of
the Capitol. © The witnesses are as follows :

Thursday, February 2—10:00 a.m.

Council of Economic Advisers :
Gardner Ackley, Chairman.
James 8. Duesenberry, Member.
Arthur M. Okun, Member.
Friday, February 3—10:00 a.m.
The 1968 Budget. .
Charles L. Schultze, Director, Bureau of the Budget.
Monday, February 6-—10:00 a.m.
Henry H. Fowler, Secretary of the Treasury.
Tuesday, February 7—10:00 a.n.

Alexander B. Trowbridge, Acting Secretary of Commerce.
Tuesday, February 7—2:00 p.m. .

W. Willard Wirtz, Secretary of Labor.

Wednesday, February 8—10:00 a.m.

John W. Garduner, Secretary of Health, Education, and Welfare.
Thursday, February 9—10:00 a.m.

William McChesney Martin, Chairman of the Board of Governors of the
Federal Reserve System. -

Senator Proxmire indicated that several additional days of hearings would
be held after the Lincoln Birthday recess to hear the views of other invited
witnesses on the subject of the economy and the President’s recommendations.
These will be announced later.

I am also happy not only to welcome our new members but to wel-
come the extremely competent and able Chairman of the Council of -
Economic Advisers, recognized not only in economic circles but
throughout the country as a man of great ability, and a man who has
contributed immeasurably to our economy. )

We are very grateful to you, Chairman Ackley, for your brief

~ statement. This is the most concise and to the point statement that

has been delivered to this committee not only by the Council, but by
any other group or single witness in my knowledge. We welcome you.
We will have a number of questions to ask and even though all
the members of the committee are not here at this time, I know others
will be coming in later.
I would like now to yield to the senior Republican, Senator Javits,
who I understand has a statement.
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OPENING STATEMENT OF HON. JACOB K. JAVITS, A U.S. SENATOR
FROM THE STATE OF NEW YORK, ON BEHALF OF THE MINORITY

Senator Javirs. Thank you very much, Mr. Chairman. I make this
statement on behalf of the minority members of the Joint Economic
Committee in place of Congressman Curtis, who under our practice
is this time the ranking minority member, and who today must neces-
sarily be at the Ways and Means Committee meeting.

In the coming year the economy must walk a tightrope to avoid
falling into a recession, on the one side, or more serious inflation on
the other. This precarious balancing act has been precipitated by
the administration’s day-to-day policymaking by expediency in 1966.

Through fancy fiscal and budgetary footwork, the administration
last year made it appear that it was working to slow down the steep
climb in consumer prices and restrain the excessive growth in aggre-
gate demand. It speeded up tax collections, rescinded excise tax cuts,
sold $3.9 billion o? participation certificates, made unusually large
profits on seigniorage, suspended the investment tax credit and-ac-
celerated depreciation on buildings and promised substantial cuts in
spending which have never been documented. All these devices were
employed to obscure the Government’s inflationary impact on the
economy. As if this were not enough, the administration’s military
spending estimates were based on the untenable assumption that the
Vietnam war would end this summer. The result was a $10 billion
underestimate in defense spending.

With restraint lacking on the fiscal side, either from genuine spend-
ing cuts or a modest tax increase early in the year, monetary policy
necessarily was drawn in to fill the vacuum. The tight money policy
followed by the Federal Reserve was accentuated by the administra-
tion’s own policy of accelerating tax payments and selling participa-
tion certificates. ,

The results of the administration’s overall economic policy were
predictable. The boom rolled on, prices increased sharply, the econ-
omy suffered from the highest interest rates in 40 years, a near finan-
cial panic occurred in the late summer, the residential construction
industry fell into recession and the trade surplus shrank dramatically.

The imbalances that the administration’s unbalanced policies built
into the economy last year are likely to be more damaging and more
general this year. The outlook now is for inflationary pressures from
the cost side, a rash of serions lahor disputes, a marked slowing, or
possibly a downturn, in business activity, the danger of an increase in
unemployment, some worsening in the balance of payments, and aggra-
vation of the cost-price squeeze on agriculture.

Neither in its budget nor its economic message does the administra-
tion demonstrate that it is prepared to meet the challenges arising from
its mismanagement of policy last year. Can the admmistration dem-
onstrate that it has improved its forecasting techniques, or the reli-
ability of its budgetary estimates or the coordination of policy between
the Pentagon and the economic policymakers? We are asked to be-
lieve that the administration’s policy prescriptions for the coming year
are designed with precision to save the economy from the Scylla of
inflation and the Charybdis of recession. As a matter of fact, it looks
as though we may be heading for both at the same time.
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Yet, the administration’s approach to our economic dilemmas is un-
promising from the start. Its request for a 6-percent tax surcharge
1s based on the assumption that economic activity will slow in the first
half of the year but resume a strong rise in the second half, with 4 per-
cent real growth for the year as a whole. )

The opinion of many private economists is that real growth will
total much less than 4 percent and that the pattern of the advance
. will be just the opposite to that predicted by the administration.
Many private economists believe that activity will continue its rise
in the first half of the year, and then level off in the second half as
suspension of the investment tax credit discourages business spending
and as defense outlays, hopefully, taper off.

Even more to the point, the tax increase seems solely designed to
offset the inflationary impact of the large increase in social security
benefits requested by the administration. Since some increase in social
security benefits is likely to be passed by the Congress, while the fate
of the tax surcharge is in doubt, the budget could well be more expan-
sionary than already planned.

If fiscal policy is expansionary—even with a tax increase—how does
the administration hope to stop inflation? It accepts the likelihood
that wage settlements will exceed the guideposts this year, as they did
in 1966. In fact, settlements could well exceed the 5 percent pattern
of advance recorded last year, in spite of the administration’s plea
that labor not try to compensate for all of the increase in prices.

Business is supposed to provide the first line of defense against in-
flation by absorbing cost increases and shaving profit margins. But
consider the current and prospective pressures on profit margins.
With the growth of sales slowing down, there will be little or no in-
crease in pretax profits this year, and profits in the fourth quarter of
1966 already appear somewhat disappointing. Business also has lost
the investment tax credit and accelerated depreciation in buildings; it
is paying higher payroll taxes for social security this year, and major
boosts are in store next year; the President has asked for further ac-
celerated taxpayments on top of a corporate tax increase; and finally
there is an 11-percent increase in the minimum wage this year.

Is it realistic to hope that business can absorb further cost increases?
With business spending for plant and equipment already weakening,
too great a squeeze on profits could lead to a capital goods recession
that could spread throughout the entire economy.

The following other contradictions in the administration’s policies
should be noted:

First,. the administration believes that interest rates should be
lowered in order to correct the distortions and imbalances which arose
- from its high interest rate policy of last year. Yet based on conserva-
tive estimates, it proposes $9.4 billion in regular Treasury borrowing,
net agency borrowing, and participation sales. The result of these
Federal activities in the financial markets will make it difficult, if not
impossible, to lower interest rates by any meaningful amount.

Second, if the administration is successful in reducing interest rates,
it is likely to create a further deterioration in our balance of payments
this year in the absence of a sounder fiscal policy. The administra-
tion’s goal to lower interest rates, while desirable on domestic grounds,
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poses the risk of a massive outflow of funds that could create a balance-
of-payments deficit of crisis proportions.

I conclude as follows:

A complete turnabout in the design and execution of economic policy
is mandatory for the coming year to avoid the near-crisis conditions
the administration imposed on the economy in 1966. Last year Gov-
ernment policy was the chief source of uncertainty and instability in
the economy.

Policy should be designed to meet current problems while encourag-
ing a balanced economic future, instead of designed to weather today’s
problems with no thought of tomorrow’s. Policy should be based
upon economic, not political, considerations. Finally, policy should
be planned with the explicit recognition that we cannot know all the
answers. Present forecasting techniques do not allow us to make the
decisions having their impact many months in the future. Flexibility
is required, not increased “uncontrollable” expenditure commitments
or heavyhanded revenue measures with uncertain effects.

During the hearing on the President’s Economic Report, we in the
minority hope to obtain the answers to many questions which have
created an undeniable sense of uneasiness in the Congress and among
the public. After considering the testimony to be presented at these
hearings, we will present in more detail our views on the appropriate
course of economic policy in 1967 in the minority section of the Joint
Economic Committee’s annual report. .

Mr. Chairman, I agree with the sentiments contained in the state-
ment of the minority members of the Joint Economic Committee, but
would like to make the following supplementary points:

It is clearly evident from the President’s Economic Report that all
the administration’s incantations and all its economic sleight-of-hand
were unable to keep some old-fashioned chickens from coming home
to roost.

The administration has failed to take the fiscal measures needed to
bring inflation under control in 1966 and now it is forced to admit that
the economy may slow down this year while inflation will remain a
serious problem. I am very disturbed by one evidence of this slow-
down, the cutback announced in the automobile industry.

In my judgment—and this is the critical point we all noted—at the
moment, the administration has failed to present a convincing case
for the 6-percent tax surcharge. I will withhold my support until
I have the opportunity to consider the testimony of the administration
witnesses and other experts during these hearings and also, and very
importantly, to gage the state of the economy in the next 60 to 90 days.
I urge my colleagues to do the same. I feel, Mr. Chairman, that we
should consider the evidence we receive in the next 60 or 90 days before
we decide whether a tax surcharge is called for to prevent a recession
or whether it is really essential to deal with the deficit and inflation.

Just one or two other points. First, I note that last year the
President’s report made specific reference to the wage-price guideposts
of the Council of Economic Advisers, and the President specifically
endorsed them, stating that “it is vitally important that labor and
industry follow these guideposts.”

This year, the President’s Report makes no mention at all of the
guideposts, but instead confines itself to vague generalities, such as:
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Restoring price stability is one of our major tasks. But even as to
these, no specific program is endorsed by the President—and, in fact,
he acknowledges that the price stability will not be restored in 1967,

The Council of Economic Advisers’ report, on the other hand,
devotes 75 pages to the subject of wage-price policies, and the entire
discussion is built upon the concept of the guideposts. The Council
recommends no changes in the guideposts based upon our recent exper-
iences, even while the Council acknowledges that wages and prices
in 1967 will inevitably reflect, and make some allowance for, the cost
inflation we have been experiencing. In short, the Council adheres
to its guideposts but gives us no reason to expect that labor or manage-
{nent‘, will adhere to the guideposts this year any more than they did

ast year.

So it is no wonder that the President himself ignored the guideposts
altogether : labor and management are already ignoring them—indeed
everyone is ignoring them but the Council of Kconomic Advisers.

Perhaps it is time to acknowledge frankly that the guideposts are
not—and never were—anti-inflationary weapons, but rather only storm
signals indicating that we should use them.

Second, I note that last year’s Economic Report of the President
contained a broad section on labor and management, including recom-
mendations for changes in our labor laws. This year’s Report is com-
pletely devoid of any such recommendations. ~Yet there is strong
sentiment in the Senate and in the Congress for some means to deal
with national emergency strikes. The Senate three times passed a
request to the administration to deal with that.

Finally, as I have strongly supported the 30-year-old U.S. policy of
liberalizing world trade—I have emphasized the negative so far in
any personal views—I express my gratification for the President’s
call for maximum use of the authority granted under the Trade Ex-
pansion Act during the Kennedy round, by his call for a continuing
liberal trade policy, and by his courage in respect of dealing with
watch movements and plate glass in order to show that he is trying to
practice what he preaches.

We have gained a lot from liberal trade in the last three decades
and I feel deeply we must continue.

Thank you.

Chairman Proxmire. Thank you, Senator Javits. Before you be-
gin, Mr Ackley, I would like to commend you on your Economic
Report. 1t is, I think, a very competent job and one that provides
understanding to me and I might say that for all members of the
committee, especially new members, as I understand it, this is your
principal statement and one of the reasons why you make such a
concise statement to us this morning is that you have gone on record—
1t has been available to members of this committee for more than a
week now with the fundamental statement which appears in the
Economic Report.

Mr. Ackley, you may proceed.
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STATEMENT OF GARDNER ACKLEY, CHAIRMAN, COUNCIL OF ECO-
NOMIC ADVISERS; ACCOMPANIED BY ARTHUR M. OKUN AND
JAMES S. DUESENBERRY, MEMBERS OF THE COUNCIL OF ECO-
NOMIC ADVISERS

Mr. Acgrey. Mr. Chairman, it is always a pleasure for members
of the Council of Lconomic Advisers to appear before this distin-
guished committee. As we have noted many times, we feel a family
relationship since both your committee and our Counctl were created
by the same act of Congress.

Therefore, I feel I can take the liberty of joining you in welcom-
ing the new members of the committee. I am sure it will be a pleasure
to participate with them in this hearing.

May I also say, Mr. Chairman, that we are greatly pleased to ap-
pear under your chairmanship here today.

As you have noted, Mr. Chairman, swve have a rather brief statement
this morning and the reasons for it are as you suggested ; namely, that
we do feel we have presented our views rather fully in our own Re-
port which you have had for a week or 10 days. But, I will take just
a few minutes to summarize the major threads of this year’s Report
of the President and of the Council. First, the economy, it seems to
us, is in a basically sound and healthy condition and we expect it to
stay that way throughout 1967. We see an advance of gross national
Eroduct this year by about $47 billion to the neighborhood of $787

illion.

This would be a smaller gain than last year’s, and appropriately so.
The real growth would be about in line with the increase in the econ-
omy’s potential. We expect the advance to be somewhat slower in
the first part of the year, speeding up later on.

Second, it is clear that we face significant economic problems. The
principal ones are clearly presented in the President’s Report. Prices
have risen more than we would like, and will rise again in 1967, al-
though by less. Our balance of payments still shows a troublesome
deficit at least on the liquidity basis. Our housing industry is de-
pressed as the result of last year’s tight money and high interest rates.
And despite the general prosperity, too many of our citizens are left
behind by economic progress. None of these problems will be easily
resolved, but we expect to make progress on all of them in 1967.

* Third, because we already enjoy a high rate of utilization of our
productive resources, the economy cannot be expected to expand at as
rapid a pace this year as it has expanded over the past 6 years. Dur-
ing that period we have been absorbing idle or underutilized resources
into productive use. Last year, for example, an extra $10 billion of
output came from reducing unemployment, converting part-time into
full-time jobs, and attracting previously discouraged workers into the
labor force. We expect no such bonus this year. But this is not bad
news; on the contrary, it is welcome evidence of how far we have
come in recent years. Further reduction of unemployment is feasible
in the longer run. But the rate of progress will depend on the success
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of our manpower training programs and on an improvement in the
operation of our labor markets.

Fourth, designing economic policy is more challenging in today’s
high-level economy than in an economy with an abundance of under-
utilized resources. In a slack economy, the appropriate policy is to
stimulate an expansion of total demand at a faster rate than total
productive capacity is growing. A high-level economy has to track a
narrower path—mnot, however, a tightrope, Mr. Chairman. Nor can
I quite understand a tightrope off which one can fall in both directions
at the same time.

There are stabilizing forces in our economy which help to keep it
on an even keel. But timely adjustments of policy are also necessary
to promote a steady rate of growth. Too slow an expansion of de-
mand would result in economic waste and human suffering. Too fast
an expansion would build up inflationary pressures. To keep the
economy moving steadily ahead, a close watch on economic develop-
ments and a maximum degree of flexibility in policy are required.
The normal requirement for flexibility is intensified by the need for
prompt action if, unexpectedly, peace should return in southeast Asia.
And the President has directed that preparations should be made for
that event, and kept up to date. :

Fifth, the economic policy which the President has outlined for
1967 involves a mixture of monetary and fiscal measures. The record
of the Federal Reserve System in responding to the changing eco-
nomic climate of recent months as well as our consultations with the
Federal Reserve make us confident that fiscal and monetary policies
will be working toward the same objectives in the months ahead.
Monetary policy is expected to continue the shift—already in process—
away from the extreme tightness of last year. As a result, we ex-
pect substantial recovery in construction. During the first half of 1967,
fiscal policy will be mildly stimulating. This will give time for easier
credit conditions to be translated into improved liquidity of financial
institutions, increased lending activity, and then increased spending.
And it will cushion the effect of the reduction in inventory invest-
ment expected in the first half of the year. In the second half of the
year, the expansion in construction, increased social security payments,
and a leveling off in inventory investment will tend to accelerate the
growth of total demand. That tendency will be partially offset by
the income tax surcharge. The year as a whole should produce con-
tinued growth in total output and a better balance among residential
construction, business fixed investment, and. inventory investment.

Sixth, we expect an improved price record in 1967, primarily as a
result of the more moderate pace of economic advance. Some of this
improvement is already apparent. Wholesale prices are lower today
than they were last August. In the last 2 months the increase in
consumer prices has been one-tenth of 1 percent a month, about a third
of the rate prior to then.

Unit labor costs will continue to rise during 1967 as a result of big-
ger wage settlements in a Jarger number of industries. But demand
pressures on labor markets should abate somewhat, particularly in
the unorganized sectors where pressures were greatest last year.
Nevertheless, the need for restraint and responsibility in private wage
and price decisions has not disappeared ; if anything, it has become the
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more urgent. The Council has not specified a single numerical stand-
ard to be applied to wage increases in 1967. Such a numerical stand-
ard does not seem useful this year.

In any case, such a precise numerical standard has had in the past
the unfortunate effect of making restraint appear to be a “yes” or
“no” question. A 3.2 percent wage settlement was taken as evidence
of restraint, a 3.4-percent settlement as no restraint, and a defeat for
the policy. In fact, restraint and responsibility—or their opposites—
constitute a continuous spectrum; and the more restraint and respon-
sibility the better. A 4 percent wage settlement does involve more
restraint than a 6-percent settlement, even though both of them may
exceed the growth in productivity. In a given situation, a price re-
duction may be a more responsible action than a 1 percent price in-
crease, yet the latter is to be preferred to a 3-percent increase.

Seventh, we will be working to narow the liquidity deficit in our
balance of payments in 1967, and to retain a major share of the 1966
improvement in our official settlements balance. In particular, our
trade balance should strengthen significantly through a slower rise
in imports, reflecting the more moderate pace of domestic economic ex-
pansion and the lessening of specific pressures on productive capacity.
To guard against a renewed excessive outflow of capital, the voluntary
balance-of-payments programs have recently been strengthened ; the
President has asked for discretionary authority to vary, within limits,
the rate of the interest equalization tax; and initiatives have been
taken to achieve better worldwide cooperation in lowering interest
rates. These seem to be bearing some fruit already. The President
léas also suggested new steps to promote foreign travel in the United

tates.

Eighth, the problem of poverty will continue to be attacked through
the many weapons already at our disposal. In addition, the Presi-
dent has singled out for special attention in 1967 an expansion and
improvement of training activities for the disadvantaged, and some
steps to modernize our system of public assistance. The social security
changes which he has recommended will, among other things, con-
tribute to a reduction of poverty among the aged. And he has indi-
cated his intention to ask a commission of prominent Americans to
study the possible merits of entirely new ways of attacking the problem
of poverty.

Ninth, and finally, the President’s Report, and our own, look back
on an amazing record of economic performance during the past year
and the past 6. These accomplishments should give us confidence n
our ability to find solutions to the economic problems remaining to
be solved.” In the last year alone, these are some of the achievements:

The largest increase in nonfarm payroll employment of any year in
our history, except 1941 and 1942

A nearly 514-percent growth in real output;

A 314-percent increase in the real per capita standard of living of
the American people, led by a 7-percent increase in the real income
of our farm operators, and including a 3-percent increase in the aver-
age real hourly compensation of employees.
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Over the whole 6 years of unmatched expansion, our economy has—
Created nearly 9 million additional jobs; ) ]
Achieved more than a 50-percent expansion of industrial pro-

duction, twice that of the preceding 6 years; )
Accomplished a 50-percent increase in average real farm in-
comes, in contrast with a 9-percent gain in the preceding 6 years;
and S .
Achieved almost a 25-percent increase in the real per capita
standard of living of the American people, a gain equivalent to
that of the entire 13 years preceding. )

Six years ago, Mr. Chairman, when the current expansion began,
the American people faced many and serious economic problems.
Some of them still remain, and new ones have arisen. Finding solu-
tions for these problems will be the continuing concern of the admin-
istration, this committee, and the American people. And when one
strikes the balance between our progress and our problems, the record
provides basis for confidence that these problems can and will be
solved.

Mr. Chairman, we will be happy- to attempt to respond to your
questions.

Chairman Proxmrre. Thank you, Mr. Ackley. I would like to sug-
gest that Mr. Duesenberry and Mr. Okun might participate freely in
responding to our questions. 1 anticipate that many of the questions
will be directed to you, Mr. Ackley, because you are the Chairman, but
I am sure you agree you have two very competent assistants with you
and that we would miss a lot if we did not invite them to take part.
T hope they will take part as aggressively as they desire to do so.

We are going to follow a 10-minute rule which means that each
member will have 10 minutes the first time around. However, I under-
stand that you can come back this afternoon, if necessary. If the
members want to question two or three times, that is perfectly ac-
ceptable. In fact, it might well be desirable, because we want every-
body to ask as many questions in as much depth as they wish.

Before I begin my questioning I would like to say, Mr. Ackley, that
you have presented a fine statement. I particularly appreciate the
good emphasis that you put at the end of your statement on economic
progress, on growth, and on employment. These are gains that re-
sulted in no small part from the policies which you and your pred-
ecessors have advocated and you deserve a lot of credit for it.

Noxv, having said that, let me say that in 1966 our Government made
a serious economic policy blunder. Our fiscal policy was established
early in 1966 and altered during the year on the assumption that—
T should say, altered not at all during the year on the assumption that
the Vietnam war would cost $10 billion. As late as March 23, when
we knew we would have 400,000 troops in Vietnam, the Secreary of the
Treasury insisted—and as T understand it, this was the position that
you took, too—that the estimates were accurate and they could rely on
them. Instead of $10 billion, the cost of the Vietnam war was $20
billion and because we did not know accurately what our spending
would be, having anticipated that it would be only $10 billion, we fol-
lowed the policies that T think would have been quite different if we
had had accurate information.
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It is clear to me that we would have reduced spending and/or in-
creased taxes—possibly both—if we had better and more accurate
information.

When you take this $10 billion of spending which we did not know
about, or were not informed about, and apply a 2.2 multiplier which
I think is fairly logical because this has a multiplier effect as you
know, it would have an effect on the economy of $22 billion in in-
creasing GNP. The results of this, it seems to me, are, to begin with,
a tight monetary policy which seems to many people to be essential
under these circumstances to restrain inflation, monetary policy that
in your own terms, in your own report, resulted in a reduction of
spending in credit-financed expenditures—homes, particularly—of
$8 billion. It also resulted, of course, in a painful burden on part of
our economy, a 3.3 rise in the cost of living which was the greatest
rise we have had in a number of years; and altogether a year in which,
I think, Mr. Dale, of the New York Times, reporting in his column
on January 9, was borne out when he said: “History is likely to re-
cord 1966 as the year of the big goof in Government economic policy.”

Now, under these circumstances, I wonder if you can tell me what
was the basis for this error. Was it based on the assumption that
the war would be over by July 1, 1967 ¢

Mr. Ackrey. Mr. Chairman, you are undoubtedly correct that
defense expenditures were underestimated for 1966. I think, how-
ever, your measure of that underestimate is perhaps somewhat mis-
leading. So far as calendar 1966 is concerned—which is what we
should be talking about—we estimated a rise of $6 billion in defense
expenditures and it turned out to be $10 billion. Our estimate was
not $10 billion low but $4 billion low.

Chairman Proxyire. Wait a minute. Iam talking about fiscal 1967.

Mr. AceLEY. Yes.

Chairman Proxmire. July 1, 1966 to July 1, 1967.

Mr. Ackrpy. Yes, and I am talking about calendar 1966, which is
the period to which your question related. You spoke, I think, about
the economic policies that were in effect during 1966.

Chairman Proxmire. Well, no. My question was directed to the
assumptions which we were given in January of 1966 and corroborated
again in March of 1966 that we would have 400,000 men in Vietnam
and, therefore, we would have a cost of Vietnam war of $10 billion
during fiscal 1967.

Mr. Ackiey. Well, it was certainly recognized fairly early in the
year, Mr. Chairman, that defense expenditures could run higher than
had been estimated. It was made clear early in the year at the time
the Federal budget was submitted. The budget was submitted on the
basis of the assumption that the war would be over by June 30, 1967.
It was made clear that if that assumption turned out to be incorrect
that other plans would have to be made.

It seems to me we have to recognize the fact that when defense
expenditures were first estimated, 1t was at a time when military
activity in Vietnam was increasing at an incredibly rapid pace. Under
those circumstances, it was impossible to have a precise estimate. This
was made clear, I believe, by the Secretary of Defense.

75-814—67—pt. 1— 2
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Our own report, in January 1966, spoke at some length of the diffi-
culties of estimating defense expenditures and of the uncertainties
this created for economic policy.

Chairman Proxmire. On March 23, the Secretary of the Treasury
said flatly he stood by the $10 billion estimate. He knew at that time
we had 400,000 men at Vietnam. He was off $10 billion. Instead of a
$10 billion cost it was $20 billion.

What I am trying to get at—and I do not mean to be too critical
of you because, after all, you are in a position where, presumably,
you have to accept the estimates made by the Secretary of Defense on
defense expenditures—what I want to know is whether or not you
accepted that assumption, whether there was any alternative assump-
tion that was available, and whether with this in mind you did at any
time warn the Congress that we might conceivably have a cost of not
$10 billion, but possibly $15 billion or $20 billion, as it turned out to be ¢

The reason this is so impressive to me is because Senator Stennis
stood up on the floor of the Senate and said clearly that we were going
to have a big supplemental this year, that it was going to cost n his
judgment, and he hit it right on the nose—$20 billion—and this was
flatly denied by people in the administration.

Mr. Ackrey. Mr. Chairman, I think the record shows that the
President and the Council of Economic Advisers, and the Secretary
of Defense, at all times emphasized the uncertainty and the difficulty
of projecting defense expenditures.

Chairman Proxyrre. When did they change the figures? When
did they give us the corrected figure ?

Mr. Ackrey. I do not believe any corrected figures were given to
the Congress or to anyone else. Figures were uncertain. It was
recognized that there would be an increased cost, particularly if the
war should continue beyond June 30. No precise estimate was given.
The President spoke several times of the probable need for supple-
mental appropriations, for increases in expenditures in the range of
§5 to $15 billion. Indeed, the supplemental that was called for was
not far from the middle of that range.

Chairman Proxmire. Well, certainly, Mr. Ackley, in the year in
which we knew our economy was strained, in the year when we had
a shortage of labor, shortage of material, rising prices, tight money,

-almost a financial crisis, under these circumstances if we had been

told that the war in Vietnam was going to cost as much as it did, would
it not be clear to you that you would certainly have recommended
that the Congress very likely would have followed a different fiscal
policy, that we would have looked much harder than we did at cutting
other expenditures or spending, much more seriously would have con-
sidered raising taxes?

Mr. Ackrey. Mr. Chairman, I think it is not quite correct to say
that the fiscal policy failed to take account of these changing facts.
Indeed, in September the President did present some additional fiscal
proposals. He did take some steps to curtail Federal expenditures.
As far as trying to get Congress to reduce the budget, I think the
President’s record on that is fairly clear.

Chairman Proxmme. You would have had a lot of muscle behind
it if you pointed out the deficit, however.

Let me just ask, going into a different area quickly——
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Mr. AcerLey. Could I just make another couple of points on defense
expenditures?

Chairman Proxarre. Yes, indeed.

Mr. AcerLeY. The difference between the original estimate and what
now appears to be the total of such expenditures in fiscal 1967 has
two parts. It has one part which reflects the fact that the budget
was based on the assumption that the war would terminate by June
30. This accounts for something like half of the difference between
the original estimate and the current estimate. The other half re-
flects the fact that there was a more rapid and efficient buildup of
forces in Vietnam than had been initially considered possible, and
second, increased requirements resulting from more intensive hostil-
itieg than had been initially assumed.

Chairman Proxmire. Now, let me——

Mr. AckrLEy. Let me point out that in a period of hostilities it has
always been difficult to estimate the volume of defense expenditures.
Even in a period without hostilities, it is difficult to do so.

Chairman Proxmire. It is difficult, but let me just say that to miss
it by 50 or a hundred percent—to say 10 when it is 20—is not just
being off by a billion or two. It is being off by a fantastic amount,
and 1t seems to me we should know why the error was made to be in
a position to correct it in the future. We have had very able Mem-
bers of the Congress saying the very same mistake is being made this
year. We want to find out what the assumptions are in the present
estimate, and we also want to find out what we can do to prevent the
kind of error made before so that we are fully informed as the situa-
tion changes. You told us that we got no revision, no figure other
than the initial figure, on what the war was going to cost.

..Mr. Acerey. Mr. Chairman, I have been trying to——

Chairman Proxmrre. I know, and you have been doing a good job
of explaining. I think the reason why you make mistakes is because it
is in wartime. I am trying to find out how we can correct that. We
still have the Vietnam war. We have the serious problem. We want
to have economic policies that can prevent inflation if that is going
to develop but we cannot have the right kind of policies unless we get
the right kind of intelligence. ‘

We want to know what the Defense Department has done to prevent
this kind of a major economic policy blunder in the future.

Mr. Ackrey. Let me say that defense estimates for fiscal 1968, even
indeed the defense expenditures currently estimated for fiscal 1967,
undoubtedly will be wrong. 1 do not know in which direction they will
be wrong. It isin the nature of war that it is difficult to forecast such
expenditures. As I recall, there were seven supplemental appropria-
tions during the Korean war, which suggests again the difficulties of
estimating such expenditures. But I do think the possibility of mak-
ing a reasonable estimate of defense exuenditures in the year ahead is
substantially better than the possibility a year ago.

At that time the war was rapidly escalating. Our forces were being
moged there at a very rapid rate. Today the situation is far more
stable.

Obviously we cannot forecast precisely what may happen but the
plans of the Defense Department for deployment of forces, the nature
of the conflict, are now settled plans on the basis of the current situa-
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tion, the current strategy. A year ago that was not the case. It could
not be the case.

Chairman Proxyire. My time is up. TLet me just say I do not see
anything that you have described in this situation that was substan-
tially different, nothing that would begin to explain this kind of an
error. If the Red Chinese had come in, if we had an entirely different
kind of escalation, bigger than we had anticipated, there would have
been some reason for it, but there is nothing that was unforeseen on a
big ba.esis that would justify this kind of a serious error. Senator
Javits?

Senator Javirs. Thank you very much, Mr. Chairman.

Mr. Ackley, what is the administration’s current assumption on the
conclusion of the Vietnam war in the Economic Report of the Presi-
dent and on what considerations is it based ?

Mr. AckLEY. Senator Javits, the defense budget for fiscal 1968 does
not rest on the assumption of any given termination date of the war.
In fact, it rests on the assumption that the war would continue inde-
finitely so far as budgetary planning is concerned.

Senator Javirs. Would you allow me to ask you specifically, just to
interrupt you, because I think we have to get it crystal clear, does this
budget in your report assume continuance the war in Vietham.until
June 30, 19682

Mr. AcrrEy. It assumes its continuance beyond that date and pro-
vides for procurement for delivery beyond that date.

Senator Javrrs, And what is that assumption based on?

Mr. Ackrey. I think, Senator Javits, any question regarding the
assumptions with respect to the military situation should not be
directed at this Council. We take those as given.

Senator Javits. Now, I notice from page 5 in your statement, a clear
implication with respect to the so-called tax surcharge. I would like
to ask how you look at it. You say that in the second half of the year
the expansion of construction, increased social security payments, and
leveling off of inventory investments would tend to accelerate the
growth of total demand and that this tendency would be partially
offset by the income-tax surcharge.

Now, do you expect the income-tax surcharge to be effective for
the second half of the year or is there any assumption on that in your
report and forecast?

Mr. Ackrey. In the budget and in our planning the assumption is
that the proposed income-tax surcharge would be effective during the
second half of this calendar year.

Senator Javits. Not before?

Mr. AcerLeY. Not before.

Senator Javrrs. So that even in this assumption you will allow
time for the Congress to make up its mind, is that correct?

Mr. Acrrey. Senator, I welcome your comments to the effect that
Members of the Congress ought to keep open minds on this question,
not reach decisions—certainly contrary decisions—at a date as early
as this.

Obviously there will be more information about the state of the
economy available at the time that decision has to be approached,
when the Ways and Means Committee gets around to its hearings
and when the Congress gets around to its consideration, Of course,
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there is time. The recommendation was made on the basis of the
best information, the best forecast, the best projections that we were
able to make at the time when the i)udget had to be prepared. Those
could change and if they changed, then some other course of action
might be appropriate. But as of now, it is our view that in the second
half of the year, the advance in the economy, in the absence of tax
increases, would be sufficiently rapid to threaten the possible resump-
tion of the kind of situation that we had last year. I think all of us
want to avoid that situation, in which demand was growing too
rapidly, inflationary pressures were intensifying, and the resulting
response of the monetary system and of the Federal Reserve System
was to create credit conditions which none of us liked.

Senator Javits. Now, can we summarize what you say by the state-
ment, that from what you can see now, we have certainly the 90 days’
time that I was talking about?

Mr. AcgLEY. I would certainly think so, Senator.

Senator Javrrs. I noticed on another subject that the President’s
Economic Report never mentioned the wage-price guidelines but that
your report gives a lot of attention to it. The press has unanimously
headlined the proposition that “the President has abandoned the
guidelines.”

Has he abandoned the guidelines? Have you abandoned the guide-
lines in the Council, and what is the differénce between your positions?

Mr. AckrLeEy. Guidelines have not beeri abandoned. As I suggested
and as the report makes clear, we did not feel it appropriate this year
to suggest a specific numerical standard for wage increases. But the
guideposts—the guidepost policy—has always been a great deal more
than the single number.

The guidepost policy recognizes that private wage and price deci-
sions—where the decisionmakers have discretion—can be an important
force either for instability or stability, and that the national interest
requires that private decisionmakers take account of the impact of
their decisions on the entire economy.

The President states in his Economic Report, as clearly and as
emphatically as I believe it would be possible for him to do, the urgent
necessity for continued restraint and responsibility in private wage
and price decisions.

We also stated it about as clearly, I think, as it would be possible for
us to do. We intended to make clear our view that restraint and
regponsibility are called for.

We do not suggest a single number for the guideposts. It may have
been a mistake to have suggested it last year. Indeed, it was criticized
rather forcibly by members of this committee and others.

In any case, we certainly have not abandoned the policy and do not
intend to.

Senator Javrrs. Then, this is the policy of the Federal Government
now, in wage-price negotiations, restraint, not 3.2 percent ?

Mr. Acrrey. Ithink that is correct.

Senator Javrrs. A fair statement. And does that represent a
change in policy ?

Mr. Ackiey. It is a change perhaps in tactics. It is a change in
interpretation of the policy under the current circamstances. It is not
a change in the basic proposition which is as sound as ever, I think.




16 THE 1967 ECONOMIC REPORT OF THE PRESIDENT

It would be difficult to dispute it because it is primarily a matter of
arithmetic,

If wage increases exceed the advance in productivity in the economy,
unit labor costs will rise and there will be inflationary pressure on
prices.

Senator Javrrs. But you are not setting a figure on the advance in
productivity any more. You are just saying you want restraint?

Mr. Ackrey. No. We have not changed our view that the trend
of advance in productivity in the economy is slightly over 3 percent
a year. What we are recognizing is that it is unrealistic this year, in
view of the price increases that have occurred, to ask labor and to
expect labor to agree to wage increases which do not exceed the
productivity trend.

Senator Javrrs. And is it going to continue to be the policy of the
Federal Government and all its agencies to use its influence to imple-
ment the policy as you have now described it ?

Mr. Ackrey. Ibelieveitis. '

Senator Javrrs. Just one other question, Mr. Chairman. I am
much intrigued by your seventh point on how you are going to deal
with the balance of payments. I would like to ask you this. Do you
assume that the behavior of France, which has been drawing down
our gold as if there was no tomorrow, and that of other countries will
remain exactly the same as it has in 1966 in your assumptions on the
international payments situation ?

Mr. Acerey. I wonder if I could ask my colleague, Mr. Okun, to
respond to that question ?

Mr. Oxun. We are counting on a measure of cooperation in inter-
national discussions. I think we have a basis for doing so. Countries
will differ in their policies and attitudes toward the way they want
to hold their reserves.

The French have chosen to take their surpluses and convert them
mto gold. I see no reason to be optimistic about any change in their
policy and we have not assumed any change in that.

Senator Javrrs. Will you next year or this year ask for a further
reduction of the gold cover or a repeal of the gold cover on currency ?

Mr. Oxuw. This is obviously an area that will have to be kept under
consideration. At the present time, we feel that there is no need for
a request for amending the legislation. _

Senator Javrrs. But that assumes a continuance of the French and
other positions as they are. If there is a worsening, then you reserve
the right to seek some remedy on gold coverage, is that right?

Mr. Oxun. Obviously what happens depends not only on the pol-
icies of the individual nations but also on their surpluses or deficits.
The fact that the British balance-of-payments situation has improved
is a favorable factor. The French domestic recovery should mean
that they will have a smaller surplus this year than they have had
in the past. ' . R

That would be a favorable factor as far as holdings of international
reserves are concerned.

Senator Javirs. Thank you, Mr. Chairman.

Chairman Proxmire. Senator Talmadge? )

Senator TaLmapee. Mr. Ackley, I regret I came in a little late and
did not get to hear your presentation but I have read it very hurriedly.
I want to take up where genator Javits left off.
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I consider the balance-of-payments problem and the gold deficit as
one of the most serious problems that faces our Nation. Do you share
that view ¢

Mr. AckrEy. It certainly is a serious problem and I listed it as
one of the four principal problems with which we must be concerned.

Senator TALMADGE. %Vhat are we doing to correct it ?

Mr. AckLEy. Senator, I believe we are doing a great deal to correct
it. The Federal Government has a number of programs. I am'not
sure on first recital that I will list them all but there is certainly a large
number of them.

First, with respect to the Government’s own international trans-
actions, very stringent measures have been taken to reduce the dollar
drain associated both with our defense expenditures and with our for-
eign aid program. Our foreign aid programs have been tied almost
entirely to procurement in the United States. The Defense Depart-
ment has tried to procure domestically wherever possible. It has suc-
ceeded in getting agreement with other countries to offset some of the
offshore costs of our Defense Establishment. Every Government
agency which has international expenditures is scrutinized with great
care by the Budget Bureau with respect to its spending abroad.

So every effort has been made, is being made, will continue to be
made to reduce the dollar cost of the Government’s foreign expendi-
tures.

Indeed, the record of the Defense Department has been quite re-
markable. Inthelight of the greatly expanded and high level of their
operations abroad, the dollar drain has increased very moderately.

With respect to private investment expenditures abroad, as you
know, there are programs, one administered by the Federal Reserve
System, affecting banks and financial institutions, the other, admin-
istered by the Department of Commerce, affecting corporations, in
which rather successful effort has been made to obtain the voluntary
cooperation of businesses and banks to hold down the dollar impact of
their investment expenditures abroad.

One of the principal results has been a very large rise in foreign
financing of American investment abroad. The volume of American
security issues in Europe to finance investment expenditures there has
risen dramatically.

With respect to travel, we have not felt it appropriate to interfere
with the freedom of Americans to travel abroad but a strong effort has
been made and strong and new initiatives have been suggested with
respect to encouraging foreign travel in the United States.

1 failed to refer, in connection with American private investment,
to the interest equalization tax. The President now proposes to make
it a more flexible instrument to counter any new surge of foreign
borrowing in our markets.

I think it would be fair to say that every aspect of the balance of
payments.is under continual scrutiny by the Federal Government, by
every agency of the Government. Every effort is being made to limit
foreign expenditures, and to maximize foreign receipts. Indeed, de-
spite the very large costs of the Vietnam hostilities, I think the record
has been really a remarkable one in maintaining as small a deficit as
has been achieved.
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Senator TaLmapee. With the standard steps that you have outlined
is it not true that we have lost gold during 16 of the past 17 years?

Mr. Acgrey. Ithink that is probably correct.

(Insert later supplied by the CEA :)

Actually, the U.S. gold stock increased in 4 of the last 17 years.

Senator TaLMapee. And that continued last year?

Mr. Acriey. Yes, it did. :

Senator TaLmapge. What was the gold drain last year ?

Mr. Oxon. $570 million.

Senator Tarmapee. What was the deficit on the balance of pay-
ments ? '

Mr. Acrrey. We do not have final figures for 1966. On the liquid-
ity accounting basis it was somewhere around the previous year, about
$1.3 billion. We do not know for sure. It appears that on an official
settlements basis we probably had a small surplus last year.

Senator TaLmapee. Wasn’t that figure helped greatly by prepay-
ment of debts that foreign countries owed us? -

Mr. Ackrey. Yes,indeed.

Senator Tarmapce. What was the amount prepaid by the foreign
nations?

Mr. Acrrey. I am not sure I have that figure readily available.

Senator Tarmapce. $400 or $500 million ?

Mr. Ackrey. Of prepayments?

‘Senator TarLmapce. My recollection is it was approximately that
figure. Also, did we not borrow a good deal of money from the Inter-
national Monetary Fund?

Mr. Ackrey. We did make some drawings on the Fund last year.
‘We have for the last several years.

Senator Tarmapce. What gimmicks were used to make our balance
of payments show up better than it did outside of the prepayment and
also borrowings from the International Monetary Fund ?

Mr. Ackrey. Borrowing from the IMF is a means of financing the
deficit, not reducing its size. I am notsure——

Senator Tarmapce. I understand that we had the advance prepay-
ments of debt by foreign countries. We also got some money from
the International Monetary Fund and we exchanged that. As I un-
derstand: it, we used every device the Government had available to
make the balance of payments and gold drain look better ; is that true ?

Mr. Acerey. We certainly used every device—every legitimate de-
vice—to minimize our balance-of-payments deficit.

Senator Tarmapee. Notwithstanding all that, it continues, and has
for 16 or 17 years.

Mr. Ackrey. I think reference to a 16- or 17-year period is some-
what misleading, Senator. During most of that period we were quite
happy to have a deficit. The world’s economic health and the post-
war recovery of the world was greatly

Senator Taraapee. That time has long since passed, has it not?

Mr. AckiLEY. Yes, but it is not 16 or 17 years.

Senator Tarmapce. Is it not time we used stronger medicine? Is
it not, true the dollar is being forced to carry a bigger burden every
year, to blanket the world, to be Santa Claus for the world? Is it not
time we took serious steps to stop this hemorrhage of dollars in gold
that goes on year after year?
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Mr. Acriey. As the Secretary of the Treasury has declared sev-
eral times, 1t would be possible for the United States to end its deficit
at any time. The measures which we might take to do that, however,
have to be considered in terms of their impact on our own economy,
and on the economy of the world. We believe we have responsibilities
to our own people, and responsibilities to the economy of the whole
world which limit the kinds of actions that are appropriate for us to
talke. The kinds of measures that we could take to end our balance-
of-payments deficits, for example, to deflate our domestic economy,
have a recession, might end our balance-of-payments deficit, but at
a cost we are not prepared to pay.

We could drastically restrict our imports. In short run, at least,
this would perhaps

Senator Taraance. Will you yield for a question at that point?
That is another problem that seriously concerns me. As T understand
it, our imports last year increased something in excess of 14 percent,
while our exports increased only 4 percent, is that about correct?

Mr. Ackrey. No. I think the figures are both somewhat higher.
Our imports increased about 20 percent, our exports 10 percent.

) Senat;n‘ Tarymance. The gap is getting worse instead of better,
181t not ¢

Mr. Acxrey. For the past 2 years our balance on trade has deterio-
rated, starting from a very high level. The fourth quarter of last year
was the first time in several years in which our balance of trade im-
proved. We expect that improvement to continue in 1967.

The surge of imports that we had last year is largely explained by
the state of our economy last year, by the overrapid expansion of our
gross national product, by the pressures on productive capacity in a
Iarge number of industries.

You may recall, in connection with the discussion of the suspension
of the investment credit, that it was pointed out that the great pres-
sure on American industries producing capital goods was drawing
in a large volume of the imports of capital goods—not because foreign
capital goods were better or cheaper but simply because the order
backlogs of our own makers of machinery had gotten so long that
domestic purchasers sought supplies abroad. We do not expect that
kind of condition this year.

The action that was taken to suspend the investment credit, and the
much more moderate pace in the advance of the economy that we ex-
pect, both suggest that the rise of imports this year should be sub-
stantially smaller than the rise last year.

Senator Taryapce. I am informed that my 10 minutes have expired.
I had hoped to ask you about our troop commitments in Europe be-
cause I think it is high time we reconsidered and reappraised that.

Also I desperately feel that reduction in interest rates is going to
worsen our balance-of-payments record because I look for some of the
so-called “hot money” to go for high interest rates. So I would hope
you would look carefully into those problems and comment in the
course of this inquiry on that.

Thank you very much.

Chairman Proxyire. Mr. Widnall?

Representative WipnaLL. Thank you, Mr. Chairman. Following
up Senator Talmadge’s question, I would like to ask this one. Last
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year the balance-of-payments problem really benefited by high domes-
tic interest rates. Do we not run a serious balance-of-payments risk
if rates are lowered too sharply this year?

Mr. Oxux. We do have to remember that the situation in the do-
mestic economy last year had two large and opposing effects on the
balance of payments. As Mr. Ackley pointed out, because of the
pressures on demands in many areas, we had a huge surge in imports
which was unfavorable. On the other hand, as you point out, the tight
money and high interest rate conditions in the United States certainly
did have favorable effects on the capital account.

This year we look for a significant improvement in the import sit-
uation, with much more moderate growth. We do not expect our pur-
chases from abroad to outstrip the growth of GNP as they did by a
very wide margin last year. That is going to make a big difference.

On the other hand, we do have to be concerned about the capital
account. This will make a difference in the kind of monetary easing
we get. We will have to consider the structure of interest rates, in full
recognition that short-term interest rates are the ones that are likely
to be most important to our international capital flows.

Our capital account depends not only on what happens to interest
rates in the United States but also on how they behave abroad. That
1s why we have placed great emphasis on international discussions
among the Finance Ministers. Secretary Fowler’s recent conference
in Chequers with the Finance Ministers of other major industrial coun-
tries helped to emphasize that the overall level of interest rates in the
Western World may well have gotten too high. It can be safely
brought down if it is brought down cooperatively by all countries so
that there is not a competitive aspect of trying to pull in capital. And
e are optimistic.

There are indications that interest rates in Europe can behave better
and these should make it more feasible for us to have the monetary eas-
ing we want here. '

At the same time, concern about the capital account imposes a real
need to keep our voluntary programs at the highest effectiveness this
year. The Federal Reserve program relating to bank lending does
call for a very high degree of restraint and asks for a great deal of
cooperation from our banks to hold down their volume of lending to
developed countries. The Department of Commerce program also
has new guidelines for the cooperating firms which should make it
possible to bring down our direct investment outflows this year. I
think this gives us a balanced program and the basis for optimism
that, despite the lower interest rates, we can still have improvement in
our liquidity deficit and still retain part of the very substantial im-
provement we scored last year in our official settlements.

Representative Wip~arL. Thank you, Mr. Okun.

Mr. Ackley, in your statement you said something that I think is
very important. It is a fairly short sentence: “The record of the Fed-
eral Reserve responding to the changing economic climate in recent
months as well as our consultations with the Federal Reserve make
us confident that fiscal and monetary policies will be working toward
the same objective in the months ahead.”” This would seem to me to
be a change in direction. In the past few years the fiscal policies and
monetary policies have been merrily wending their own separate ways
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without the necessary coordination which was needed to hold the econ-
omy in check.

Does this mean that the administration recognizes the very extreme
importance of tying the two together?

Mr. Ackiey. I think we do fully recognize the great importance
of coordinating monetary and fiscal policy. I think it would not be
fully correct to say they have not worked together in the past. In-
deed, during the whole period from 1961 through 1965 both were work-
ing together to promote expansion, to promote a restoration of our
economy to reasonably full employment of its resources.

Last year they both worked in the same direction of restraint. The
President proposed several fiscal measures which the Congress ac-
cepted. The Federal Reserve was working in the direction of re-
straint last year. I think your reference may be to the unfortunate
dispute that took place a year ago in December about the timing and
the nature of the particular action which the Federal Reserve System
took at that time.

I think we still feel it would have been possible to have had better
coordination at that time between monetary and fiscal measures. But
T think it is correct to say that both the Federal Reserve System and
the administration share the same objectives of a sound and healthy
and noninflationary economy, and that our coordination is close and,
I think, effective.

Representative WipyvarLL. Are you consulting more frequently than
you used to?

Mr. Ackrey. Perhaps more frequently this year, though certainly
there had been frequent consultations in the prior period as well.

Representative WinnaLL. So that you indicate a better rapport be-
tween the Federal Reserve and the administration than you have had
in the past?

Mr. Ackrey. I certainly hope that that rapport will continue to
be as good as it has been in the past year.

Representative Wipxarr. Many newspapers have read the Coun-
cil’s report and concluded that the guideposts are dead. Are they
really dead or merely in the “deep freeze” ready to be revived when
the economy cools down?

Mr. AckLey. Senator Javits was interested in the same question. I
think they are not dead and they are not in the deep freeze. The one
thing that is in the deep freeze is the expectation that, for this year
at. least, wage increases ean in general hold to the trend of productivity
in the economy. I think it is impossible to expect that. We do not
expect it. But it is very clear that if we are to have stability of costs
and prices, in the longer run wage increases cannot on the average
exceed the trend of productivity.

That principle we have stated as firmly and clearly as we know how
and we expect to have the cooperation of labor and business in return-
ing as rapidly as is feasible to a condition of price stability.

Representative WipNaLL. Are you not really saying that when con-
sumer prices go up, an effort to hold wage increases to the guideposts
is futile? In other words, when the guideposts are most needed they
are ineffective.

Mr. Ackrey. The fact that consumer prices rose in 1966—and un-
doubtedly will rise further in 1967, although by less—is certainly one
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of the reasons why it is difficult to expect that labor will restrain its
wage settlements to the trend in productivity.

1 would point out that the increase in the cost of living last year was
primarily concentrated in a couple of areas that are largely unrelated
to guidepost activity; namely, prices of food and prices of services.
Our report attempts at some length to explain what happened in both
.of these areas.

In part they reflected the unfortunate timing of the hog production
cycle, and some bad weather in farming areas. Some of it reflected
the fact that, as we returned to full employment, it was necessary and
unavoidable that there should be certain adjustments in the relative
wages of lower paid unorganized workers in services as compared with
the higher wages in manufacturing, mining, and transportation. This
gave us a bulge in service prices which was unfortunate in terms of its
impact on the cost of living.

Perhaps in terms of what it has done to the wage structure it was a
good thing, an appropriate thing; but it is not something that has to
be repeated every year. .

Representative Wipnarr. Well, how will the 11-percent increase in
minimum wage that goes into effect this year affect other wage in-
creases? ‘What industries will be principally affected by that?

Mr. Ackrey. The effect of minimum wage increase this year will
undoubtedly be to raise labor costs and pricesin a few lower paid manu-
facturing industries, in services, hotels, restaurants, and laundries. It
undoubtedly will have some impact on both labor costs and prices. The
impact of the minimum wage is not entirely limited to those wages
which have to be raised to meet the new minimum. There is alsg a
“bumping” effect upon wages above the minimum. This is one of the
factor; which must be recognized as part of the cost and price picture
m 1967.

Representative Wm~arr. I have a series of questions I am going
to ask Secretary Wirtz when he appears before this committee deal.
Ing with teenage unemployment, and that is supposed to be the great-
est factor in unemployment today. One of those questions I would
like to ask you.

Has the increase in minimum wage limited teenage employment ?

Mr. Ackrey. Let me ask Mr. Duesenberry to take a crack at that
one.

Mr. Duesexeerry. We have very little direct evidence of an adverse
effect of the minimum wage on employment. And we do have evi-
dence, I think, that the relatively high Jevel of ‘teenage unemployment
1s mainly due to demographic factors.

If you compare teenage unemployment rates now with teenage
unemployment rates in earlier periods of generally high employment,
you do find that teenage unemployment rates are much higher com-
pared to the unemployment rates for, say, married men and men
over 25 than they were in the midfifties, even more in the early fifties.

If you look at the age distributions, you find that during the Korean
period when teenage unemployment was much lower than it is now,
that the teenage labor force was actually declining, and that a very
high proportion of those in that age group were in the armed services.
If you go to the midfifties you find that the teenage labor force was
increasing but at quite a slow rate, whereas in the last couple of
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years as a result of the fact that the postwar baby boom is now 18
years and past, we have had a very large number of new entrants.
The following table was later supplied for the record:

Adult and teenage unemployment rates and teenage civilian labor force, 1951-66

Adult un- Teenagers (14 to 19 years) | Percentage

employment change per
Period rate (20 year in
years and Unemploy- Civilian teenage
over; ment rate labor force ! civilian

percent) (percent) (thousands) | labor force

2.7 7.6 4,896 —-1.5
3.8 10.5 5,161 3.8
5.2 14.7 6,172 1.6
3.6 13.4 7,150 9.5
4.3 14.7 6, 531 4.0
3.8 13.6 7,091 8.6
2.9 12.0 7,828 10.3

1 The civilian teenage labor force increased rapidly despite the fall in teenage labor force participation
rates in the 1960’s. Major factor was large demographic increase in teenage population.

Sources: Department of Labor and Council of Economic Advisers.

It is quite clear that a very large part of the unemployment in the
total labor force and particularly among teenagers arises from the
fact that you get a substantial amount of unemployment if it only
takes a month for a new worker to find a job when he leaves school.
And this is a group which enters the labor force when it leaves school,
also enters the labor force in the summer and leaves it again. It is
also a group which does a good deal of moving around, tries out one
job, finds it unsatisfactory, moves to another job, and a good deal of
unemployment is associated with that kind of movement.

So we think most of the difference between unemployment rates in
the Jast couple of years and the unemployment rates in earlier years
of generally high employment is attributable to the large number
of teenagers entering the labor force rather than to the effect of the
minimum wage. : :

As I say, there is very little evidence to show reductions in the kind
of employment that teenagers get as a result of the minimum wage,
although I would not deny that that could be a factor to some extent,
but I think the other factors are much more important in accounting
for this differential.

Representative WipnarL. Thank you very much. My time isup.

Chairman ProxMIre. 'Thank you.

Mr. Reuss?

Representative Reuss. Mr. Chairman, gentlemen, the President in
his Economic Report? quotes from President Eisenhower’s ill-fated
1956 Economic Report and points out that very shortly thereafter this
country was visited with a severe recession and a very sharp inflation.

I am concerned that we profit by the mistakes of the past, and T am
somewhat worried that we may have both a recession and some infla-
tion ahead of us.

Specifically right now, as we know, automobile production is lag-
ging, consumer durable production is lagging, housing starts are way
off. Faced with that, the President has nevertheless %rmly requested
a 6-percent across-the-board tax increase to take effect next July 1.

1 Economic Report of the President, January 1967, pp. 24-25.
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It seems to me that inevitably this is going to have in the months to
come before July 1 a chilling effect on both consumers and on investors
in new plants and equipment, because they are going to feel that come
July 1, they are not. going to have as much money in their pockets and
they had better plan their private budgets accordingly.

Would it not have been better, in view of the possibility of increased
unemployment, for the President to have requested whatever tax
plan he wanted—a 6-percent surcharge, if you like—and asked the
Congress to act on it, iron out the details, have the lengthy hearings,
and 1f approved, enact it, but provide that it not go into effect until
and unless the President requested that it go into effect, and Congress
by a speedily passed joint resolution could have acted on it? Would
not that method have kept our anti-inflationary powder dry and
avoided what I fear may be a short fall in demand in the next few
months?

Mr. AckLey. Certainly there is much to be said for improving the
flexibility of fiscal policy. There are even many economists who feel
that it would be highly useful for some experimenting to be done
with discretionary tax authority in the hands of the President, sub-
ject, as you suggest, to prompt congressional approval or veto.

But with respect to the particular situation of the next few months,
I am not sure that your suggestion would have created the additional
certainty that might prevent the expectation of a possible tax increase
depressing expenditures in the meantime.

Representative Reuss. I hope you are right.

Mr. Acrrey. If the tax increase had been passed but put in sus-
pension, I think it would have the same effect—to the extent there
isany such effect in depressing expectations.

Representative Reuss. Let me turn now to the inflationary side,
and I want to join in a theological discussion on “are the guideposts
dead?” I gather from what you have said that we certainly do not
haveany clear wage guideposts.

Let me ask: Was the President’s Labor-Management Committee—
headed, T believe, by the Vice President—consulted on that portion
of the Economic Report which relates to the guideposts and did they
give the Council the benefit and give the President the benefit of their
views(3 and what were their views, and were they written, oral, or
what ?

Mr. Ackrey. The Labor-Management Advisory Committee has met
several times this year and the Council has participated in those.
meetings. You may recall that last August the Labor-Management.
Advisory Committee declared itself with respect to guideposts, sug-
gesting the abandonment of a fixed numerical standard but endorsing
thoroughly the productivity principle. That statement of the Labor.
Management Advisory Committee was, of course, very much in our
mindsas we thought about guidepost policy for 1967. Ata subsequent
meeting of the Labor-Management Advisory Committee in the late
fall, we specifically suggested to them the kind of approach we were
considering. I believe, without any formal action or adopted resolu-
tion, that they did agree that the general character of the approach.
that we were proposing was one which they approved.

Representative Reuss. Has that resolution been made public?

Mr. AckrEy. The one of last August was.




THE 1967 ECONOMIC REPORT OF THE PRESIDENT 25

Representative Reuss. Yes, I know that.

Mr. AckgLEy. There was no resolution, no vote. There was a dis-
cussion with the committee of different possible ways of handling the
guideposts. Some indication was given that we proposed to go along
the route we have followed and that——

Representative Reuss. Were minutes of that meeting held ?.

Mr. Acgrey. I am not sure.

Representative Reuss. Would you undertake to supply for the com-
mittee any minutes of that meeting or impressions of what was said
so that we can have the benefit of what the Labor-Management Com-
mittee had ito say on this subject?

Mr. AckLEy. May I suggest, Mr. Reuss, that the cochairmen of
that committee are Secretaries Connor and Wirtz and both of them—
or rather, Acting Secretary Trowbridge—will be appearing before
your committee. It might be more appropriate to ask them whether
they wish to supply any minutes.

Representative Reuss. Well, you were in on the discussions, were
you not?

Mr. Ackrey. Yes.

Representative Reuss. I would appreciate it if you could file for the
record, your impression of those discussions and particularly on what
theyhhad to say on the nonexistence of guideposts, which I regret very
much.

(The material which follows was supplied by CEA at a later date
in response to the request of Representative Reuss:)

PRESIDENT'S ADVISORY COMMITTEE ON LABOR-MANAGEMENT POLICY

REPORT SETTING FORTH THE COMMITTEE'S VIEWS ON THE GUIDEPOSTS FOR NON-
INFLATIONARY WAGE AND PRICE BEHAVIOR, AUGUST 18, 1966

I. Introduction

A. The purpose of this memorandum is to provide the President with the Com-
mittee’s views on what are referred to in the 1962 Annual Report of the Council of
Economic Advisers and subsequent reports of the Council as ‘‘guideposts for non-
inflationary wage and price behavior.”

B. In our judgment the 1962 report of the Council relative to the guideposts is
of particular significance. A copy of the relevant portions of the 1962 report is
attached. We desire to emphasize the following portions of the report:

1. “Productivity is a guide rather than a rule for appraising wage and price
behavior for several reasons. First, there are a number of problems involved in
measuring productivity changes, and a number of aiternative measures are avail-
able. Second, there is nothing immutable in fact or in justice about the distribu-
tion of the total nroduct between labor and nonlabor incomes. Third. the pat-
tern of wages and prices among industries is and should be responsive to forces
other than changes in productivity.”

2, “These are not arbitrary guides. These described—briefly and no doubt
incompletely—how price and wage rates would behave in a smoothly functioning
competitive economy operating near full employment. Nor do they constitute a
mechanical formula for determining whether a particular price or wage decision
is inflationary. They will serve their purposes if they suggest to the interested
public a useful way of approaching the appraisal of such a decision.”

3. “These are advanced as general guideposts. To reconcile them with objec-
tives of equity and efficiency, specific modifications must be made to adapt them
to the circumstances of particular industries. If all of these modifications are
made, each in the specific circumstances to which it applies, they are consistent
with stability of the general price level. Public judgments about the effects
on the price level of particular wage or price decisions should take into account
the modifications as well as the general guides.”

C. Consistent with this approach we have agreed on the recommendations
that follow:
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I1. Recommendations

A. That in the near future and at least once a quarter thereafter an objective
evaluation should be made of the economy by the Council of Economic Advisers
to determine the extent to which the economy as a whole is achieving the goals
reflected in the guideposts.

B. That if the evaluation indicates that the overall economy is falling short of
the goals reflected in the guideposts, the following steps be taken:

1. The Council of Economic Advisers should identify the nature and apparent
chief causes of the major problems or shortcomings.

2. To the extent that the causes may relate to matters within the purview of
the President’s Advisory Committee on Labor-Management Policy, representa-
tives of that Committee and the Council of Economic Advisers should discuss
those problems to determine whether any appropriate corrective action can be
recommended.

3. The President’s Advisory Committee on Labor-Management Policy should
submit to the President a report identifying the problems or shortcomings and
including recommendations for corrective action.

III. Conclusion

A. We believe that it is essential to the continued economic growth and health
of the country that the present inflationary trends be stopped, and that maximum
efforts should therefore be made to restrain, through voluntary procedures, un-
justified wage or price behavior.

B. We believe that the goals reflected in the guideposts as set forth in the 1962
report of the Council of Economic Advisers providing for the alinement of wages
and prices with productivity in the economy as a whole need and deserve support.

C. We believe that the procedures set forth in the section headed “Recom-
mendations” will assist in providing such support in that they will help to develop
a more general understanding, of why voluntary restraints.serve both the national
and private interests.

D. We also believe that it is impractical, if not impossible, to translate the
goals reflected in the guideposts into formulas for application to every particular
price or wage decision.

E. We believe that in a free society any policy to achieve price stability will
be acceptable and effective only if it bears equitably on all forms of incomes.

Representative Reuss. On the price side, a year ago when we had
our colloquy, I pointed out that while the price guidelines had for some’
years had in them'a clause saying that where the productivity increase
in-a particular industry exceeds the average, there should be price
reductions there. I noted with disappointment that nothing seemed
to have been done about this, and I asked you to file with the committee,
which you did, alist of industries where productivity exceeded the
national average, so that I might inquire whether they had increased
prices. You did file such a list, which is found on page 81 of our last
year’s hearings, pointing out that oil, mining, copper, gas and electric
utilities, iron, cement, malt liquors, manmade fibers, paper, petroleumn,
aluminum, tires, tobacco products, plastic materials, motor vehicles,
dairy products and railroads, had all achieved productivity increases
greatly in excess of the national average, and hence were eligible to do
the noble act of reducing prices, but as your record showed, most of
them had actually increased their prices. )

(The table referred to by Mr. Reuss was included in pt. 1 of hear-
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ings before the Joint Economic Committee on the January 1966 Eco-
nomic Report of the President and is reprinted below:)

TABLE 3.—Industries with above-average rates of productivity growth

[In percent]

Average pro- Average price change ?
Industry ductivity
growth rate !

1957-65 1960-65 1964-65

GROUP A

Nonmanufacturing:
Coalmining .o
Copper mining. .
Gas utilities____.
Electric utilities.
Tron mining. oo

Manufacturing:
Ceinent, hydraulic
Malt liguors......_.
Manmade fibers...-
Paper, paperboard,
Petroleum refining...__.__....
Primary aluminum.

" Tires and inner tubes.
Tobaceo products
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Plastiematerials. ..
Motor vehicles. ..
Dairy produets. .-
Railroads. .- .
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1 Average productivity growth rate relates to changes from 1957 to 1863 for all industries in group A and
railroads in group B. ‘They are based on BLS indexes of output per man-hour. (See Indexes of Qutput
per Man-hour, Selected Industries: 1939 and 1947-63.) Growth rates for other industries in group B relate
to chalmgesafrom 1959 to 1964 and are based on Federal Reserve indexes of industrial production and BLS
man-hour data. :

2 Based on BLS wholesale price indexes for all industries except railroads; in the latter, average freight
rates, computed by Interstate Commerce Commission, were used. o

3 Based on output per production man-hour. . - .-

¢ Not available. v . -

Sources: Department of Labor, Board of Governors of the Federal Reserve System, Ipterétate Commerce
Commission, and Council of Economic Advisers. . ’ T

Representative Rruss. What has the administration done with:
those 17 industries, or any other above-average productivity industries,

" which may have joined the list, to get them to reduce prices?

Mr. Ackrey. I think the table you cite shows that in a number of
the industries in which the productivity increase exceeded the average,
the trend of prices has been downward—to be sure, not universally,
I note; and between 1964 and 1965 there were a number that showed

Representative Reuss. Well, on that, taking your 1964-65, one col-
umn shows a tremendous increase in the productivity of most of those
industries, but many of them actually increased their prices, copper
by 9.6 percent, petroleum by 3.5, aluminum by:3.8 percent, and nobody
decreased their prices by as much as 1.percent.  The highest decrease
was in plastic mhateridls with seven-tenths of 1'percent: And the over-
all average1is a very considerable ayerage of increases. T

So my question is; What have you been doing about that?
= Mr. "‘AckLey. Let me suggest first, that the productivity ‘growth
rates that are shown In the first column of that table are averages
for the period 1957 to 1963.  You cannot take it for granted that the

- . . . e .

4
H
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same trend of productivity has been maintained in those industries.
Moreover, it is also relevant to point out that the guideposts relate
not only—in effect—to changes in unit labor costs but to changes in
other costs. In several of these industries, although labor productivity
gains have been rapid, there have also been increasing materials costs.
So it is not possible to go directly from the trend of productivity to
the appropriate trend in prices.

Representative Reuss. What baffles me is, I do not see how you
all can expect labor to sit still for taking just the increase in produc-
tivity, 3.2 percent and yet do nothing about enforcing your price
guideposts with respect to price decreases, and I would commend to
you some conversation and action in this coming year on this whole
question.

Mr. Chairman, I am disturbed at the failure of the administration
to formulate and send to the Congress intelligible wage-price guide-
posts, and I am going to suggest at the proper time that the Joint
Economic Committee, by default, may have to take on the job of
hearing labor, management, consumers and other interested parties,
and itself suggest guideposts, because these guideposts are just going
to cause people to get lost, since they cannot be read.

Chairman ProxMire. I agree wholeheartedly. There is no question
that this has been the cornerstone of anti-inflationary policy in my
judgment. To the extent that the fiscal and monetary policy enters
into, as we all know, the coming situation, it is particularly important
because fiscal and monetary policy is less likely to work in an area of
less expansionary and noninflationary

Representative Reuss. It seems to me this is just the time we need
the guideposts most.

My time is up.,

Chairman Proxmire. Thank you. Senator Jordan?

" Senator Jorpax. Thank you, Mr. Chairman.

Mr. Ackley, at the beginning of your statement you say “that the
economy is in a basically sound and healthy condition. We expect it
to stay that way through 1967.” You go on to say, “We see an ad-
vance in the GNP this year of about $47 billion to the neighborhood
of $787 billion.”

Your forecast is for a slowup of the growth in the first half and
stepup in the second half which you claim will need to be restrained
by a tax increase. Kconomists believe the. giowth for the year as
a whole will be considerably less than the 4 percent you estimate and
that the slowdown will come in the second half.

‘Would you elaborate on the reasons for your forecast ?

Mr, Ackrey. 1 will try, Senator. We think there are several fac-
tors that account for the within-the-year movement that we suggest.

In the first place, the revival of the housing industry, which we
surely expect to occur in 1967, is something that takes a while to
accomplish. The easing of monetary conditions began several months
ago. But it takes a while for that to be reflected first in improved
flows of funds to the thrift institutions—which are primary suppliers
of mortgage credit—for them to rebuild their liquidity, for them
again to be willing to lend, and for their increased willingness to make
lending commitments to be reflected in construction. So we do not
anticipate that the recovery in the housing industry will be nearly
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as sharp in the first part of the year as in the second half, when it
should really begin to roll.

Everything we have seen since the time we wrote our report sug-
gests that this is definitely coming. Interest rates are down. The
flows of deposits into mutual savings banks and savings and loan
associations has greatly stepped up. It even appears that in some
cities mortgage interest rates have passed their peak and are coming
down. So that we do believe that the revival of construction is well
on its way to consummation. But it will take a while, and we do not
expect it to be sharp in the first half.

The second reason for a slower first half is the fact that the rate
of inventory accumulation, which has been rather high in the last
several months, will undoubtedly decline. Last year we were adding
to inventories at a rate of between $11 and $12 billion. We think that
this year the rate of inventory accumulation will be no more than
half of that. Most of that decline should come in the first half.
Once the rate of inventory accumulation stops declining and merely
levels off, this will mean a faster advance in the second half.

I think those are the primary reasons that would affect the pattern
that we expect within the year. Perhaps Mr. Okun and Mr. Duesen-
berry might have something further to say on that.

Mr. Oxux. It does occur to me, Senator Jordan, that as you suggest,
there are some private forecasts which have a weaker second half than
first. I do not think that is tvpical. T think the tvpical view today
is in accord with our own. that the return to monetary easing and the
leveling off of inventory investment will make the second half of the
yeor stronger than the first. v

While our forecast may be a little above the average of most fore-
casts coming out today, it is our impression that it is not very different.
Tt isnot atypical. 'Wehave kept score on a great many of the forecasts
that have come to us and they range all over the lot. There are some
forecasts as low as 770 for the year. There are others that go well
into the 7907,

I think the median forecast today is roughly $785 billion, which is

" not-significantly different from our own views.

Senator Jorpan. Thank you. Mr. Chairman, I have before me
“Experts’ Forecast of Economic Qutlook for 1967,” in which experts’
forecasts are not quite as optimistic as the testimony we have had this
morning. It was printed in the Congressional Record, January 25,
pages S—830 to S—835. T ack unanimons consent it he included in ths
record at that point.

Chairman Proxaire. Without objection, so ordered.

(The document referred to follows:)

ExPERTS’ FORECASTS OF EcoNoMIc OUTLOOK FOR 1967
{Source : Congressional Record, Jan. 25, 1957. Pages S830-S835]

NATIONAL INDUSTRIAL CONFERENCE ROARD—“BUSINESS QUTLOOK 1967”: A Dis-
CUSSION BY THE CONFERENCE BoArD EcoNoMic FORUM AND GUESTS HELD AT THE
WALDORF AsTORIA, NEW YORK Crry, NOVEMBER 28, 1966

The conclusions of the ten members and three guests of the Conference Board
of Economic Forum, meeting for the 21st year, summarized by Martin R. Gains-
brugh, Senior Vice President, National Industrial Conference Board, presented
the average consensus of the participants.
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For the year 1967, as a whole, the GNP is placed at $787 billion, or 6 per cent
above the corresponding output in 1966. The group’s expectation is that the
growth will be at a slower rate not only for the year 1967 but significantly slower
in the second half than the first—up 3.2 per cent in the first half as against a rise
of 2.7 per cent in the closing half. Thus, the GNP is estimated at about $802
billion for the fourth quarter, 1967.

Changes in the index of industrial production are expected to be far more mod-
est than the anticipated changes in the gross national product since the latter
incorporates value as well as volume change.

Virtually every member of the forum indicated a continued increase in con-
sumer prices, but with a slowing rate in the second half. Wholesale prices have
stabilized of late, and the forum has them moving up in 67 less than the CPL

For the last key aggregate, unemployment, the group was almost unanimous
that full employment in the lexicon of the form will again prevail in 1967 but
with some slippage in the closing half of 1967 to a figure of 4 per cent or slightly
higher by year end.

A descriptive word, . . . on the basis of the forum's collective views, is “con-
solidation,”” certainly not recession. . .. As the second half of 1967 matures,
there will be a regrouping of demand-and-supply forces far more sweeping than
in the months immediately ahead. This consolidation process should be facili-
tated as we move into 1968, if not earlier, by the restoration of the 7 per cent
investment incentive and liberalized depreciation.

Accelerated corporate tax payments, too, will have been eliminated, as we move
into 1968. Far more attention, too, may very well have been extended to step-
ping up the rate of home-building activity, through both public and private
measures.

. The process of consolidation may thus be building this expansion on a sounder
basis as the year ends than when it begins.

THE AMERICAN BANKERS ASSOCIATION : CREDIT Poricy COMMITTEE AND THE
DEPARTMENT OF EcONOMICS AND RESEARCH

According to the Business and Credit Review and Outlook published by the

A.B.A.'s .Credit Policy Committee and the Department of Economics and Re-
search, the present business expansion, now almost six years old, will continue to
advance in 67 but at a slower rate than last year.
. GNP in 1967 is expected to reach $783.7 billion—an increase of 6.2 per cent
over the previous year's estimated $737.8 billion. Not all of this gain in GNP
will be real in the year ahead. An increase in the physical output of goods and
services will account for more than one-half of the increase, or about 3.5 per cent
of the rise. The remainder—2.7 per cent—will be due to pnce increases.

In 1967, the thrust of the 6.2 per cent rise in GNP will again come from Gov-
ernment- spending.- The advance in this economic sector is estimated at 13 per
cent. Consumer spending will be a little below that of the previous year, but
will support the business advance by rigsing at an annual rate of 6.2 per cent.
The growth in GNP, however, is expected to receive little inipetus from business
investment, residential constriction, or from business ‘inventories.

T ®

WirLiaM H. CHARTENER, ECONOMIST, GOLDMAN, SACHS & Co.: ADDRESS BEFORE
THE FORECAST FORUM, INVESTMENT ANALYISTS ‘SOCIETY OF CHICAGO, DECEM-
BER 15, 1966

There are signs thiat wé are heading into a recession, although the recession
may not even be detectable except by professional chart-watchers and people in
afflicted industries. The leading indicators have had a dreary aspect for several
months. We shall probably come out of this recession in a matter of months since
the basic forces in the economy are unusually strong.

Defense spending is probably rising about $3 billion, in annual rate terms, per
quarter now. I expect the rise to be about $2 b11110n by spring and $1 billion
per quarter later in 1967.: "But defense spending is still almost certain to remain
among the more important expansive forces in the economy.

" Inflation, which I would define pragmatically as the prices we pay rising
faster than we care to see them rise, will continue through 1967.
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The rate of increase in prices, though, is likely to be less in 1967 than it has
been in 1966.

With consumer prices rising close to 4% at an annual rate, it would be sur-
prising indeed if unions acceded graciously to a reduction in the real wages of
their members—particularly when labor markets are tight. Under these circum-
stances, I would regard the recent pattern of about 5% for major wage settle-
ments and the moderate rise in strike shutdowns as reassuring.

For 1967 as a whole, our expectation is S$% million passenger ear sales—which
should be no occasion for tears.

I believe there is a good chance that housing starts will regain the million-
and-a-half level by the end of 1967 and double to 1.7 million within the next
two years.

Latest reports of plans for plant and eguipment spending in 1967 indicate
a rise of less than half of 169 increase occurring this year.

On the National Income basis, we expect profits after taxes to be about
$48 billion in both 1966 and 1967.

THE WHARTON SCHOOL, UNIVERSITY OF PENNSYLVANIA : As REPORTED IN DECEMBER
3, 1966 IssuE oF BUSINESS WEEK

The Wharton School operates a computerized model of the U.S. economy con-
structed along so-called econometrie lines to forecast general business conditions.
The forecast reported in the December 3, 1966 issue of Business Weck indicates
that the model at that time pointed to contingent growth throughout ‘67 at
roughly a 4% per year rate with an overall annual rate of increase in prices
of about 2%9, against 1966 experience of 3.7 %. 'This would mean an average
rise of about $12 billion per quarter in gross national product in 1967.

The model indicates that the size of 1967 wouldn’t be changed much by shifting
the mix of fiscal and monetary policy. Consumer spending is expected to rise
about $6.6 billion per quarter, about $1 billion less than this year.

Non-residential construction, plus producers’ durable equipment spending will
rise only 5% from this year’s anticipated fourth-quarter rate to the third
quarter of 1967 with no increase in the fourth quarter.

Inventory accumulation will slow down to about $7.5 billion per year. Imports
will rise faster than exports, which will impair the net foreign trade surplus.

The labor market will not ease. Unemployment will be down to 3.5%, com-
pared with 3.9% at the time the projection was made.

Profits will continue moving up strongly, despite higher costs.

GERHARD CoLM, CHIEF EcoNoMIST, NATIONAL PLANNING ASSOCIATION,
DECEMBER 1966

A summary of our estimates indicates a further rise in gross national product
in current dollars, and likewise in constant dollars, though at a somewhat
reduced rate as compared with the recent past. Taking into account the prospect
for productivity advance and labor force growth, the projected 4 percent real
growth rate implies an over-all unemployment rate rising, by the end of 1967,
somewhat ahnve the average recorded in recent months. ’

The high level of business spending, continued during the last montits ol
1966, will probably slacken through 1967.

Residential construction starts showed a steady downward trend, significantly
decreasing in the ‘third quarter of 1966. The outlook for this sector of the econ-
omy is made more dire by stringent credit conditions, saturation of the market,
high rate of interest, scarcity of funds for both those building and those purchas-
ing homes, and rising costs of construction. A conservative estimate of this
sector is that the rate of decline will taper off as the floor is approached midway
in 1967. Congressional action to aid this sector of the economy is quite likely to
have some effect by that time, and a modest upturn may occur toward the end
of next year (although it may not be of a magnitude sufficient to affect the
annual rate of residential construction).

Inventory accumulation is expected to run lower in 1967 than in 1966, partly *
because of the rise in steel prices in August 1966, the continuing uncertainty of
the the annual rate of automobile sales, the fact that some procurement pro-
grams will rise in the fourth quarter of 1966 but might taper off through the
remainder of the year, and the general uncertainty prevading the economy.
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The road ahead for 1967 may be rougher than it was for previous years.
There will be more bottlenecks, more labor disputes, more price rise. Policy
will be determined largely by the political developments in Southeast Asia and
other parts of the world; by decisions at what level to continue economic and
social programs that have been initiated; by the need to combat the threat of
inflation and the balance of payments deficit by monetary, fiscal, and price-wage
policies, and particularly by the necessity to better balance these component
parts of a comprehensive anti-inflation program; and, finally, by psychological
factors of importance under conditions of uncertainty. How the partly con-
flicting goals of policy will be reconciled in the political arena is a question which
the economie crystal-ball gazer is even less equipped to answer than the political
soothsayer.

Der. OLIVER JONES, DIRECTOR OF RESEARCH, MORTGAGE BANKERS ASSOCIATION OF
AMERICA, DECEMBER 29, 1966

The most optimistic projection of business plans for plant and equipment
expenditures foretell a lower volume of business demands for credit. After a
rapid build-up in inventories, the slowed pace in autos, appliances, retail sales,
and steel also suggest that business will require less credit in 1967. Bank loans
to business have already slowed. but some of this demand has shifted to the
capital markets. The momentum already built up will keep business demands
for credit relatively high during the first half of 1967, but a marked reduction
can be anticipated in the second half.

Consumers have already slowed down their credit demands. Net additions
to consumer installment credit in the second half of this year have been running
below 1965, and in October the $380 million added to consumer installment credit
was the smallest in several years. Surveys of consumer buying intentions indi-
cate that those moderating influences will continue in 1967. There is good
reason for these changes. Buying power has eroded steadily in 1966 and reduced
the consumer’s discretionary income. Still consumer expenditures will continue
to rise throughout 1967 but the pace will be slower, releasing some credit for
other uses and discouraging further expansion of productive capacity.

We have little hard information about the federal budget at this time, but
a deficit of $12 billion is clearly possible. Thus, the Treasury will remain a
heavy borrower during much of next year. KEven so0, government expenditures
are not likely to increase enough to offset in full a stower rate of growth in
the private economy.

All of this adds up to a gross national product of $772 billion for 1967.
Government expenditures will be increasing throughout the year. Consumer
expenditures, particularly on durables, will increase at a slower pace. The
drag on the economy during the first half of the year will be in residential
nonfarm construction outlays and moderately in inventory adjustments. In
the second half, residential construction should increase sharply while additions
to inventories and plant and equipment expenditures are reduced.

In this frame, private nonfarm housing starts will continue at a relatively
low level during much of the first half of 1967, around the prevailing 1 million
unit annual rate, and pick up sharply during the second half to reach a 1.6
million annual rate by December. This delayed turnaround will produce an
average volume of private nonfarm starts of 1,188,000 units, only slightly below:
this year’s 1,220,000 units. More important, the trend will be up.

“THE AGRICULTURE SITUATION AND OUTLOOX FOR 1967”: REX F. DALY, CHAIRMAN,
OUTLOOK AND SITUATION BoARD, NOVEMBER 14, 1966

Another good price and income year is in prospect for farmers in 1967, even

if realized net farm income does not quite measure up to the near-record 1966

level. This is the best judgment we can make in the face of the greater-than-
usual uncertainties in the agricultural outlook for 1967.

Prospective developments for the next 6 to 9 months seem fairly clear. But

* the picture becomes a bit more blurred than usual as we project further into

the 1967/68 marketing year. Among the uncertainties in the economic outlook

for 1967 are possible changes in the Vietnam conflict and their impact on the

general economy and agriculture; new grain programs with added acreage and
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their influence on 1967 crop output; and foreign crop prospects and their effect on
export markets.

Domestic demand for food and fiber is expected to increase in 1967, but not %o
much as the whopping advance this year. Expanding output, more jobs, and
prospects for a more rapid rise in wage rates in 1967 will increase consumer buy-
ing power and the demand for farm products.

Farm output will likely increase by a sizable margin over this year, with
much of the gain in grains, soybeans, hogs, poultry, and eggs. Producer prices
for food and farm products as a whole next year may average close to 1966
levels ; but wages, transportation and other costs of processing and marketing are
expected to rise. Accordingly, a further increase is indicated for retail food
prices. The rise is not expected to be anything like the big increase now indi-
cated from 1965 to 1966. However, it is expected to exceed the average annual
increase of 1% percent from 1960 to 1965.

<FACTORS IN THE 1967 EcoNoamy' : TALK BY Louis J. PARADISO, ASSOCIATE DIREC-
TOR, OFFICE OF BuUsSINEsS Econorics, U.S. DEPARTMENT OF COMMERCE, 44TH
ANNUAL NATIONAL AGRICULTURAL OUTLOOK CONFERENCE, NOVEMBER 14, 1966

To sum up: The foregoing discussion suggests that business activity may be
expected to continue upward through 1967, with a high probability that the
increases would be at a slower pace than this year, assuming that the Vietnam
war goes on at the present tempo. The momentum of the current boom will
carry through in the first half of next year so that a slower rate of increase is
quite likely in the second half than in the first half.

This year, real GNP is expected to be about 5% percent above 1965 ; the in-
.crease in the total labor force is 1.7 million or 2.2 percent; the number in the
Armed Forces has increased by about 400,000; this year’s gain in productivity
for the entire economy is estimated at 2.5 percent. These numbers imply a re-
duction in the rate of unemployment from the average 4.6 percent in 1965,
to 3.9 percent this year which, on the basis of the actual rates for the first 9
-months, look reasonable.

I am citing these figures to show how we have accomplished the interim ob-
Jjective of reducing the rate of civilian unemployment to around 4 percent. This
rate was achieved with an increase in real GNP of 5% percent, an expansion
which was required to reach the low rate of unemployment. However, in the
‘process, imbalances and price pressures have developed. Such a high growth
rate of output is not sustainable without causing further severe pressures and im-
‘balances. Now that we have attained a relative low rate of unemployment,
we can maintain this rate with a slower growth in real GNP than we had this
year. :

For purpose of illustration, let us assume that the gain in total labor force in
1967 will be 1.6 million, a little smaller than the 1966 increase. and that the
‘Armed Forces will rise by 300,000 over this year's average of 3.1 million; the
assumed increase is not much above the 3,230,000 in the Armed Forces as of this
‘past September. Also, let us assume that total productivity in 1967 will be a
little higher than that expected for this year—a gain of 2.7 percent over 1966;
:and, finally, we shall assume that the rate of unemployment remains at this
‘vaar's average of a little below 4 percent. Then it follows that to absorb the
growth in the labor force a real GNP growth of about 4% percent would be
needed.

This is not a forecast, but it does provide the dimensions of the real growth in
.output needed to maintain the rate of unemployment at a relatively low level.

If the growth rate of output is reduced to a more sustainable pace, we shall
‘reap two important benefits: The present imbalances in our economy would be
corrected and price pressures would ease. If the present rapid pace of economic
.activity, however, should continue, the penalty eventually will be a painful ad-
justment. I don’t think anyone knows at this time, considering the uncertain-
ties, that tax increases or control measures would or would not be required to
moderate the tempo of economic activity in 1967. The President is watching
developments closely and when the picture becomes clearer he will make a deci-
:sion one way or another.
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THE PRUDENTIAL INSURANCE CO. OF AMERICA : “PRUDENTIAL'S EECONOMIC JFORECAST
FOR 1967, THE OUTLOOK 1IN BRIEF”

What worries some observers, however, is not our ability to expand production
but that the boom will peter out and a recession begin in 1367. They point to
declining housing starts, weakness in new orders for durable goods, lagging car
sales, and depressed stock prices as symptoms of an economy heading for trouble.
We do not share this view. Although the rate of econoniic growth may slow
in the second half of 1967, we expect no recession during the coming year. In
brief, these are our reasons:

Federal government -spending will soar $12 billion, as both defense and non-
defense expenditures continue to rise. .

State and local spending will increase $35 billion. While substantial, this gain is
somewhat less than the amount indicated by a simple projection of past trends.

Business capital outlays will rise $6 billion of 7Y percent in the full year
1967. Although thi$ is only 60 percent as much as the dollar rise in 1966, it is
still a considerable advance. The combined effect of tight money and the sus-
pension of the 7 percent investment credit will reduce new orders buf will not
affect actual outlays until mid-1967. At that time, a minor and short-lived dip in
plant and equipment expenditures is likely.

Inventory buying will continue at an above-normal $7.5 billion, compared with
the hectic $10.5 billion accumulation of 1966.

Housing starts have been in the doldrums for months. As a result of tight
money, a more than 300,000 unit backlog of demand has been accumulated. The
result will be an upturn in housing expenditures during the second half of 1967,
just as plant and equipment expenditures begin to show signs of easing.

Consumer expenditures will rise 7 percent, in line with our projected increase
in personal incomes. The average American family will enjoy a boost in income
from $7,250 in 1966 to $7,600 in 1967.

We conclude, therefore, that overall GNP will rise an impressive $50 billion,
from $740 to $790 billion. This equals a 7 percent increase, of which inflation
will claim 3 percent, real growth 4 percent. During the second half of 1967,
however, some slowing of the expansion is expected. The result will be smaller
real growth but also less intense pressures as the year draws to e close.

DRr. ARTHUR F. BURNS, PROFESSOR OF EcoxoyIcs, COoLUMBIA UNIVERSITY AND
PRESIDENT, NATIONAL BUREAU oF ECONOMIC RESEARCH : “THE EconoyMICc aAND
FiNnaxcriaL OuTLook”

Let me now summarize briefly what I have tried to convey. The expansion
of these economy has recently abated considerably, and this slackening is likely
to continue in the private sector. Indeed, were it not for the federal sector, we
might now be gradually moving into a recession, albeit one in which the price
level would still be under upward pressure. With federal spending continuing
to rise, an early recession is unlikely. Even S0, the growth of aggregate demand
is likely to abate, economic crosscurrents will multiply, some industrial slack
may develop; and while business as a whole should be good, profits will be less
satisfactory than the volume of business. In view of the uncertainties of war, if
for no other reason, prudence requires effective restraint on nonmilitary expendi-
tures, but the economic case for a tax increase now appears very doubtful. All
these surmises and judgments, I need not repeat, are based on relatively optimistic
assumptions concerning future financial costs of Vietnam.

I would like, finally, to suggest a few lessons that may usefully be drawn from
recent experiences.

1. Expansionist fiscal and monetary policies, if pushed beyond a point, may
readily bring on inflation and threaten the continuance of prosperity. Economic
forces have momentum and work with lags. Unless inflationary pressures are
recognized at an early stage and steps taken to slow down gradually the growth
of aggregate demand, blunt measures—such as those used in the credit market
this year—may become unavoidable.

2. Although the promotion of a high level of aggregate demand is a vital
governmental responsibility under modern conditions, we should not seek through
expansionist policies what can be achieved at lower cost, and with more lasting
effect, by attending diligently to the structural causes of unemployment.

8. The flow of factual information needs to be improved. We need current
and comprehensive statistics on job vacancies as well as on unemployment. And
we need information on prospective federal revenues and expenditures, quarter
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by quarter, similar to the information that the government now compiles on
business sales expectations and investment intentions.

4. Perhaps most important of all, we need better coordination of economic
policies. When, in a year of full employment and inflationary pressures, the
government runs up expenditures sharply, tightens credit to a point that one
day this summer seemed almost to invite panic, does little about taxes, exhorts
labor to be modest about wage demands, and simultaneously legislates a sub-
stantially higher minimum wage, it appears that the art of managing our national
prosperity has not yet reached the excellence that we hope for it.

A. G. EpwaRDS & SONS, AN ADDRESS BEFORE THE INDUSTRIAL RELATIONS CLUB OF
ST. Louls BY OLIVER M. LANGENBERG, NOVEMBER 16, 1966 : “PROFIT PROSPECTS—
19677 .

So, very briefly and putting my conclusions at the beginning, what we look for
is a continuation of this present period of slackening growth going through the
balance of 1966 and most of next year, 1967, with negative forces gathering
momentum in the early and the middle part of the year, hopefully bottoming out
late in 1967 or early 1968. It is still too early to determine the extent and depth
of 4 downtown. We just don’t know about Vietnam. If the many questions
that can only be resolved by the Administration are done so properly, the effects
of a downturn can certainly be modified and the stage set for exploiting our
bright long-term potential.

So, what does this all add up to? The picture as we see it is that we are closing
in on a long period of business expansion. Demand by the consumer and business
is leveling off and will decline next year as a result of the imbalances that have
developed since 1965. Government spending, however, will rise, hopefully less
than earlier expected as a result of the recent elections. We now have to boil
off some of our excesses during which corporate profits, which already are flatten-
ing out, will be declining. How much you ask? Plus or minus 15 percent by
vear-end 1967, with some industries with a high labor component experiencing
a much greater decline is my guess.

BUSINESS WEEK, DECEMBER 31, 1966: “THE 1967 BaraNciNGg TRICK”

The U.8. economy will be trying to pull off a high wire act in 1967. And busi-
ness, government, and labor will all have a tough time keeping their balance.

By all the odds, the problems will not cook up into a recession. The best
available information points to a 1967 gross national product of around $790-
billion. up $50-billion, or 7%, above last year.

Plenty of trouble. Demand will continue to press against capacity. Produe-
tivity gains will come hard. Profit margins will be difficult to maintain. And
the ficht will be intense between business and labor over how income should be
distributed. i . :

Real output will grow at a 4 percent annual rate.

Prices will continue to rise fast-—at a 3 percent annual rate.

Praductivity gains—the oil from the wheels of the economy—will come harder.
The Labor Department experts who track productivity expect the year-to-year
increase to average no more than about 2.5 percent to 2.6 percent in 1967, as
against this year’s 2.9 percent and the 3.5 percent average of the earlier years
of the boom.

Unemployment will rise slightly from the current 3.7 percent.

Profits will stay high, but the trend will be level or perhaps slightly down.

NATIONAL ASSOCIATION OF HOMEBUTLDERS, NOVEMBER 19866: “Ecoxodic NEWwS
NoTES—1967 FORECAST”

In 1967 the economy will likely once again show substantial growth but at a
slower pace than during 1966. Gross National Product will increase by $353 bil-
lion or at a rate of 7.2 percent. Due to increased inflationary pressure already
being experienced during the latter half of 1966, real growth will be held to
about 3.2 percent. The total GNP next year will be double that of 1959. In that
8 vear period, however, residential construction will have increased by only 12
percent.
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Economic growth during 1967 will take a different shape than that in 1966.
Corporations, which in recent years have experienced rapid growth, heavy de-
mand for their products and a resultant growth in corporate profits, will make
only modest gains in profits during 1967. This, if coupled with a tax increase and
a loss of the major portion of the benefit from the 7 percent tax credit, would
result in a slowing in the rate of plant expansion. Any freeing of funds from the
sector could eventually have a positive impaect on the home building industry.

Slower rates of growth will effect the employment picture in 1967. The sea-
sonally adjusted rate of unemployment is now running at 3.8 percent but will
soon begin to edge upward. Any reduction in the commitment of men in Viet~
nam would also accelerate this rise. 1987 will be a year of major labor contract
negotiations which usually put pressure on prices.

High levels of consumer after taxes income, have increased personal consump--
tion expenditures by $100 billion since 1964. During 1967 the increase is ex-
pected to be $34 billion with the heaviest rise in the service sector. The con-
sumer appears to be spending not only all his additional income but a little more.
The savings rate has dropped from 5.5 percent of disposable income in 1965 to-
5.1 percent this year and will fall even lower in 1967, to 4.9 percent.

The 11th Quarterly NAHB Metropolitan Housing Forecast covering 94 metro-
politan areas indicates a further decline in home building activity during 1967.

After weighing the forecast for geographic representation and for the mixed
single and multifamily activity, it was found that the decline during 1967 would.
be approximately 8 percent or an additional 100,000 units.

NATIONAL CITY BANK oF MINNEAPOLIS : “THE EconoMic OUTLOOK For 1967, BY
‘WALTER W. HELLER, JANUARY 3, 1967

In sum, the following overall GNP pattern emerges for 1967 from the fore-
going analysis:

A 1967 GNP in the neighborhood of $780 billion, or about $42 billion above-
1966.

A near-69, advance over 1966 in money GNP, but only 3% in real GNP.

A rather soft economy in the first half of 1967, gaining momentum in the -

second half and pushing toward a fourth-quarter GNP of $800 billion or a bit
beyond.

In drawing lessons for policy from this GNP forecast, one must bear vividly
in mind the earlier warnings about margins of error and the premium on skillful
timing and maximum flexibility. Not many months ago, most of us foresaw:
strength in the first half, with the danger of undue softening delayed until sum-
mer or fall—not to mention that the whole year looked stronger than it does now..
‘What does the revised outlook imply for policy?

First, it calls for all deliberate haste in easing monetary restraints, even at
some risk on the beleaguered balance-of-payments front (though the probable-
readiness of Germany, Canada, the United Kingdom, and perhaps even France-
to follow our lead on lower interest rates tends to reduce this risk).

Second, if there is to be a tax increase (and I, for one, still favor a modest
surtax to buy more monetary ease and more budget leeway for the Great Soci-
ety), its economic risks can be minimized by aiming at a July 1 effective date,
t!ms not adding to the burdens of an already soft first half; giving the stimula-
tive effects of easier money time to be felt before imposing the surtax ; permitting
a better assessment of whether the quid pro quo in (a) easier money and (b)
;stronger support of essential civilian programs will really be forthcoming ; keep--
ing open the option of no tax increase at all in case the economic softness proves
to be more than temporary.

'ljhird. several important and flexible fiscal weapons should be pressed into-
action s,.wiftl,v if and when needed: restoration of investment tax incentives;
restoration of Federal highway funds; adjustment of the size and effective date-
of the projected Social Security increases.

C[jhe year 1967 will be a difficult one. economically. Wrong-headed economic-
polgc,v could even make it a dangerous one. But with responsive economic
policy—which I expect—it will be a year of movement toward better economic-
balance and a stronger base for future economic growth.
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“pag EconoMY IN 1967”7 : By IrRviNGg SCHEWEIGER—TEXT oF HIs ADDRESS AT THE
ANNUAL BusiNEss ForecasT LUNCHEON ON DEecEMBER 7, 1966—IrvING
SCHWEIGER Is PROFESSOR OF MARKETING IN THE GRADUATE SCHOOL OF BUSINESS
AT THE UNIVERSITY OF CHICAGO

In 1967, I expect the current economic boom to end. It will be a year char-
acterized by downward revisions in sales targets and planned capital invest-
ment, by rising unemployment and industrial disputes, and by major changes
in monetary policy. The boom will end not with a crash but with a materially
reduced rate of growth and an economy unbalanced and dangerously sensitive
to an unexpected truce in Vietnam, should it come in the early months of 1967.

My estimate is that the Gross National Product will total $778 billion in 1967,
about $39 billion more than in 1966. However, a little more than half of this
increase will be water resulting from substantial price rises, and only $19 billion
of the $39 billion advance will accrue from growth in rezl output of goods and
services. The number of unemployed persons will rise steeply from very low
current levels as one of the more serious consequences of a greatly diminished
rate of growth coupled with rapid expansion of the labor force.

Very briefly: 1 consider that present monetary and fiscal policies have been
more effective in shrinking demand in the private sectors thon is generally be-
lieved and that they will be more than sufficiently potent unless altered. Full
effects of these policies have been masked by continuing waves of price and
wage increases and by surveys that ascertain business investment plans to be
still rising.

Instead of a gain in plant and equipment spending in 1967, I believe the yearly
total will just about match the $79 billion of spending in 1966. From the fourth
quarter of 1966 to the fourth quarter of 1967, I anticipate a decline of about
10 percent. .

I am therefore allowing for an increase of $11 billion in defense spending in
1967 compared with a $9.5 billion rise in 1966. Nondefense Federal spending
will be pruned heavily and I anticipate only a very small increase in this cate-
gory. On the other hand. spending by state and local governments will continue
to rise strongly and should total about $8 billion above the 1966 figure.

In 1967, slackening in consumer demand will contribute significantly to a
lessened rate of overall economic growth. Tight credit is undoubtedly one major -
factor in contraction of the housing and automobile markets.

Disposable personal income will total about $435.5 billion, a gain of about 6.2
percent. Consumers are expected to increase their total spending for goods and
services by only 5.5 percent. The difference is accounted for by higher interest
payments and by a small increase in the rate of personal savings attributable
to a reduced rate of spending for durable goods, primarily automobiles.

My estimate is that total private residential construction expenditures in 1967
will be about $24 billion, more than $2 billion below the total for 1966. Because
of anticipated loosening of the credit reins, the fourth quarter 1967 rate is placed
at about $26 billion. .

In summary. the economy in 1967 is expected to grow less in real terms than
in any year since the recession of 1960-1961. Monetary restraint applied force-
fully, with modest assistance from fiscal policy, is completing the task of check-
ing demand in the private sector of the economy—business and household. In
the absence of a major expansion of the war, delicate and skillful shifts in govern-
mental policy are now required to smooth transition to a new balance in the
economy. It is probable that errors in monetary and fiscal policy will occur.
A year ago fiscal and monetary restraints were too slow in coming and too weak
to bg effective before major damage resulted. In 1967, monetary and fiscal re-
straints are likely to last too long in too great strength for the needs of the
economy. Slow growth, higher prices, major strikes, rapid increase in the num-
ber of unemployed, and greatly varying trends in individual markets are
anticipated.

In spite of the complexities and strains, GNP in 1967 is expected to grow
about 2.6 percent in real terms and by 5.3 percent or $39 billion in the higher
pri~es that will nrevail.

It will go down in the books as a nonvintage year for the economy.
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“AN ExD To EcoNoMIC EUPHORIA” : TEXT OF ADDRESS BY BERYL . SPRINKEL, VICE
PRFSIDENT AND EcoNoMIST AND DIRECTOR OF RESEARCH FOR THE HARRIS TRUST
& SaviNes BANK, CHICAGO, AT ANNUAL BUSINESS FORECAST LUNCHEON, DECEM-
BER 7, 1966

For the first time since 1960, a convincing although not conclusive case can be
made for a recession within the year. If not for the anticipated strength in
Federal and state and local spending, the argument would be completely convine-
ing. Leading indicators of economic activity are quite weak, with well over half
contracting. The present pattern is typical of developments prior to either a
leveling tendency in the economy or a recession. At a minimum, this evidence
suggests the rate of rise in the private sector of the economy will slow.

Analysis of individual major sectors of the economy fails to disclose hidden
strengths. Consumer surveys suggest the consumer developing restraint after
engaging in the longest and largest buying spree in U.S. history Auto sales appear
to be headed downward by at least a half-million units and probably more. Resi-
dential construction is severely depressed and money market conditions and
building permits show no indication that improving demographic factors will
exert a stimulus in near-term months.

Surveys of plant and equipment spending plans for all of 1967 indicate no rise
above the current projected rate. Already plant and equipment spending is
running 6 percent above the annual rate for 1966 and surveys suggest a 3 percent

* to 5 percent increase in 1967 over 1966. Although somre modest increase may occur
early in 1967, the recent suspension of the investment credit is likely to initiate
a downtrend in plant and equipment spending in the last half. Inventories have
risen over $10.5 billion in the past year and if sales gains moderate as expected,
less inventory accumulation can be expected in 1967,

History is replete with evidence that our economy cannot adjust smoothly to
abrupt policy shifts such as occurred in monetary policy in 1965 and 1966.
Although the economy is probably not yet beyond the point of no return, historical
relations suggest that continued monetary liquidation for a few more months
would mean recession in 1967.

Although continued monetary restraint would, in my opinion. mean recession,
I must assume that for both political and economic reasons the current policy
will shortly be reversed even though there are numerous examples in the past
where such reasoning proved erroneous. Even if we avoid a recession, the econ-
omy will surely show less steam in 1967. We project a rise in GNP to about $TT7
billion, approximately 5.3 percent above 1966. At least half the rise will represent
inflation, so that real output will increase well below the long run trend and
unemployment is likely to rise.

In such an environment corporate profits will come under pressure as wage
rates rise well in excess of productivity gains.

Interest rates have probably already recorded their highs for this cycle, but so
long as inflation remains a serious threat and recession is avoided, a sharp
reduction in interest rates is unlikely.

There are times when convictions concerning the future trend in economic
activity can be formulated with great confidence, i.e., at 3 to 1 or better odds.
Unfortunately, the present is not one of those occasions.

“MONETARY AXND FIscAL PoLICY AND THE COMMERCIAL BANKING SYSTEM” : AN

" ADDRESS RY WALTER B. HOADLEY, SENIOR VICE PRESIDENT AND EcoNo)MIsT, BANK
OF AMERICA AT AMERICAN FINANCE ASSOCIATION ANNUAL MEETING PANEL SES-
s1oN, DECEMERER 29, 1966

The second factor I mentioned—the course of the general economy—is a highly
debhatable subject these days. Polls of economists and other forecasters reveal
an unusually loud chorus of complaints that 1967 is proving to be one of the
toughest years to predict in a long, long time.

The current opinion of many of the nation’s most seasoned economic forecasters,
however, is that 1967 will see a rise in:

1. Gross national product of about 6 percent,

2. Consumer prices of no more than 3 percent, and

3. Industrial production of slightly more than 2 percent. But they foresee
no rise in interest rates, no drop in unemployment, «nd a small additional decline
in new housing starts.
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In my judgment, this consensus still gives an encouraging picture of prosperity
ahead for 1967, but not without some obvious problems. For some months, the
coming year has seemed to me to be one of “pock-marked prosperity.” The stand-
ard forecast just given clearly is less buoyant than just a few weeks ago, and
general confidence is waning. Once again, we've had a dramatic shift in senti-
ment within 60 to 90 days—from widespread fears of overheating to rising con-
cern about impending recession.

Private demands for money seem likely to diminish at an irregular pace over
the year ahead, but not until the record high second quarter tax payments have
been covered. Contributing to slackened private demands will be the creating
of plant and equipment expenditures, reduced inventory and receivable build-ups
plus some actual liquidations, and lessened need to acquire added funds for
financial reserves as well as operating purposes.

Economic trends in Western Europe suggest some cooling there as well as in
the United States. In part, this undoubtedly reflects, as here, the inevitable
results of restraining monetary policies. There also seems to be some scattered
evidence, however, of supply catching up with some of the formerly urgent phases
of durable goods demand. The profit margins of foreign enterprises, including
those owned or controlled by U.S. organizations, are showing signs of narrowing,
abroad as well as at home. Hence, new direct investment overseas in 1967 should
continue to drift lower than in the recent past, taking some pressure from the
developed countries off the international money market. The developing nations,
however, will continue to ask for huge credit accommodations next year to the
full limits of available money supply, so no sharp decline in international interest
rates seems likely.

In short, the year 1967 will be another rough one for all who are directly or
indirectly involved in making public or private financial policy decisions. Flexi-
bility and liguidity must and should dominate most thinking. Tight money will
not disappear as a problem next year, although some of its most acute aspects
should be gone, and some of the delayed consequences of tight money are still
to be felt. The authorities no doubt will make some progress toward achieving
a better balance between fiscal and monetary policies in guiding the economy,
but monetary policy will still have to carry much of the load.

BusiNEss RouxpUP: FORTUNE MAGAZINE'S FORECAST For THE NEXT 18
MoNTHS—JANUARY 1967

The great industrial boom of the last six years, which has lifted factory output
by a half and total output by a third, is now coming to an end. From its extra-
ordinarily high level, the U.S. economy is embarking on a new phase, call it pause,
readjustment, or even recession. Roundup expects that the FRB index, about
158 in November for the fourth month in a row, will go off five points in coming
months and then level out. Real GNP at a $758 billion rate last quarter, should
level out and then edge up (see chart). In current prices (rising 2.5 percent a
vear), GNP will go up from $739 billion in 1966 to $770 billion in 1967, as Roundup
in effect forecast last July.

Defense. The spending rate for arms has risen some $15 billion since 18
months ago, 3 times as much as Roundup was then considering as a pOSSlbllltV and
this, of course, has had a giant multiplier effcet on OXNT. On presen t
the next 18 months, and some of that will again represent higher prices.

Budget. Federal fiscal policy, which notably failed to act as a restraint on the
boom, does not promise to supply any sitmulus now that the economy is turning.
The rate of outlays soared by $23 billion in the past year, to $150 billion, on the
national-income accounting of the budget, which went into deficit last quarter
for the first time in a year. Outlays should be going up at only a $9-billion
annual rate over the next 18 months.

On the revenue side, changes in social-security taxes and the suspension of
investment incentives are now putting $2 billion more a year into the till, and
the economy would throw off an additional $10 billion annually if it kept at full
employment. A more realistic appraisal of economic and revenue prospects,
however, indicates a moderate deficit.

Capital goods. F¥ixed investment in new plant and equipment has swelled by
almost two-thirds or $30 billion over the past six years, in real terms. But the
gains have been diminishing from $8 billion in 1965 to half that rate lately. And
now demand for new capacity is being crimped by the suspension of the invest-
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ment tax credit and the money situation. Next quarter, the volume of invest-
ment will be hardly bigger than it was last quarter, and then it will decline. Even
when the tax credit is restored and credit gets easier and cheaper, the invest-
ment rate will not turn upward, but will continue to decline at a moderate $2
billion a quarter or less.

Utilization rates will meanwhile fall sharply, for example by nearly 10 percent
in manufacturing where capacity will be expanding 7 percent and output dipping
3 percent. A year hence, outlays will still be reflecting large capital appropria-
tions made recently, but new appropriations will be very much smaller, and as
time goes on outlays will follow them down.

Inventories. Business accumulation of stocks hit a new peak rate last quarter,
about $14 billion on Census’ latest available data and a bit more on Roundup’s
own preliminary accounting. Cutbacks in industry are bringing the accumu-
lation rate down now, and Roundup projects that it will drop, guarter by quarter,
to zero by next suinmer, then turn into a $2-billion rate of liquidation in 1968.

Construction. Since spring housing starts have dropped from a rate of
1,500,000 private nonfarm units to below 900,000. Beginning soon, and over the
next 18 months, the rate should climb back to its former level. Building activity
is $8 billion down from the spring rate of $28 billion ; by mid-1968 it will still be
catching up.

Public-works volume, at $21 billion for two years, should decline a bit owing to
presidential limitations on funds for highways and buildings, as well as to a lag in
state dnd local bond financing. But in 1968 the volume should rise $1 billion
again.

Prices and wages. In the past year consumer prices and the price level in
general have risen nearly 3.5 percent which is about 2 percent more than the
average of previous years. In the next 18 months prices will ge up less than in
the past year but again more than the prior average, probably by 2.5 percent
per annum, possibly, a bit more.

‘Wage costs, of course, have been accelerating. New contract settlements
have recently been averaging around 5 percent in pay increases. These, and more
-of the same to come, will speed up the rise in the average factory wage rate, which
already has gone up 3.5 percent in the past year.

Consumer spending. Over the next 18 months the volume of consumer pur-
chases will go up only about half as much as the $32 billion it advanced in the
past year and a half.

Credit. The Federal Reserve already began to relax its credit policy last
month, as witness the significant fall in money rates, particularly at short term,
and the ease with which the market absorbed heavy new corporate flotations.
The downtrend of interest rate§ is not apt to be headlong. And on the experience
of the past two decades, they may not get back to where they were.

Exports. The U.8. export surplus hit a low last summer, a rate of $4.3 billion,
down some $4 billion from its 1964 levels. Most if not all of this loss should be
recovered by mid-1968.

Imports are the key now. They have been racing ahead, $1 billion a quarter, in
part to meet demands U.S. suppliers could not fill, but hereafter they should
decline, as domestic capacity grows and home demand eases.

Senator Jorpan. Mr. Ackley, I was somewhat concerned by some-
thing else in your statement. Among the accomplishments of the past
6 years you list “Accomplished a 50-percent increase in average real
farm ’i’ncome In contrast with a 9-percent gain in the preceding 6
years. -

Upon what do you base that optimistic conclusion? It does not tie
in with the evidence I get from my own agricultural State of Idaho
and from the evidence of other experts available to us.

Mr. AcgrLEY. Senator, these are the official figures prepared by the
Department of Agriculture and, as far as I know, no one has raised
serious questions about their accuracy or validity. We do not produce
the numbers ourselves. They are official statistics.

Senator Jorpan. One retired official of the Department of Agri-
culture does not share your optimistic view of agriculture. I do not
know whether you are familiar with a book put out by Mr. Frank Le
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Roux, retired official of the Department of Agriculture, entitled 1961
through 1965, Farmers’ Worst 5 Years.” Mr. Le Roux, after work-
ing over there for 5 years, made the report at his own expense and T
quote from his foreword.

This report attempts no debate on the state of agriculture. It simply lays
out the facts in eye opening graphic form so that you can form your own opinions.
By almost every possible pertinent economic measurement that 1 can apply

to our national agricultural situation, it all seems to come out about the same
The 19611965 period has been the worst five years in our modern agricultural

history.

He goes on tosay:

No other segment of the economy has accomplished as much in recent years
as has agriculture. There is no other sector that has received so little in return.

Mr. Le Roux says all the statistics in this book he has put out are
directly from or derived from Government publications. He goes into
some great length. I recommend it to you because it might have been
written by a Republican. It was not. It was written by a Democrat,
a disillusioned Democrat who quit the administration. He says the
fact is, from 1961 through 1965, instead of the farmers never having 1t
so good, the farmer never had it so bad. He goes on to say:

By almost every conceivable standard this has been the worse 5 years for the
American farmer of any administrative period regardless of party in modern
agricultural history.

Hesaid:

The farmers had the lowest share of the gross national product, the lowest
return on gross sales, the lowest return on total capital investment, the lowest
return on capital investment per farm, the lowest share of the consumer dollar,
‘the lowest share of the food dollar, the lowest level of parity of income, the lowest
return for farmers against the Government salaries, lowest return from farming
against all other major businesses.

Andsoon.

And this is, I think, a serious indictment of the farm program of this
administration and then you come along with your Economic Report
and I cannot think my people out in my State believe that in the past 6
vears we have accomplished a 50-percent increase in average real farm
income, because they are going downhill pretty rapidly. So are they
in many other parts of the agricultural economy of the country.

So I can think there is a great discrepancy in the data and informa-
tion that comes to us from the same Department of Agriculture and
the Federal Government and I wish there was some means of reconcil-
ing these differences.

Do you have any suggestions along this line?

Mr. AckLey. Senator, we have not studied this particular publica-
tion to which you refer. I was aware of its existence from a news-
paper story. 1 would be very happy to undertake an analysis of these
views. If the author of this publication does not question Govern-
ment statistics and uses them, I find it difficult to see how he can reach
the conclusion he reaches on the basis of the official statistics of farm
income per farm.

I think that many figures which are cited with respect to agricul-
ture, such as its share in the gross national product, are quite mis-
leading. It is an inevitable law of economic development that as a
society becomes richer, and incomes rise, agriculture necessarily shrinks
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as a share of the total. People’s stomachs ave limited in their capacity,
and whereas in our own early history agriculture probably accounted
for 90 percent of our GNP, today it accounts for less than 5 percent.
I do not think that bears at all on the average income position of
farmers. It merely reflects that as incomes rise we spend the larger
part of it not on additional food and fiber but on other products that
are available. The most crucial figure, as far as I am concerned, on
the farm situation is the average income per farm and that is the
figure to which we refer. We will, however, be very happy to under-
take an analysis of the document.

Senator Jorpan. I wish you would. I will present you with this
book. I wish you would have it analyzed and come back with an
official answer perhaps to some of the points I have raised.

Mr. Acerey. We will be glad to.

Senator Jorpax. My timeis up, Mr. Chairman.

(The CEA subsequently supplied the following memorandum for
the record:)

MEMORANDUM FOR THE RECORD IN RELATION TO THE STATEMENTS AND STATISTICAL
INTERPRETATIONS MADE BY MR. FRANK M. L Roux 1x His PuBLICATION EN-
TITLED “1961 THROUGH 1965—THE FARMERS' WORST 5 YEARS”

We wish to be very clear in stating the Council’s concern for the income levels
and the progress of farm people. When we report recent gains in net farm
income, we do not mean to imply that no further improvement is possible or
desirable. Likewise, some farmers have moved ahead more rapidly than the
average, others have fallen behind. All this we recognize fully. But this should
not detract from the fact that the average net income per farm has increased
‘substantially, as pointed out in our Annual Report. In his publication, Mr.
Le Roux relies heavily on the use of percentages and ratios which in most cases
- have little relation to the net income position of farm people.  His interpreta-
tions are not supported by professional analysis. In fact, his interpretations
and conclusions are quite misleading.

For example, he uses as evidence that these were “the worst five years” the
fact that net farm income represented the lowest share of the gross national
product in history. Using this criterion, the same could have been said in 1960
of the preceding five years, or, indeed, at almost any time in our history. With
a rapidly expanding gross national product, it is almost certain that this will
hold true for future years. This should not be surprising when we know that
agricultural employment dropped from 5.7 million in 1960 to 4.2 million in 1966
while nonagricultural employment increased from 61 million to 70 million in this
same period. Mr. Le Roux fails to point out the rapid technological improve-
ments and the great increases in efficiency of U.S. agriculture, the growing
number of large commercial farms and the declining number of small, marginal
units.

Mr. Le Roux says that while “National Income Soars—TFarm Income Stag-
nates.” This is simply not in accord with the facts. Realized net farm income
was $11.7 billion in 1960 and rose to $14.2 billion in 1963. It rose further, to
$16.3 billion in 1966. This is not stagnation. Furthermore, the per capita in-
come of farmers has increased at a faster rate since 1960 than has that of the
population generally. )

Another measure used by Le Roux is realized net farm income as a pércentage
of realized gross farm income. Farmers have been using relatively more pur-
chased inputs. The percentage that net is of gross has actually been quite
stable since 1957, moving within a range of 30 to 33 percent. However, over
the longer run, as the use of purchased inputs has increased, realized net in-
come as a percentage of realized gross has been declining. But a stable or even
declining percentage of a rising gross income can lead to marked improvement
in the net income position of farmers. Farm 1961 through 1965, realized gross
farm income increased by $5.35 billion, production expenses by $3.72 billion, and
realized net farm income by $1.63 billion. Net as a percentage of gross was
near 32 in both years.
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Mr. Le Roux makes much of the point that the percentage return on all farm
investment was lower in the years 1961-1965 than in previous periods. But
he fails to take into account that much of the capital increase in agriculture
has been the result of rising land values. From 1961 through 1965, total value
of farm assets increased by $338.6 billion of which $28.0 billion or over 83 per-
cent represented increases in the value of real estate. Most of this “investment”
increase reflects nothing more than the rise in land values. In faect, these ris-
ing values have provided substantial capital gains to farm owners, and land
prices continue to increase.

The farmers’ share of both the consumer dollar and the food dollar have de-
clined. It is, of course, a well established principle of economics that as consumer
incomes rise the proportion spent for food declines. But this has no necessary
implications for farm income. A family with a $5,000 income spending 25 per-
cent for food contributes $1,250 to total food expenditures of the nation, but
one with $10,000 income spending 15 percent for food contributes $1,500. The
declining percentage of consumer disposable income spent for food tells us
nothing of farm prices or farm incomes.

The farmers' share of the retail food dollar has been at or under 40 percent
since 1936. This is another measure, like net income as a percent of gross, that
is affected by the movement of certain functions from the farm to other special-
ized firms and industries. Historically, the trend has been toward greater spe-
cialization in production on the farm, with input producing functions (chemieals,
farm machinery, etc.) as well as processing and marketing functions being taken
over by specialized nonfarm firms. The farmers’ share of the retail food dollar
varies widely by product reflecting variations in the resources used in farm
production of a product and those used in processing and distributing after
farm sale. A larger share of the consumer food dollar today goes for products
that are ready to serve or cook. There are more foods available on a year-
round basis than ever before. These additional services add to the costs of trans-
portation, refrigeration, packaging, storage, etc. But again there is no neces-
sary relation between these proportions and the net income position of farmers,
as farm net income realized in the past five years clearly demonstrates.

Other measures used by Mr. Le Roux have interpretations equally irrelevant
for understanding the present income position of American farmers. The Council
is very much interested in seeing that farm incomes keep up with those in other
parts of the economy. But we all need to be sure that we are interpreting cor-
rectly the present record. The interpretation given by Mr. Le Roux is not useful
in this respect.

Chairman Proxmire. Congressman Moorhead ?

Representative Mooraeap. Thank you, Mr. Chairman.

Mr. Ackley, I want to indicate I do not agree with this Republican
statement, which seems to predict we can do the gymnastic feat of
falling off both sides of the tightrope at one time, but I do share the
concern expressed here by Senator Jordan about our forecasting tech-
niques and the suggestion that seems to be presented to the Congress
that we should decide today or in the near future on a tax increase to
take effect July 1.

Would it not be wiser to wait nearer to the proposed effective date
before making this decision and then presumably as we get closer to
the date, our forecasting can be more accurate ?

Mr. AckLEy. Mr. Moorhead, I agree it might be useful if it were
possible not to present an annual budget and an annual economic
report, but to dribble out the proposals and forecasts a bit at a time.
But we do have this institution of the annual budget and legislative
program which has to be presented on the basis of the best evidence,
the best projections, the best forecasts of which we are all capable
at the time.

It was on that basis that these proposals were made. Obviously, we
have to keep an open mind and watch events. Certainly none of us
claims to be infallible in terms of forecasting, least of all the Council

75~314—67—pt. 1—4
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of Economic Advisers. Our record last year was less than perfect. We
have no infallible crystal ball. We do the best we can.

The proposal for a tax increase to take effect in the second half of
the year is appropriate on the basis of the best projections we can
make to the Congress and the country. We will have time to review
that. If the situation appears radically different, then I think the
administration itself will be the first to propose a different course of
action.

We emphasize repeatedly the need for flexibility in policy. It seems
to me that, particularly in a wartime situation, where there is such
great uncertainty as to what may develop, it is more than ever import-
ant to keep a very close watch on economic conditions and to be ready
to change your mind if necessary about policies.

Representative Moorueap. Then it is not important for Congress
to decide in, let us say, February that there will be a tax increase in
July. As an economist you would not be disturbed if we postponed
that decision until May or early June, would that be correct?

Mr. Acrrey. My understanding of the legislative calendar suggests
that inevitably that will be the case since the Ways and Means Com-
mittee has been first asked to dispose of the debt limit question. They
have decided they ought to act promptly on the President’s proposal
on the interest equalization tax, and then they have the social security
program to take up before they get to the tax question.

Representative MooruEaD. I believe it was Congressman Widnall

. who, earlier, asked you about the relationships with the Federal Re-

serve and talked about the consultations you were having and the
President in his message expressed a hope that there would be an
easing of the monetary situation.

Now, not to be critical of any individual, but I want to know about
the institutional relationships. Do you think that the relationship of
the Federal Reserve as now constituted is too independent to work
with an administration, or is the present situation institutionally just
about right ?

Mr. Acrrey. T hesitate to express a very strong opinion on that
question. If one were organizing the Government from scratch, I am
not sure one would organize it this way. This is the way it has
developed.

I think the institutions are such as to make possible the appropriate
and necessary coordination. I am certainly not prepared to propose
any major institutional change as essential to get a coordinated and
sensible economic policy.

Representative Moormeap. Thank you. The next question T suppose
would go to Mr. Duesenberry. It comes up on this teenage unemploy-
ment, and I note particularly in the Economic Report that you point
out the difficulty of the nonwhite females in the teenage group. That
is just one item, but are there are any proposals that we can make—I
understand now the increase in population causes the problem, but do
we have any proposals to correct this situation? Would it be more edu-
cation, training, or do you have any proposals ?

Mr. DueseEneErrY. Well, as you know, there are a number of pro-
grams in existence now which are directed particularly at the teenage
group, and more especially at the disadvantaged part of that group.
We have the National Youth Corps; the Job Corps. We have the
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Elementary and Secondary Education Act which directs more funds
toward those areas where poverty is particularly severe. All those
measures are directed toward making this group of teenage workers
more acceptable to employers, giving them the skills and education that
they need. -

Now, we expect that this year's MDTA program will have a much
larger proportion of positions for disadvantaged workers rather than
for workers who already have considerable skills, and we are trying to
develop the whole manpower program in directions which will have a
maximum impact on those who find it most difficult to get into
employment. .

We now have a whole spectrum of programs and those are under
continuous examination to see that they are as effective as they can be.

Mr. Ackiey. I might add on that that the MDTA program has
specifically been redirected in two ways that help deal with this
problem.

First, greater attention to younger people. There have been a series
of amendments to the Manpower Development and Training Act
which have permitted a greater emphasis (a) on the relatively un-
skilled and disadvantaged, and (?) on younger workers. This is only
one part of the redirection and expansion of training efforts directed
particularly at the disadvantaged youngster.

Representative MooraEap. Has the Council taken any position on
the guaranteed annual income or the negative income tax, or is this
premature ¢

Mr. Ackrey. I think it is highly premature. We have expressed
interest in this as a proposal. It has been made from a number of
quarters, as you know—both from those who describe themselves as
“liberals” and those who describe themselves as “conservatives.”

We think it is a sufficiently interesting idea that it ought to be
studied. Wesaid so in our 1966 report.

This year the President has suggested that a commission of dis-
tinguished Americans ought to take a couple of years to look in close
detail at the problems that are presented by this kind of proposal and
by alternative proposals such as a complete recasting of the public
assistance system, or residual public employment for the disadvan-
taged. These are all new ideas.

1 do not think anyone has studied them enough to be ready to say
that they are good or bad. They certainly ought not to be rejected,
and they certainly ought not to be accepted; but they are sufficiently
interesting that they ought to be studied.

Representative MooreEap. Thank you, Mr. Chairman.

Chairman Proxmire. Thank you. Congressman Rumsfeld?

Representative Rumsrerp. Mr. Ackley, last year the defense ex-
penditures were seriously underestimated. Chairman Proxmire
euphemistically has called it a major economic policy blunder.

It is my understanding that last year before this committee that
you indicated that there 1s a_group that meets once a month to co-
ordinate policy that includes Secretary Fowler, Mr. Martin, yourself,
and Director Schultze.

T am curious to know whether Secretary McNamara or a repre-
sentative of the Defense Department is involved in this coordinating
activity, and if not, would not representatives of DOD possibly lead
to better information from your standpoint?
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Mr. Ackiey. Certainly we are not isolated from the Defense De-
partment. And the Bureau of the Budget—with which we partici-
pate in our forecasting and policy analysis—is about as well informed
as anyone can be of the expenditure plans of the Defense Department.
We ourselves are frequently directly in touch with Defense on this
matter.

The problem last year was not a failure of communication. It was
the nature of the situation which prevented the Defense Department
itself from making solid estimates, because of the very rapid pace of
the buildup and because of the uncertainty of the situation. I really
do not think the problem was.one of communication but rather of the
difficulty of the Defense Department itself a year ago knowing what
the nature and cost of the Vietnam war would be.

Representative Ruamsrerp. I am curious to know if you think it is
conceivable that the administration, not wanting to telegraph an an-
ticipated and intended diplomatic or military move, might base eco-
nomic policy on stated assumptions that were not actually intended,
planned, or anticipated.

Mr. Ackrey. I suppose that situation could conceivably arise. It
has not arisen so far as I know in my tenure at the Council of Eco-
nomic Advisers.

Representative Rumsrerp. Turning to another subject, would you
say from hindsight that the Federal Reserve’s decision to increase the
discount rate in December of 1965 was as bad as was expressed at the
time by the administration ?

Mr. Ackrey. I think one has to distinguish carefully the nature of
the administration’s complaint about the December 5 move on the
discount rates. It was our feeling then, and I think it remains our
feeling, that it would have been better if the Federal Reserve could
have waited until the end of December or early January. At that
time we could have made coordinated fiscal and monetary policy de-
cisions on the basis of then somewhat better information on budget ex-
penditures. There would have been an opportunity for us to consider
together what kinds of tax proposals the President might wish to make
in his January message.

Certainly there is no quarrel with the fact that developments in late
1965 and prospects for 1966—particularly after we had received, in
- early December, the forecast of plant and equipment expenditures from
Commerce—made clear that additional restraint on the economy was
required. ' A

Representative Rumsrerp. You do not disagree so much with' the
announcement as you do with the timing and absence of opportunity
for the administration to take steps?

Mr. Ackrey. That is correct. ‘

Representative Rumsrerp, Turning to the question of the guide-
lines briefly, you indicated that the administration would like to see
wage increases held to run parallel with increases of productivity, and
1 certainly concur. in that. But then you go on, and I believe I am
quoting you accurately, you say we just cannot expect that.

Why 1s this? Is the country on notice that labor unions are plan-
ning to push wage increases this year beyond the levels of productivity ?

Mr. Ackiey. I think we are in effect on notice, yes. We are on
notice if nothing else from the fact that a number of important set-
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tlements in the latter part of 1966 considerably have exceeded that
ficure. I am not only referring to the airlines settlement which was
way above it, but to the settlement in the electrical machinery in-
dustry, which was somewhere between 414 to 5 percent, and that in the
communications industry, which was in the same neighborhood.

I think it would be too much to expect that most other negotiations
which will occur in the early months of 1967 and throughout the year
can be held to a level consistent with the productivity trend. I think it
is understandable in view of the unfortunate, the lJamented, increase in
consumer prices which has occurred.

Representative Rumsrerp. It is possible that in dropping the 3.2
figure across the board, that you are turning more to a percentage
figcure relating to productivity within a given industry ¢

Mr. Ackrey. No. I do not think that is correct. We tried to make
it as clear as we can that we think this is a false principle. An at-
tempt to follow it would be disastrous for the structure of wages and
for the health of the economy.

Representative Ruasrerp. One last question. The administration’s
proposal concerning increases in social security benefits seems to almost
be offset by the increase in revenues from the proposed 6-percent
surcharge.

If the social security benefits are increased less than the administra-
tion request, will the tax increase be necessary ?

Mr. Ackrey. Certainly the two cannot be completely divorced. If
there were no increase 1n social security benefits in the second half
of 1966, the economy would be substantially weaker because of the
absence of it. But the tax increase is not directly tied to the social
security benefit increase. Indeed, after January 1, 1968, we would
h]:we a payroll tax increase as well as the proposed 6-percent sur-
charge.

As T recall, the 6-percent surcharge would yield on a liabilities
basis, something like $5.1 billion as opposed to about $4 billion for the
social security benefits.

Clearly our trust funds are so important and their expenditures
and their revenues so important that fiscal policy planning has to take
into account not only of general fund expenditures and taxes but also
the expenditures and taxes of the trust funds. So, proposals on so-
cial security have to be considered not only on their own merits but
as part of the total fiscal planning in which we must engage.
Representative RymarsFrrn, Mr. Clm.irmnn; T will SfOp at that Doint.
Chairman Prox»rre. Under the rules, the staff tells me we should
revert to the next Democrat questioning, but since neither Congress-
man Brock nor Senator Percy have had chance to question, we will
waive that rule and Congressman Brock may question.

Representative Brock. Thank you, Mr. Chairman.

I am fascinated with this logic of yours on the guidelines, Mr.
Ackley. I have a feeling that there is a certain dichotomy in the
last statement that you made, that we have gone away from 3.2, we
are now advocating “restraint” in your words, which nobody seems
to want to define. We are not willing to apply industry guidelines
on a selective basis within an industry which seems to be, to me, more
logical in that some industries obviously exceed the national increase
in productivity and others fall well behind it due to the nature of the
industry itself.
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It seems to me you are saying we have virtually no policy at all.
Is this true? :

" Mr. Ackrey. I hope it is not true, Mr. Brock. The guidepost pol-
icy has several purposes. I suppose the most basic purpose is an
educational one. I think in this it has been partly effective. I think
it is important that America labor, American business, and the public
understand that we can only take out of the economy as much as we
produce and that the effort to do more than that is bound to produce
inflation; and -that in general it is essential for price stability, for
wage increases not to exceed the trend of productivity in the economy.

It is essential that labor unions and business managers in making
their wage and price decisions consider not only the immediate, di-
rect shortrun interest of the members of the union or the profits of
the firm but their impact on the total balance of the economy.

In this educational purpose, as I say, I think we have had a good
deal of success. It is obviously nothing that will be accomplished
overnight or even in a few years. But I believe there is a much
greater realization on the part of labor unions, for example, that
if they attempt to achieve larger increases in real income than the
growth of productivity by getting large money wage increases, that
1s in the end self defeating. It is going to raise prices and they
will not get any more real income than if they had made more
moderate settlements in the first place.

That is one purpose of the guideposts.

The second was to provide a standard which would affect specific
behavior by specific people at specific times, and which would provide
some kind of a standard on the basis of which the Government could
express the public’s interest in wage settlements or price decisions,
and to call the attention of the parties to their responsibilities.

Now, the specific guidepost formula, as it was laid out in the Eco-
nomic Reports of 1962 through 1965, really assumed that the guide-
posts in fact wonld work and that prices in general would be stable.
In a climate of general price stability it certainly was not unreasonable
to ask labor unions to keep their settlements close to the trend of
productivity.

Well, that basic assumption simply has been violated by the facts.
Under those circumstances we think that.it is unrealistic, meaningless,
probably counterproductive to say that we insist that wage settlements
this year not exceed 3.2 percent. To try to do that would not accom-
plish the purpose.

So, for the present, we have abandoned that specific a standard for
wage increases. We have not abandoned, and do not intend to aban-
don, the effort to get the maximum degree of restraint that is feasible
through persuasion, through education. And we would hope that
once price stability is restored, we can, in a climate of price stability,
again have a more specific standard for wage increases.

Representative Brock. I could not agree more that the great ad-
vantage of guideposts is not in fact a holding down so much as it is
educational, but I wonder how much vou are educating people when
you state we want restraint and you do not give them any standard
by which to measure that. You have refused to apply standards on
a broad basis, and you say it would be disastrous to apply standards
on an industry-by-industry basis.
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This leads me into the second thought. When you are talking about
your projections on your balance-of-payments problem this year, you
expect a lessening of the increase in imports and you express some hope
at. least that there will be a lowering of interest rates internationally,
s0 vis-a-vis our international competition we are in a somewhat better
position.

If we abandoned the guideposts I do not know that anybody has
projected a reduction in raw material costs. If your wage costs con-
siderably exceed productivity as you apparently predict and expect,
1s it not pretty obvious that we are going to have either a pretty severe
reduction in profits or an increase in prices and thereby a weakening
of our competitive position internationally, and do you not think
that there is a very great prospect that given the fact that wages will
exceed both productivity increases, that perhaps taxes will go up and
perhaps raw materials will at least be maintained at the present level,
that we will be in a less competitive position and our balance of pay-
ments could get even worse?

Mr. Acgrey. I would certainly not think so, Mr. Brock. Our
record on price stability has been so much better than that of any of
our principal industrial competitors and I think it promises to be
better in the future as well.

We regret the price increase we have had. We wish it had not
occurred. We wish it could have been avoided. But even so, our
record on unit labor costs, on prices, has been substantially better
than that of the average of our leading industrial competitors and
better than almost any one of them in almost every year. And we
expect continuing improvement in our competitive position next year.

No nation has succeeded completely in achieving the goal that we
all seek which is a continuous level of prosperity and high employ-
ment and complete price stability. Up to now our record has been
as good or better than that of any other nation. We certainly think
that it is essential that we continue to pursue the objecive of doing a
better job than any other country in this respect, for balance-of-
payments reasons, if no other. Apart from balance-of-payments rea-
sons we all would prefer a high level prosperous economy with ab-
solute price stability, and I think all our policies ought to be directed
toward seeking that dual objective.

Representative Brock. 1 think so, too, but I question whether yon
are not being overly optimistic. I think someone mentioned earlier
the prospect that o reduction in our level of interest rates, which does
seem to be at least hopefully in prospect, could cause an outflow of
currency. We have had a number of factors on our side in the past
year that I am not sure that I see operating in our behalf in the coming
12 to 18 months as far as the balance of payments is concerned and
I really wonder whether we are giving sufficient concern and thought
to this balance-of-payments problem, to the effect that the abandon-
ment of guideposts and the deliberate effort to reduce interest rates
may not create another monster of a different type than what we have
had in the past 12 months, but one which is equally difficult to handle.

Mr. Ackrey. Certainly we have to be concerned about our balance-
of-payments problem, and I think that we are all extremely concerned
about it. As Mr. Okun suggested earlier, a number of steps have
been taken that propose to strengthen our arsenal of balance-of-
payments weapons.
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The voluntary programs which were announced in December in-
volve substantially tighter guidelines for both financial institutions
and corporations. The proposals with respect to the interest equal-
ization tax provide another weapon in the arsenal. If it turns out
that interest rates around the world do not come down to the same
extent as ours do, we will have a problem which may limit our ability
to continue to lower interest rates.

I think the developments there have been promising. We have
had reductions in the Central Bank rates of four countries in the
last few weeks—Germany, England, Canada, Belgium. Belgium
just yesterday reduced its discount rate.

I think there is a general recognition in the leading financial centers
of the world that we have to some extent engaged, all of us, in a futile
race of escalating interest rates which has done nobody any good and
probably done us all some harm. And there is some prospect now of
international cooperation in moving toward a lower world level of
interest rates, and I think all of us would welcome that.

But I agree there are uncertainties and we will have to continue to
be alert and our policies will have to be adapted to what develops.

Representative Brock. My time has expired, but I just conclude by
saying I very much hope you are right.

Chairman Prox»re. Thank you, Congressman Brock.

Senator Percy ? .

Senator Percy. Mr. Chairman, I would like to commend our-guest
this morning for the brevity of his opening statement which enables
us to ask as many questions as possible. He would not be a good Sen--
ator without a filibuster but we appreciate this opportunity.

My questions are brief, and they will deal with just three subjects—
taxes, gold loss, and capital spending. '

First, on taxes. At any time last year did the Council of Economic
Advisers suggest to the administration a tax increase would be a
healthy thing for the economy to stem inflation?

Mr Acrrey. Senator, as you know, we had two proposals made by
the administration with respect to taxes. one in January and the other
one in September. The subject of further tax action was under con-
stant discussion within the administration, and indeed the whole coun-
try seemed to be hanging on the discussion. The press was always
alert each week to find out whether the President had or had not made
a decision.

I would have. on general principles, to refuse to answer the ques-
tion about specific recommendations that the Council may have made
to the President. TWhen the Council in 1962 restored the practice of
appearing before this committee in open session, it laid down a proposi-
tion which T guess we ought to repeat each time we come, Mr. Chair-
man, that we hope the committee will not ask us to reveal the contents
of our specific recommendations to the President. .

I am not saying this to suggest either that we did or did not make
recommendations last vear, Senator, but I think it would hurt our
usefulness and that of the Joint Economic Committee if the committee
were to inquire into the specific recommendations we may have made.

Senator Percy. I can appreciate your problem in answering the
question, but. T think it is exceedingly important that just as the Fed-
eral Reserve Board has a degree of independence from politics, that
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we try in every way possible to pursue an economic course for our coun-
try that is free of politics. If we can only make changes in off-
election years, you just cannot make changes because elections come
around every 2 years.

I can recall about 9 months ago in St. Louis a newspaper column
carried a story when I said I felt a tax increase was necessary. Ilow
horrified my campaign managers were, but I did not really receive any
adverse comments at all from businessmen, consumers, or bankers.
I think there was an acceptance by the country at that time that some-
thing had to happen. When we see these tremendous deficits that
have been revealed to us for this current fiscal year, and the deficit
we are facing in the future, and now in a softer economy, with auto-
motive sales down, concern about capital expenditures at the end of
this year, I wonder whether the New York Times was not absolutely
right when they stated the other day, on the 29th of January, “In
essence the President is now doing most of the things that should
have been done a year ago.”

What economic forces exist within the administration to see that we
do the right things, whether they are politically difficult or not? If
someone running for office could suggest a tax increase and not lose an
election as a result of it, why cannot the administration do things that
seem to be necessary at the time?

Mr. Ackrey. I think, Senator, I would respond again by saying
that the question of a tax increase—in addition to those that were
actually proposed and enacted—was one that was under continuous
consideration in the administration, and to some extentthe administra-
tion was in touch with the leadership of the Congress with respect to
this, and with the leadership of the business community.

You may recall the famous meeting the President had in late spring
with a large group of the principal business leadership of this country
in which he explored their views on the question, and they did not
coincide with the one you have just expressed.

Indeed, the opposition in the business community, as I understand

it, and the Congress, was rather strong to further measures at that
time.
. The role of the Council in the Government is a difficult one. Weare
professionals, essentially nonpolitical, I hope. We do not believe that
we ought to make the Government’s economic policy. We believe our
role is to provide the President and his other advisers with the best
sconemic analysis and information that we can.  We feel that solong
as that information is listened to and understood, and our views are
sought, that we have done our job.

I do not think that it would be appropriate for the President to
make economic policy on the basis of advice from nonpolitical experts.
His decisions must embrace a much larger compass of objectives and
considerations. But I would say that we feel that we have had the
opportunity to present to the President and his other advisers and to
the country the best economic analysis of which we are capable.

I certainly do not pretend we are always right or will be right in
the future. Matters such as taxation are broad questions, with many
implications, that have to be decided on the basis of a.large number
and a wide variety of considerations.
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I have said several times during 1966, Senator, that I thought the
question of the tax increase was a close question. I still think it was
a close question all during 1966. I am not prepared to say that I think
the decisions that were taken were mistaken ones. The record of the
economy last year, after the first quarter, shows a pace of advance
which was moderate, which was within the productive capabilities of
the economy.

It is far from a perfect record. But I think if one looks at it in the
large, in terms of the outcome for the year as a whole, it is a record of
which we can be pretty proud.

Senator Percy. On the question of our gold loss—1I have just come
back from London, from a meeting with Members of the Parliament
over there. I was struck by the fact that they were quite proud of the
strengthenings of the sterling and obvious strong franc and now are
asking us questions about the strength of the dollar, the size of our
deficit, the degree of our commitments abroad, and our commitments
here at home.

We lessened the degree of loss I think last year, but we still have lost
gold supplies.

Are you satisfied that we have an effective enough program now to
deal with this problem, and how concerned are you about the gold loss?

Mr. Ackrey. Well, as T have said several times here this morning,
the balance-of-payments problem is one which concerns us all a great
deal, and to which the policy of the Government is continually atten-
tive. The President in his Economic Report suggests our objective
with rospect to the balance of payments. It is to restore equilibrium
in the balance of payments as rapidly as the costs of the Vietnam war
will permit.

I think we cannot get away from the fact that we are, on behalf of
principles which I think most Americans share, engaged in a very
costly enterprise in southeast Asia. We at least feel that we are
carrying a free world responsibility in southeast Asia, in Europe, and,
with our development efforts, around the world. I believe that most of
the leadership of our allies recognizes that we are carrying special
responsibilities. Although they are concerned with our balance of
payments, they recognize that we are taking measures which are
designed to achieve improvement at minimum cast to the economic
health of the whole world. We are continually in touch with the
economic leadership of other countries. They are aware of what we are
doing. We are working with them in the interest of a strong world
economy and better adjustment in international payments.

Senator Percy. Finally, very briefly, if we see a weakening in
capital expenditure in the last half of this year, would the administra-
tion be prepared to move the restoration date for the investment
tax credit back from .January 1, 1968, to July 1 as a stimulant to
economic spending if it looks as though it might be necessary?

Mr. Ackiey. The effective date of the termination of the suspension
of the investment credit is one of the questions that will remain very
much in our minds as the year progresses. It is certainly possible
that if it-were decided that the economy needed the additional stimulus,
the administration might propose that the suspension of the investment
credit be terminated.
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On the other hand, if developments go the other way, we might
simply let it expire; or—conceivably—if inflationary forces continue
strong, we might even propose the further extension of the suspension.

But it is one of the instruments of flexibility in our policy that we
have very much in mind.

Senator Percy. Thank you.

Chairman Proxmire. Thank you, Senator Percy.

Apropos of the investment credit, I think you recognize the time
bomg it represents to many of our industries because if it would ex-
pire on the specific date of January 1, it makes it very difficult to in-
vest in plant and equipment in September, October, November, Decem-
ber of next year. People in the machine tool industry say they might
as well take a vacation, because after all, if you are buying—say an air-
line is buying $500 million worth of jets, they kiss of $35 million in

rofits by making that investment in September or October thereby
osing $35 million in tax credit they could pick up by waiting until
January 1.

A very ingenious suggestion came to me from a constituent of mine,
Mr. Randall, from the Kearney & Trecker Corp., that you should
renew the investment credit at the rate of 1 percent a month, beginning
say, June 1st or July 1st. In this way you solve your problem.
You will retard investment to some extent, but at the same time,
because you phase into it, there would not be any big gap that would
result in layoffs and serious economic dislocations at the end of the
year.

Let me get into a couple of things here before we conclude. I do
think that in view of the responses, which were very honest and sincere,
that it is clear that there was a very serious blunder made in the
estimates on Vietnam; the cost of the Vietnam war. I would think
that this committee would have a deep obligation to find out whether
or not, the reason for that blunder has been corrected.

I know that you cannot tell us, but I think that we should go to
the Defense Department and find out, and I hope we do that.

I hope that you also have words with the Secretary of Defense,
1f you have not had them already, because the Joint Economic Com-
mittee staff tells me that while you were too low in your 1967 GNP
estimate, and while, as you say, you did not. predict the GNP for the
current year accurately, if the Vietnam figure had been accurate, you
would have hit it right on the nose on the basis of the multiplier which
they apply.

So, this would make the Council look very good this year. :

I am delighted at the sentiments almost every member here have
expressed on wage-price guidelines. And T would like to ask you some
questions about that now that have not been raised so far.

The Council of Economic Advisers, Mr. Heller, and yourself, have
been eloquent defenders of this principle. You indicated it is very
important to maintain price stability, that indeed it is in a sense the
cornerstone. It is particularly useful, however—correct me if I am
wrong on this—it is particularly useful in a period where vou have
cost-push inflation where-demand is moderate, but where there is a
situation where wages are pressing against, prices and pushing them

up.
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I call your attention to the publication of the Department of Labor,
Monthly Labor Review, for December, which says 3.1 million workers
are subject to renegotiation, substantially more than normal, whose
contracts are scheduled for revision during 1966. This includes
automobiles, farm equipment, meatpwckmg, and also the defelred

wage increase in steel and in many other industries.

Ata period when you have the settlements and you are abandoning
the specific figure, would you not feel that we can expect and antici-
pate that we Would have more cost- push inflation in the present year
than we had in the last? Just a matter of simple logic?

Mr. Acgrey. Yes, sir. I think that is right. On the basis of our
judgments and forecasts of the economy for the year ahead, there
should be very little pressure from the site of excess demand. There
will probably be, as we have tried frankly to recognize, an increase
on the average in unit labor costs as a result of wage settlements in
excess of the productivity trend. The emphasis which has been given
here and elsewhere to the so-called abandonment of the 3.2 percent
guidepost number has been somewhat exaggerated. You may recall
that when the guideposts were first formulated there was no specific
numerical standard.

Chairman Proxmire. I think the 3.2 wage guideline number was
wrong, and I said so last year. You cannot hold labor to a 3.2 percent
in the face of a cost-of-living average increase of 3.3. This would
mean a reduction in real wages. It 1s impossible. You cannot have
a 3.2 guideline that makes any sense when you have that kind of
inflation. But it would seem fo-me that it would be sensible to try
to reconcile the situation by perhaps having a compromise.

Could you not take part of the increase in the cost of living, maybe
50 percent of it, maybe 60 percent of it, and the prlvate productlvfr,y
increase,
3.2 1s crrossly unfair?

Mr. Ackirey. Senator, we certainly considered the possibility of
having a temporary guidepost number higher than the productivity
trend. .Our judgment, on the basis of discussions with labor and man-
agement and with independent. experts, was that this would probably
not be a useful thing to do. It would create more problems than it
would solve.

Whether that is a correct decision, I do not know. But it certainly
was made after full consideration of the possibility of suggesting a
compromise figure.

Chairman Proxmre. You see, a look at the fine record that you had
in wage increases between 1962 and 1965 and the record of very stable
unit labor costs during that period as you have on pages 81 and 83
of your report,® 2.9 percent in 1962. 3 percent in 1963, 3.2 in 1964,
3.8 in 1965, these are the increases in straight-time hourly earnings.
Then you Took at unit labor costs and the only new element in this
situation that I can see was the wage-price guideline. And whereas
between 1947 and 1965, the whole perlod, you  had inereased unit labor
cost of 1.6 percent, and 1960 to 1964 you had an increase of only four-
tenths of 1 percent, this was the period, especially 1963 and 1964, of

1 Economic Report of the President together with the Annual Report of the Council of
Economic Advisers, January 1967. U.S. Government Printing Office.
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diminishing unemployment, a period when you would expect wages
to rise more rapidly, when in my judgment you might expect an
increase in labor cost. But, because of the wonderful fight, I thought
it was a great fight, that President Kennedy made with the steel
industry based on this whole principle and based on having talked
steel labor into standing by its productivity increases, he was able to
talk steel into rolling back their price increase. President Johnson
and President Kennedy were successful with the automobile industry,
and in aluminum, copper, and in all these areas because you have had
a specific benchmark; and because labor has performed I think with
good discipline, you have been able to hold it down.

Now, without a benchmark the President can talk, but his talk, it
seems to me, would have very little more effect than Truman’s or Eis-
enhower’s or the kind of conversation we get from Presidents, that
everybody should be a good citizen, try to be restrained, that we have
had before, and it has been ineffective. :

Mr. Ackrey. I certainly appreciate your good words about the
guidepost principle.

Chairman Proxyire. Well, I have defended it many, many times.
I think this is one of the easiest things for a Democrat to defend in our
economic policies.

Mr. AckrLEy. But I do not share your view that it is impossible,
without a precise numerical standard, to influence the size of wage
settlements or the extent of price increases. We have had a good bit
of experience this year which we tried to describe in our report. We
talked to the leaders of many industries about prices. And I think
we feel that we have had some effect—not because we have said the
price of X product should go up no more than 1.7 percent, if that is
the difference between your productivity trend and that of the economy
as a whole, but rather because we have said, “Look, we have a prob-
lem. You havea responsibility. Let us see what is the best way in
which you can exercise your responsibility.” :

‘We have had good cooperation, almost universally. We expect that
we are going to continue to get it. I think we can effectively ask for
restraint and responsibility without asking for adherence to a specific
numerical figure. : T

Chairman Proxmire. I hope you give real consideration to the
possibility of some kind of a-compromise so that we have a specific
benchmark. Watch this as time goes on, and see if you might change
your mind on the basis of the developments. . o

One other point. The statistic you say you reiy on most in farm
income is the “average income per farm.” The reason this statistic
is unsound, it seems to me, is becayse what has happened, you Indicate
in your report so well that marginal fariers, low-income farmers,
have been leaving the farm. This is one of the main reasons for your
big increase in private compensation.

Now, as this happens, as those with pitifully low incomes leave
the farms, leaving by the millions, the farmer with higher but still
too low income is left, so your average income per farm figure is bound
to increase, simply because you have a different kind of farm popula-
tion. But if you look at the parity figure, just disclosed to us 3 days
ago, it is now 75 percent, the lowest it has been in many, many years.
And while there are weaknesses in that figure, too, this does show a
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relationship between prices the farmer is receiving, and the prices he
is paying.

So I hope that you will give that careful consideration and reevalu-
ate the income per farm figcure which is not a realistic figure in view
of what is happening to the farm population.

Mr. Ackrey. I would not agree that it is completely unrealistic to
take account of the fact that the low income unsuccessful farmers have
left farming. We do want to evaluate what happens to those who
remain. We will have, I think before the year is over, a fairly inten-
sive study made by the Department of Agriculture which attempts
to account for the income experience of particular kinds of farmers in
various size brackets.

I believe that at our hearings a year ago you and I had some colloquy
about that study. We had expected it would appear last year. It was
held up, but it should be appearing shortly, I think. And I believe
that it will be rather revealing about the income experience of farmers
of various sizes and various types; various levels of sales.

I cannot let pass the reference to parity figure. It does seem to me
that as you suggest, the parity concept—based on price relationships
which existed a long time ago—has very little relevance for evaluating
the income position of farmers today.

The Council later supplied the following :

Rising net income per farm could, as Senator Proxmire suggested, be solely the
result of marginal and low income farmers leaving agriculture. However, in 1966,
total net farm income increased by nearly a billion dollars. Since this was dis-
tributed among a smaller number of farmers, there was a substantial real increase
per farm.

After adjusting for price changes, average real net income per farm in 1966
was 34.5 percent higher than in 1961, and 7 percent higher than in 1965. . Farm
size increased from an avel;agveof 307 acres per farm in 1961 to 351 acres in 1966,
an increase of 14.3 percent or considerably less than the rise in real net income
per farm. Likewise the increase in average farm size from 342 acres in 1965 to
351 in 1966 was only 2.6 percent compared to the 7 percent increase in average
real net income per farm. The increases in average farm size reflect a reduction
in the number of farms of 14.7 percent between 1961 and 1966, and of 3.6 percent
between 1965 and 1966.

Chairman Proxmire. Well, Mr. Ackley, I want to thank you and
Mr. Duesenberry and Mr. Okun for a very competent performance this
morning. Itisextremely helpful.

We also want to tha.ni you once again for the high quality of your
Economic Report. . _

In the absence of Representative Curtis unanimous consent is
granted to have inserted in the record, at his request, an article ex-
cerpted from the Wall Street Journal, February 38, 1967, entitled “It’s
Time for an Honest Accounting” from the column, “Review and Out-
look.” Also to be included are some tables and charts from the
Budget of the United States Government, 1965, 1966, 1967, 1968.
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(The material referred to follows:)

REVIEW AND OUTLOOK *—IT’s TIME FOR AN HONEST ACCOUNTING

“At the moment, the most essential requirement of economic policy is a clear
and scrupulously honest Federal budget.”

So said Columbia University economist Arthur F. Burns, in responding re-
cently to a series of New York Times questions on the economic outlook. The
fact that such a requisite should even have to be stated is, in itself, an indict-
ment of the Government’s bookkeeping.

Last month’s Federal budget reached some sort of a new high in unreality
but, for one reason or another, the Government’s books have been juggled for
years, by Republican and Democratic Administrations alike. The unhappy re-
sult is that it has become increasingly difficult, if not impossible, for anyone to
know precisely where the Government stands financially at any given time.

Yet the Federal etsablishment has become so dominant in the economy that
every policy-maker, in Government or out, needs a clear view of Washington’s
books—most especially at a time when mistakes could tumble the nation into a
recession or worse.

Over the next few months, Congress must make key decisions on taxes and
spending ; the Federal Reserve System must, or at least it should, manage the
nation’s money in ways calculated to enhance economic stability. Businessmen
must decide on a host of spending projects, all of them geared in some degree
to the direction and size of Federal outlays. In the circumstances, Washington’s
cloudy accounting is not merely unsound but dangerous.

Even past political “justifications” for juggling have largely lost their sig-
nificance. For some time officials felt the voters would not swallow spending of
more than $100 billion a year, and every available device was used to keep the
administrative budget below that level. Now that the supposed barrier has been
broken, and then some, isn’t it time to throw out some of the gimmicks?

One way to start would be to jettison the idea that the Government when it
sells the public an interest in loans it has previously made to individuals or
corporations, is reducing the cost of its operations. What it actually is doing,
of course, is borrowing money.

Less simple, but no less necessary, are some more basic budgetary revisions.
As Maurice Stans, former Budget Director, suggested in a recent issue of U.S.
News and World Report, Washington should settle on a single form of budget-
ing, instead of stressing the budget that happens to suit its purposes at a par-
ticular time.

For years, the Government put the major emphasis on the administrative
budget, since it showed a lower spending total. Currently, though, Administra-
tion officials are inclined to point to their other budgeting formulas which hap-
pen to reflect lower deficits.

Mr. Stans’ preference is for something close to the present cash budget, which
includes everything in the administrative budget plus the Social Security, high-
way and other trust funds. He notes that these funds often are trusts in name
only, because practically all the money they receive is paid out either in the
same or in the following year.

In addition, the former Budget Director urges a thorough overhaul of Federal
accounting practices, to melke sure that a certain tyne of transaction will not
be treated in varying ways in different sections of the books. At present, for
instance, repayment of a ‘Government loan may be handled in one place as a
receipt and in another as a credit against expenditures.

With the Government’s operations combined in a single budget, and with the
document cleansed of obfuscations and inconsistencies, everyone would at least
have a clearer basis for decision-making. It’s really inexcusable that something
so sensible’has been so studiously avoided.

An honest accounting would by no means assure elimination of wasteful, ex-
cessive spending. But no one is likely to tame the Federal colossus if it’s allowed
to go on forever hiding behind fiscal clouds.

*Reprinted from the Wall Street Journal, Feb. 3, 1967.




Administrative budgel reccipts and expenditures

{In billions of dollars}

1967
1968—Initial
j estimate,
Mid-fiscal- Actual, Initial Initial Mid-fiseal- | January 1967
year estimate,| January 1966 | estimate, estimate, |year estimate,
January 1965 January 1965 January 1966 |January 1967
Receipts:

Individual income taxes........_____.____.__ 48.5 47.0 48.8 48.2 51.4 55.4 56.2 62.2 73.2
Corporation income taxes. . 25.8 25.6 25.5 27.6 20.7 301 34.4 34.4 33.9
Excise taxes. ... 11.0 10.7 10. 9 9.8 9.2 9.1 8.9 0.3 8.8
Other receipts....._.__. 8.3 8.7 8.8 9.4 10.4 10.7 12.2 11.9 1.7
Interfund transactions. ... ... —.6 —.8 -9 —.6 -6 —. 8 -7 -.8 -7

Total, receipts. o oo oo 93.0 91.2 93.1 04.4 100.0 104.7 111.0 117.0 126.9

Expenditures: :

National defense. . ... ___.___..____.__.__ 5.0 52.2 50.2 51.6 56.6 57.7 60. 5 70.2 75.5
International affairs and finance_. 4.1 4.0 4.3 4.0 3.9 4.2 4.2 4.6 4.8
Space research and technology_ _.__ 5.0 4.9 5.1 5.1 5.6 5.9 5.3 5.6 5.3
Agriculture and agricultural resources. . 3.0 4.5 4.9 3.9 4.3 3.3 3.4 3.0 3.2
Natural resources. . .._______._._. : 2.6 2.7 2.8 2.7 2.9 3.1 3.1 3.2 3.5
Commerce and transportation______ 3.1 3.4 3.5 2.8 3.2 3.0 2.7 3.5 3.1
Housing and community development. -.3 -3 —-.1 O] .1 .3 .1 .9 1.0
Health, labor, and welfare......._._ 5.8 6.2 5.9 8.3 8.4 7.6 10.0 10.4 1.3
Education. . _.__....__.______.. 1.7 1.5 1.5 2.7 2.3 2.8 2.8 3.3 2.8
Veterans’ benefits and services. 5.1 5.4 5.6 4,6 5.1 5.0 5.7 6.4 6.1
Interest. . oo . 1.1 11.3 11.4 11.6 12.1 12.1 12.9 13.5 14.2
General government_ ____._ 2.2 2.4 2.4 2.5 2.5 2.5 2.6 2.7 2.8
Allowances___________________ 1.0 P U O, .5 .1 .4 .1 2.2
Interfund transactions. . ... ______.____. —.6 -~.8 —-.9 —.6 -7 —.8 ~.7

Total, expenditures. ... _...o_... .9 97.5 96.5 99.7 112.8 126.7 135.0

Excess’of receipts (+) or expenditures (—). .9, —6.3 —3.4 —5.3 -1.8 —9.7 —8.1

1 Less than $50 million.

Nore.~Detail may not add to totals due to rounding.

Source: The Budget of the U.S. Government, 1965, 1966, 1967, 1968.
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Federal receipts and expenditutes in the national sncome accounts

[In billions of dollars]
1965 1066 1067
e 1968—Initial
. estimate,
Initial Mid-fiscal- Actual, Initial Mid-fiscal- Actual, Initial Mid-fiscal- | January 1967
estimate, [year estimate,| January 1966| estimate, |year estimate,| January 1967 | _estimate, |year estimate,
January 1964 | January 1965 January 1966 | January 1966 January 1966 | January 1967
Receipts, national income basls:
Personal tax and nontax receipts. .o cmvoeenae 52.3 50.3 51.2 52.2 54.8 51.9 60.5 85. 5 76.8
Corporate profits tax accruals. .. .oocvooean 24.9 23,9 27.0 24,7 20.3 30.7 311 32.3 35.3
Indirect business tax snd nontax accruals. 17.3 16.8 16.8 16.1 15.9 15.9 16.5 16.6 18.9
Contributions for soclal insurance. 24.2 26.0 24.6 28.0 28.8 28.1 341 35.5 38.1
Total, receipts, national income basis......_ 118.8 116.0 119.6 121.0 128.8 132.6 142.2 149.8 167.1
Expenditures, national income basis:

Purchases of goods and services. 69.1 65.9 64.5 66,7 70.7 .7 74. 4 83.0 01.9
Transfer payments.__ . .cooo.oo___.. 3.8 318 30.3 36.2 34.2 34.3 39.2 39.8 46.6
Grants-in-aid to State and local governme 5. 0.7 10.7 10.9 13.0 12.8 12.9 14.7 14.8 16.7
Net Interest pald..oooooomoooooo 8.5 8.5 8.6 8.6 9.0 9.1 0.7 10.0 10.5

Subsidies less eurrent surplus of government
enterprises. . e ommnan 2.6 4.1 4.1 3.5 4.3 4.5 4.7 5.4 3.5
Total, expenditures, national income basis_ 121.6 121.0 118.3 127.0 131.0 132.3 142.7 153. 6 169. 2

Surplus (+) or deficit (—), national In-
come basls_ __ ... -2.8 —5.0 +1.2 -6.0 —-2.2 +.3 -.b -3.8 -2.1

Note.—Detalls in table may not add te totels becauss of rounding.

Source: The Budget of the U.S. Government, 1965, 1966, 1967, 1968,
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THE ADMINISTRATIVE BUDGETS FOR THREE FISCAL YEARS

Relation of Authorizations to Expenditures

1968 Administrative Budgef ~ Relation of Autherizations to Expenditures

$ Billions
New Authority To Be Used in 1968 I
b Recommended 0 95.7 $ Ex::n;.;.:u
to Congress 135.0

THE ADMINISTRATIVE BUDGET

s,

/=1.8 Expiring Authority
2 and {aterfund Paymaents

7 o]

// Unspent Authorizations Un;::%:z:m‘zl’:';:m //

/ Enacted i"EP'i"' Yeers ,> To be held for Expenditures {> Future Years /
125.6 f in Later Years 34,5 132.8

1967 Administrative -BUO’SQ' = Relation of Authorizotions to Expenditures

$ Billions

New Avuthority N To Be Used in 1967
Recommended ¥ 82.1

to Congress

12L.9. D g

Expenditures
in 1967

112.8

THE ADMINISTRATIVE BUDGET

¥,

7,
Unspent Authorizations /

) /
% Unspent Authorizations for Expenditures in //
/ Enacted 'in Prior Years {> To be held for Expenditures ;} Future Years ’/
/ ”4-7 in Later Years £2.5 122.3

-~

! 5 Expiring Authority
and lntedfund Payments

/]

|
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1966 Administrative Budget — Relation of Authorizations to Expenditures

e, $ Billions -

New Authority D To Be Used in 1966 Expenditures
72.0 ) in 1966

O Recommended
99.7

to Congrcu

/‘ -9 Expiting Authority
end Intelfund Paymenn

~ —
%/ Unspent Authorizations Uﬂ;:: E:('ﬁ:z:z:::'::m /%

r//// T el 4

Source: The Budget of the United States Government, 1966, 1967, 1968.

Chairman Proxmire. The hearings will resume tomorrow morning
at 10 o’clock when the Budget Director, Mr. Charles Schultze, will be
our witness.

(Whereupon, at 12:50 p.m., the committee recessed, to reconvene at
10 a.m., on Friday, February 3,1967.)

.
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FRIDAY, FEBRUARY 3, 1967

Coxcress oF THE UNITED STATES,
Joint EcoNnomMic COMMITTEE,
Waskington,D.C.

The joint committee met at 10 a.m., pursuant to recess, in room
S-228, the Capitol, Hon. William Proxmire (chairman of the joint
committee) presiding.

Present : Senators Proxmire, Symington, Ribicoff, Jordan of Idaho,
and Percy; and Representatives Reuss, ériﬂiths, Curtis, Rumsfeld,
and Brock.

Also present : John R. Stark, executive director; James W. Knowles,
director of research ; and Donald A. Webster, minority economist.

g}hairman Proxmire. The Joint Economic Committee will come to
order.

I want to announce that, unfortunately, I will not be able to be here
all through this. I am going to have to depart and then come back.
I will be gone for only 20 or 25 minutes, I hope. We have a potential
Federal judge from Wisconsin who is being considered by the ‘Senate
Judiciary Committee at 10:30 in the New Senate Office Building, so
I will depart and testify for him. Whenever I am through at the
Judiciary Committee I will be coming back, meanwhile the hearing
will be in the much more capable hands of Congressman Reuss.

Today, we open the second session of our hearing on the President’s
annual report.

It is most fitting that we hear at this time from the Director of the
Bureau of the Budget and his associates.

The Federal expenditures equal about 21 percent of the gross na-
tional product on the national income account basis, and the manner
in which the public money is spent as well as the place where it is
spent has great effect on the allocation of resources on our economy.

Moreover, we know what the income and cutge of Federal funds
does. 1t acts as balance wheel on our economy and can act either as a
stabilizing or destabilizing force.

As I stressed yesterday the apparently unanticipated $10 billion in-
crement in the cost of the Vietnam war contributed strongly to the
inflationary pressure that forced up prices during the year. And the
fact that it was unanticipated, in my judgment, was the reason why it
contributed so greatly to inflation. If it had been anticipated we could
have had compensating fiscal policy of a tax increase or other spending
cuts that would make a difference.

As we look ahead, it seems very likely that the economy will be
poised on a knife edge during the coming year and the budget obvi-
ously will play a crucial role in maintaining stability.

63
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Mr. Schultze, we have an expanded committee, and you will find that
*a number of the members have a number of searching questions to put
toyou. Iknow I haveanumber of questions for you.

I was going to say that I hoped you would confine yourself to 20
minutes, but I have read your statement, and it is a short statement,
and, I think, in view of the situation this morning, you can read your
full statement, if you would like to do so, or summarize any part of it.

I notice the last seven pages of your statement you have something
to put into the record, although I would recommend to the members of
the committee that they glance over it, if they have a chance, while
you are going ahead, because it is very useful and interesting informa-
tion.

You may proceed.

Mr. Scaorrze. Thank you, Mr. Chairman, I thought I might read
part of my statement and submit the rest for the record in order to
cut the time down and leave more time for dual combat as opposed
to unilateral reading.

STATEMENT OF CHARLES L. SCHULTZE, DIRECTOR OF THE BUREAU
OF THE BUDGET, ACCOMPANIED BY SAMUEL M. COHN, ASSISTANT
DIRECTOR FOR BUDGET REVIEW

Mr. Scuurrze. Mr. Chairman and members of the committee, it is
always a pleasure for me to take part in the deliberations of
this committee, which for years has been a prime mover in advancing
understanding of economic matters.

I have been, myself, in one capacity or other, associated with the
staff or the members of the Joint Economic Committee for upward
of 16 years. So I do have some slight background of familiarity with
the work the committee has done, and the very good work it has done
in the area of greater economic understanding and probing of economic
matters,

I appreciate the opportunity to discuss with you today the main
elements of the 1968 budget and the economic assumptions on which
it is based.

As the President stated in his Budget message, a Federal budget
lays out a two-part plan of action:

It proposes total expenditures and revenues designed to help main-
tain stable economic prosperity and growth.

It proposes particular programs, military and civilian, designed to
promote national security, international cooperation, and domestic
progress. '

I would like to describe each of these aspects of the budget, touching
first on the total fiscal strategy and then on the program strategy en-
compassed in the budget.

Fiscan StratEGY oF THE 1968 BUbcET

The major objective of the fiscal program proposed in the 1968
budget is to provide the proper mix of expenditure and tax proposals
which—combined with appropriate monetary policy—is designed to
help us achieve a seventh year of economic expansion, along with an
easing of inflationary pressures.
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As you know, the economy is in a period of unparalleled growth.
In the past 6 years, our Nation’s gross national product has risen
at an average of 514 percent in constant prices. The rate of unemploy-
ment has dropped from 7 percent in the early part of 1961 to under
4 percent. Nearly 9 million new jobs have been created. Plant
utilization has risen from 79 to 91 percent and output per man-hour
is 19 percent higher than in 1961.

Just in calendar 1966 alone, real GNP rose by almost 5.4 percent,
more than 3 million nonagricultural jobs were found, and personal
incomes and corporate profits after taxes grew by about 8 percent.

Fiscal policy played & major role in the overall performance of the
economy during recent years. Economic expansion received a special
stimulus from the major Federal tax revisions and reductions adopted
in 1962, 1964, and 1965. These tax measures were a major factor in
closing the gap between actual and potential output by fostering a
substantial reduction in the excess capacity which was dragging the
economy down at the end of the last decade.

As the economy moved toward full capacity operation, however,
increased military demands and expanding business investment
brought inflationary pressures late in 1965. and in 1966. Our price
performance in 1966 was not up to what we had earlier hoped. After
a number of years in which large increases in output were accompanied
by very slight increases in prices, the last 18 months saw a 4.2-percent
rise in consumer prices and a 3-percent rise in wholesale prices. Yet,
even- here, the price rise was very substantially below the similar
period of the Korean war, and, as a matter of fact, below a similar
18-month period during the last time of full employment; namely,
1956-57.

Fiscal policy was brought into action during 1966 to help stem
inflationary pressures. In response to the President’s recommenda-
tions, some excise taxes were restored, taxpayments were accelerated,
and last fall tax incentives for investment were suspended. The
prompt cooperation of the Congress was an important element in
enabling fiscal policy to be used as a tool for economic restraint, as
it had earlier been used for economic stimulation.

In addition to last year’s revenue measures, the administration
undertook an effort to defer, stretch out, or reduce Federal programs
wherever possible. As a result, Federal agencies are reducing and
deferring program obligations, commitments, and contracts by a total
of $5.2 billion during the current fiscal year. The associated effect
on exnenditurags ig estimated at $2 billion, The action involvaed in the
deferrals and cutbacks ordered to date are under constant review.
Should economic conditions require it, some funds now being withheld
may be released. At the same time, we are seeking additional areas
where postponements or stretchouts can be accomplished. .

The tax and expenditure actions taken last year played an important
part in the moderation of inflationary pressures we have experienced
during the last few months. Now, what of the year ahead?

The 1968 budget proposals are framed to carry out the following
objectives:

First: to provide all the resources needed to support our commit-
ments in Vietnam.
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Second: to carry forward, at a controlled and reasoned pace, our
commitments at home to promote the health and education of our
people, to continue the war on poverty, to improve conditions in our
urban areas, and to combat the menace of pollution in our environ-
ment. A moderate increase in expenditures is provided for these
programs, while less urgent activities have been held down to the
minimum feasible level.

As a matter of fact, Mr. Chairman, Jast night I came across an
editorial in ZLife, which expressed the nature of the domestic side of
the budget better than I could, I think, pointing out that it is a budget
that will please neither the pennypinchers nor the spendthrifts but
will be defensible against both.

Third: to increase substantially the level of social security benefits
as & means of helping to provide a decent income for millions of older
Americans. :

Fourth: by proposing additional taxes, to provide a fiscal policy
which permits a continuation of the recent trend to easier monetary
conditions, and the pursuit of balanced economic growth.

The Budget proposes several new revenue measures:

(a) A 6-percent surcharge on tax liabilities of individuals and cor-
porations, exempting individuals with taxable incomes wholly within
the first two brackets; the surcharge would be effectve July 1, 1967,
and automatically expire 2 years later, unless conditions permit an
earlier termination.

(5) An increase in the taxable wage base for social security from
$6,600 to $7,800 on January 1, 1968, as a first step in financing the en-
larged social security benefits.

On a national income accounts (NIA) basis, these proposals are
estimated to yield $0.5 billion in the current fiscal year and $5.3 bil-
lion in 1968.

In addition, two changes in the timing of tax collections are pro-
osed which have no effect on the national income accounts budget:
ut do increase revenues in the administrative and cash budgets:

First, an increase from 70 to 80 percent in the relationship that a
corporation’s estimated tax for any given calendar year must bear to
its final tax liability.

Second, elimination, over a 5-year period, of the present exemption
on the first $100,000 of corporate tax liability—elimination, if you
will, of that exemption—from the requirement of payment on a cur-
rent estimated basis.

The combined effect of the expenditure and revenue proposals is to
reduce the Federal deficit on a national income accounts basis from
$3.8 billion in fiscal year 1967 to $2.1 billion in 1968 as a whole. For
the last half of the fiscal year, the budget on this basis will be essen-
tially in balance or slight surplus.

We believe this to be a sensible and suitable approach, given the
best assessment we can now make of economic trends over the period
involved. A substantially larger deficit, on the one hand, might well
cause a renewal of inflationary pressures as well as a halt to the easing
of monetary conditions. Reaching a substantially smaller deficit or
a surplus for the fiscal year 1968 as a whole, on the other hand, might
well adversely affect economic activity and, by depressing incomes,
be self-defeating insofar as balancing the budget is concerned.
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In sum, the overall fiscal program is designed to provide continued
economic expansion at a sustainable level. With this program, we
are estimating that the GNP will rise by 614 percent in this calendar
year—including a more moderate price increase than last year—
around 214 percent—and a real growth rate approaching 4 percent,
which is a reasonable target rate of increase when the econowmy is
already operating at high levels of employment.

Budget totals: Table 1 (below) shows the totals in the 1968 budget
in terms of the three major Federal financial measures currently in
use: the national income accounts, the consolidated cash budget, and
the administrative budget.

TasLE 1.-——Budget totals, fiscal years 1966, 1967, 1968
[In billions of dolars]

1966 actual |1967 estimate|1968 estimate
National income accounts budget:
Receipts....... 132.6 149.8 167.1
Expenditures. oo ccemeimmcmmeeaan 132.3 153.6 169.2
Surplus (4) or deficit (—) - - e oo +.3 -3.8 —2.1
Consolidated cash budget:
ReCeIPLS o oo o e ecmmmeem——eaan 134.5 154.7 168.1
Expenditures o mmoeoooaaan e 137.8 160.9 172.4
Deficit (—) cemoomorcccmcmacccmmmm e . -3.3 —6.2 —4.3
Administrative budget:
Receipts. o eeaeraeee 14.7 117.0 126.9
Expenditures. - oo mmmmmmmmmmmmm e mammeen 107.0 126.7 135.0
Deficit (—)-ceoem e cccecmcmmmemmm e ae —2.3 —-9.7 -8.1

The committee will be particularly interested, I believe, in the
emphasis given to the national income accounts budget in this year’s
budget message. As I noted earlier, it is the best overall measure
of the Federal Government’s activities for purposes of analyzing the
flow of national income and output. When economists forecast the
GNP, they have to translate the administrative and cash budgets into
the national income accounts framework. Since its first Economic
Report, the Council of Economic Advisers has published Government
data on an NTA basis. Starting in 1962, the budget message of the
President each year has published forward estimates of budget ex-
penditures and receipts on an NIA basis, along with the more con-
ventional administrative and consclidated cash budgets. This year
the President took a further step and placed the central emphasis on
the NIA budget in that part of his budget message dealing with overall
fiscal policy.

Asyou know, the NTA budget differs from the administrative budget
in several ways, the three most important of which are:

First: it sncludes the receipts and expenditures of the trust funds,
since these, which now run well over $40 billion, have a significant
effect on the level of economic activity.

Second : it excludes payments and receipts from loan transactions
since these represent exchanges of financial assets, rather than addi-
tions to or subtractions from the stream of income.

Third : it counts revenues when the tax liabilities are accrued, rather
than when the taxes are actually collected, in line with the way in
which private income statements are generally kept.
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. As measured in the national income accounts, Federal revenues will
rise from $149.8 billion in fiscal year 1967 to $167.1 billion in 1968.
This increase includes the effect of the President’s tax proposals, but
stems mainly from prospective continued economic growth. Federal
expenditures in the national income accounts are estimated to increase
somewhat less, from $153.6 billion in 1967 to $169.2 billion in 1968.
This 1968 total will represent approximately 21 percent of the gross
national product, up only 114 percent from 1964 despite the added
costs of Vietnam, new programs which have been undertaken, and the
steady expansion in social security and other trust fund programs.

The increase in expenditures over 1967 consists of : (@) $5.8 billion
for Vietnam and other national defense requirements; (5) $6.2 billion
In trust fund outlays which, you will recall, are included in the NTA,
and of this $6.2 billion about two-thirds represents the proposed in-
crease in social security benefits; (¢) $1 billion to cover the cost of
pay increases to be proposed for military and civilian Federal per-
sonnel to help Government salaries keep pace with salary increases in
private industry; and (d) $2.6 billion for all other Government
programs.

On the consolidated cash basis, which combines all administrative
and trust fund transactions, including loan and credit transactions,
total receipts from the public in 1968 are estimated to be $168.1 billion
and payments to the public $172.4 billion, with a resulting deficit of
$4.3 billion compared with $6.2 billion in the current year.

In the administrative budget, the least comprehensive measure since
1t excludes $48.1 billion of trust fund receipts and $44.5 billion of trust
fund expenditures, total revenues are estimated to rise from $117 to
$126.9 billion from 1967 to 1968. Administrative budget expenditures
are expected to total $126.7 billion in 1967 and $135 billion in 1968,
Thus, the deficit on this basis will decline from $9.7 to $8.1 billion in
these 2 years.

As I noted earlier, the deficits in the national income accounts
budget are estimated at $3.8 billion in 1967 and $2.1 billion in 1968.

The time pattern of the balance in the national income accounts
budget, by half-year periods, is closely related to our expectations
about the course of private spending.

During the first 6 months of calendar 1967, the growth in private
economic activity will, we believe, be significantly moderated by a
decline in the rate of inventory investment. And during that 6-month
period, NTA budget expenditures will be rising slightly faster than
revenues. But as the current move toward lower interest rates begins
to have a significant impact on the economy, and as the increase in
social security benefits provides additional purchasing power to con-
sumers, revenue increases will begin to exceed the growth of expendi-
tures. The NTA budget deficit in the second half of calendar 1967
will, therefore, move sharply downward, reaching a balance or slight
surplus in the first half of 1968.

This provides a fiscal policy tailored to the Nation’s economic re-
quirements, helping to promote: (@) a healthy growth in economic
activity; (6) a moderation of inflationary pressures; and (¢) a con-
tinued move toward greater availability of credit.
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PRrROGRAM STRATEGY OF THE 1968 BUDGET

This year, for the first time, we have provided in the budget a
breakdown of NIA expenditures by major functions. Nevertheless;,
for purposes of discussing individual programs, and relating those
programs to authorization and appropriation actions requested of
the Congress, the detailed breakdown currently available mn the ad--
ministrative budget and the trust funds is more suitable. )

The program proposals of the President are based on the premise:
that a healthy and growing nation such as ours can and must continue
to move forward in the effort to improve the quality of American life,
while at the same time meeting its defense commitments. In view
of the substantial resources required for our military operations,
however, increases in civilian programs have been proposed only on
a selective basis for the high priority needs of our society. In the
selection process, particular consideration has been given to those
activities designed to help provide equal opportunities for all to
share in the Nation’s advancement.

CONTROLLABILITY OF EXPENDITURES

To help underscore the difficulties of allocating the limited re-
sources available among many competing demands for funds, it is
useful to look at the administrative budget briefly from the point of
view of the leeway available in expenditure decisions in any one year.
Table 2 sets forth the expenditures in the administrative budget in
terms of the controllability of the programs involved.

TABLE 2.—Administrative budget expenditures, fiscal years 1966, 1967, 1968

{In billions of dollars)

Type of controllability 1966 actual 1967 1968
estimate estimate
National defense...-.- - e cmmmmmmcmmean $57.7 $70.2 $75.5
Relatively uncontrollable civilian expenditures:

MajJOr PrOgramS oo cooccemmmmmrmammmmmmmmmmemceoemmm—mm s 24.1 28.3 29.4
Interest oo o oo 12.1 13.5 14.2
Veterans pensions, compensation, and insurance 4.2 4.7 4.9
Public assistance grants ... eocoeomeocaoon- 3.5 3.0 4.2
Farm price supports (Commodity Credit Corporation) 1.3 1.6 1.6
Postal public scrvice costs and revenue deficit (exist-

N 1aW) o cmmmmm e meee .8 11 1.1

Health insurance payments to trust funds. - JREPY P 1. .a
Legislative and judiciary .. oo oo .3 .4 .4

Other . o cmmccccccceccccmemmmm—— ——- 1.8 2.2 2.3
Payments on prior contracts and oblizations. ——- 11.5 14.3 15.3
Relatively controllable civilian expenditures. ... o....____ 13.6 13.9 14.9
Proposed pay increases. ....... - [ TSN A 1.0
Sale of financial assets ..o ool —3.0 —-3.9 -5.3
ther i 16.6 17.8 19.2
Total administrative budget expenditures.........._..__ 107.0 126.7 135.0

As the table shows, $75.5 billion, or 56 percent, of total administra-
tive budget expenditures is estimated to be required for national
defense in 1968, leaving $59.5 billion for nondefense purposes. Of
this nondefense Eortion, $29.4 billion—22 percent of the total—is for

programs for which payments under existing law are relatively un-
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controllable, such as interest on the public debt, public assistance, and
veterans compensation and pensions. Another $15.3 billion, or 11
percent is required to make payments on contracts or other obligations
incurred in prior years. Thus, we find that onl?7 about 11 percent, or
$14.9 billion, of the budget may be considered “controllable.” Or, if
one wishes to exclude both the effect of the sale of assets on budget
expenditures and the proposed pay increases, the relatively controlla-
ble portion equals $19.2 billion, or 14.2 percent. Even in this category,
the margin for decision is limited since it includes programs which
must be carried forward and which normally have growing workloads
as our country grows; for example, operation of the Nation’s airways,
maintenance and improvement of our national parks, collection of
taxes, and law enforcement.

EXPENDITURE TRENDS

Given the restraints involved, within the area of discretion, the
President’s policy—as I said earlier—has been to expand selectively
what might %e termed “major social programs.” Economies, savings,
and reductions have been provided Wgerever possible to hold down the
total level. The effect of this policy on the budget is shown in table 3.

TABLE 3.—Civilian administrative budget expenditures, fiscal years 1966—68
{In billions of dollars}

1966 actual | 1867 estimate | 1968 estimate Ch?nge, 1967
0 1968

Total eivilian..__ $49.3 . $56. 5 $59.5 0
Major education programs..........._..._.. 2.8 4.0 4.6 8
Major health programs_ ...~ 2.5 4.3 4.8 5

Other major social programs:
Welfare, labor, and economic oppor-
tunity programs._____.______________ 5.1 6.1 6.5
Housing  and community develop-
ment, regional development, and

+.
Filrt + 44 |8
[

pollutioncontrol ... _______________ 1.2 2.0 2.4 4
Interest. - 12.1 13.5 14.2 6
Proposed pay increases 1.0 0
Sale of financial assets_..__...____...________ —3.0 -3.9 —~5.3 4
All other civilian expenditures. .._.._______ 28.4 0. 5 31.3 8

You will note from this table that of the total estimated increase
of $3 billion for civilian expenditures in the administrative budget,
$1.9 billion is provided for major social programs—education, health,
welfare, manpower training, the war on poverty, community develop-
ment, and the like. Fixed interest charges will increase by $0.6 billion.
This leaves an increase of $0.5 billion for all other expenditures—made
up for $1 billion for the proposed pay increases and $0.8 billion for all
other civilian programs, offset by $1.4 billion in proceeds anticipated
from the sale of participation certificates and direct loans acquired
under Government credif programs.

The pattern of expenditure changes I have just described is a con-
tinuation of a shift begun a few years ago toward increasing emphasis
on investment in human resources and on improvement of the physical
environment in which most of our people live. Taking the major
social programs in table 3—and for the sake of convenience, I will use
figures net of asset sales—the expenditures for these programs will
comprise 26.4 percent of civilian administrative budget expenditures
in 1968 compared with 16.4 percent in 1964.
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Moreover, these programs account for almost 54 percent of the total
increase in civilian expenditures betiween these two years. This per-
centage becomes 75 percent if we exclude the increases in outlays for
interest on the debt and for the space grogram.

The increased emphasis on expenditures for such purposes as edu-
cation, health, and manpower training represents just as much an
investment in the Nation’s future productivity as investments i ma-
chines and equipment—even though the normal rules of business ac-
counting do not treat them as such. In my testimony before the com-
mittee last year I stressed the recent studies by economic analysts which
emphasize the economic payoffs from such “intangible” investments.
I feel very strongly that a proper evaluation of Federal activity must
recognize the hardheaded commonsense of investing in the education,
health, and skills of the Nation’s present and future work force.

While increases have been provided for major social programs, the
expansion is selective. Many of the appropriation requests included
in the 1968 budget in these areas are well below the amounts authorized
in substantive legislation. Moreover, proposals for starting new Fed-
eral construction projects in 1968 are being held well below the average
of prior years.

For example, 9 new water resources projects are proposed for the
Corps of Engineers, compared with the 58 new projects appropriated
in 1967 and 4 for the Bureau of Reclamation, compared to 6 in the
current fiscal year. The 1968 budget also provides for 8 starts by the
General Services Administration on the construction of public build-
ings, compared with 33 starts appropriated in 1967.

BUDGET PRESENTATION

As is customary, I will conclude my remarks by mentioning briefly
what I consider to be major improvements this year in the presenta-
tion of budgetary information. '

As T have already pointed out, the 1968 budget message in discussing
fiscal policy placed special emphasis on the national income accounts
budget. To my mind, this new presentation represents a welcome step
forward, since some of our more traditional budget concepts do not
adequately portray the Federal Government’s activities. But the na-
tional income accounts budget by no means solves all the problems
of budget treatment and presentation. For example, while it is the
best measure of Federal activitics as they affect the current flow of
income production in the economy—it does not yet have the backu
detail needed for analyzing individual Federal programs, althoug
we are moving in this direction. For example, this year for the first
time we published a table in the budget showing a breakout of national
income accounts expenditures by major program categories both for
prior and forward years.

Over the years, spanning administrations of both parties, questions
have been raised about the overall budget presentation and about the
treatment of particular types of Government financial transactions, by
this committee and others as well.

With these questions in mind, the President in his budget message
has called for a thorough and objective review of budgetary concepts
by a bipartisan group of experts in this field. This group will be asked
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to review the budget and make recommendations on budgetary pres-
entation with the objective of assisting both the Congress and the
public in better understanding this vital instrument of the public
business.

One final point I would like to make is that the planning-program-
ing-budgeting system installed in the executive branch a little over a
year ago is making its mark on our methods of establishing objectives
and seeking the best means of achieving them. We believe this system,
when fully operational, and it will take some time, will improve sub-
stantially our entire program decision process. In the 1968 budget,
some of the discussion and analysis of the Federal program by func-
tion—part 4 of the budget document—shows the effects of the appli-
cation of this system.

For the first time this year the budget programs of several civilian
agencies are presented in that part 4 of the budget document in terms
of the major objectives of the agency’s activities, along the lines of
the presentation in the past few years of the Department of Defense
program. In addition, a number of tables are included throughout
the discussion which provide data on program accomplishments and
trends as well as data on the dollar amounts involved. We have, in
other words, presented not only program costs, but also ssme measures
of program outputs in the budget document.

We spend not for the sake of spending, but to produce a specific
set of accomplishments. With the aid of these new tables on program
outputs, many of the various press reports about specific segments
of the budget were for the first time, I believe, able to relate program
outputs to the dollar inputs recommended. I think we have made a
good beginning in this direction—I think we have got a long way to
go—and Ilook to further progress as the PPB system gains a stronger
foothold.

Mr. Chairman, while this concludes my formal statement, I would
. like to place in the record an “Addendum” which describes, in capsule
form, the major “Program Highlights of the 1968 Budget.”

(Material referred to follows:)

ADDENDUM
PROGRAM HIGHLIGHTS OF THE 1968 BUDGET

T would like to describe briefly some of the highlights of the budget
proposals, particularly for the major social programs and for our
national defense.

Education.—I doubt that anyone needs to be convinced of the value
and importance of education to the individual and to our society.
Education makes a vital contribution to economic growth and techno-
logical advance, to the war on poverty, and to personal fulfillment.

Education has received high priority in the 1968 budget. Estimated
gross outlays—i.e., excluding the effect of asset sales, mainly in the
college housing program—will be 63 percent more than in 1966. These
outlays will provide for—

An increase in grants under title I of the Elementary and Sec-
ondary Education Act of 1965, reaching 8146 million disadvan-
taged youngsters from low-income families.
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New grants to expand educational opportunities for physically
and mentally handicapped children.

An expansion of almost 80 percent in grants for supplementary
centers and for other innovative approaches to improving
education.

More than $1.1 billion in aids to undergraduate college students
through scholarships, loans, and part-time work.

Improvements in teacher training programs and enlargement
of the Teacher Corps.

Increased support for basic research and science training.

Strengthened programs of vocational education, educational
television, and planning efforts of State departments of education.

Health~—Cash payments for health services and research, including
outlays from trust funds, are estimated at $8 billion in fiscal year
1968, up $1.2 billion from 1967. This increase will be used primarily to
bring quality medical care to aged and indigent people, enlarge the
supply of medical personnel and facilities, support research, and re-
duce disease and health hazards in our environment.

In recent years, the role of the Federal Government in promoting
better health for Americans has grown significantly. It received a
special impetus from legislation enacted in the 89th Congress. In
carrying out this expanded role, increased emphasis is being given to
working in partnership with the States in planning health activities
and providing broader and more flexible grants with the aim of im-
proving overall local health services.

The 1968 budget calls for—

Over $5 billion in cash payments for medicare and medical
assistance to the needy.

Extension of medicare to disabled workers.

Expansion of child health services, including dental care.

Addition or modernization of about 21,000 hospital beds and
13,000 beds in long-term care facilities, under the Hill-Burton
hospital construction program.

Increased assistance for the construction of medical schools.

Scholarships and loans to an increasing number of medical,
dental, and nursing students.

Operation of about 50 regional medical programs aimed at
accelerating the attack on heart disease, cancer, stroke, and related

diseases.
Increased support for biomedical research and training of
researchers.

Nearly doubling our outlays to control air pollution, including a
new enlarged 5-year program.

Welfare, labor, and economic opportunity progrems—In addition
to the proposed increase in benefits under the social security system,
the President is proposing various measures to help others of our
society whose incomes fall below the poverty level. For example, the
budget includes funds for recommended improvements in the public
assistance program—to make cash payments more adequate, to provide
incentives for work and training, and to assure assistance to families
impoverished because the father is unemployed.

Services to the disadvantaged will continue to be stressed in the
manpower activities carried out through the Manpower Development
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and Training Act of 1962 and the U.S. Employment Service. An esti-
mated 280,000 trainees will be enrolled in 1968 under the MDTA, about
two-thirds of them workers with minimal skills who cannot take ad-
vantage of the job opportunities available in an advancing economy.
The USES in 1968 will extend to disadvantaged adults the special
services it has been providing for disadvantaged youths.

Other significant work and training opportunities are being made
available through funds of the economic opportunity programs:

The Neighborhood Youth Corps will provide 855,000 jobs and
training opportunities.

Appropriations of $328 million are being requested to expand
other work-training programs, including intensive supporting
services, designed to reach hard-core unemployed and underem-
ployed individuals in slum areas.

In addition, an increase of $312 million is provided in the budget for
the Office of Economic Opportunity to—

Expand antipoverty activities and services provided to 614
million people through 1,100 community action agencies in rural
and urban areas.

Provide classes for 737,000 pre-school-age children in the Head-
start program. : )

Work with the Office of Education to improve primary school
services as a followup to Headstart.

Offer skill training and useful work experience through the
Job Corps to 38,000 disadvantaged young people who are out of
school.

"~ Help migrant farmworkers, make loans to rural families, and
offer services in poor areas through VISTA volunteers.

Housing and community development, regional development, and
pollution control—Two common themes that run through many of the
programs seeking to improve the physical environment in which Amer-
1cans live are that—

Comprehensive planning and action yield far better results than
piecemeal measures, and

The best results are achieved through combined public and pri-
vate efforts.

Accordingly, the Federal budget proposals dealing with housing,
community development, regional development, and water pollution
control stress coordinated and concerted efforts at problem solving.

The 1968 budget provides funds for—

The new model cities program, under which cities are given an
incentive to plan comprehensive action to transform entire
blighted areas into attractive and useful neighborhoods,

The rent supplement program, under which private interests
are being enlisted in an effort to help the needy obtain better
housing, '

Increased efforts to promote urban renewal, preserve open space
in the growing suburbs, create parks in developed city areas, and
provide needed public facilities,

Assistance to cities in financing mass transportation facilities,

Grants for various types of basic water, sewer, and other public
facilities,
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An increase in the number of public housing units available for
low-income families, and continued support for housing for mod-
erate-income families and elderly individuals.

Expenditures for economically depressed areas and regions assisted.
by the Department of Commerce will almost double in 1968.

To combat water pollution, the budget includes $203 million in 1968
for grants to communities to build waste treatment plants.

Research, development, and programs for water pollution control
will be expanded significantly, and funds are provided for compre-
hensive attacks on the problems of pollution in entire river basins.

National defense—Total expenditures for national defense are esti~
mated at $75.5 billion in 1968, of which $21.9 billion will be used to
support necessary operations in southeast Asia. This estimate pro-
vides for our future requirements as we now foresee events there, in-
cluding a possible extension of hostilities beyond the end of the fiscal
year. It also provides for the requirements of maintaining our su-
periority in strategic forces, for increases in the capabilities of our
conventional forces, and for advances in our military research and
development pograms.

Other Federal programs—Apart from fixed interest charges, pro-
posed employee pay increases, and the planned sales of financial assets,
the increase for all other civilian expenditures has been held to $0.8
billion in 1968. This figure represents the net effect of various in-
creases and decreases, two of which are particularly worthy of note.

First, expenditures of the National Aeronautics and Space Admin:
istration in 1968 are estimated to decline by $300 million. We are
planning new ventures in space, including an effective follow-on ta
the manned lunar landing and further unmanned space investiga-
tions. However, we are able to reduce overall expenditures because
the major systems required for the manned lunar landing are pro-
gressing beyond the most costly phases of development. The recent
tragic events in the Apollo program are now under intensive review,
as you know, so it is too early to assess any possible impact on the
manned lunar schedule or budget. .

Second, net outlays for postal services will decline with enactment
of the postal rate increase being proposed in the budget. This increase
is required under the policy set forth in the Postal Policy Act of 1958
to provide improved postal services, to cover proposed pay increases
for postal workers and largely offset the remaining postal deficit.

Chairman Proxmire. Mr. Schultze, first I want to commend you
for the many good things in your statement and the work you have
done. Your use of the “national income accounts” budget is a great
improvement. This committee, I think, is particularly interested in
the impact of the budget on the economy.

It is clear that the national income accounts budget is a much more
comprehensive and accurate reflection of the effect of Federal spend-
ing and taxes on the economy than the administrative budget for the
reasons you have indicated. At the same time, it takes courage for.
the President to do this, because it is a much bigger budget and it
calls attention to the immense impact the Federal Government has
on the economy more than the administrative budget does, but I think
it is a good thing to do.

s}
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I do hope you stick by it. This is an inviting year to do, because
you have a smaller deficit of course, but certainly from the standpoint
of economic analysis, it is enormously helpful, recognizing, as you
properly point out, that there are still defects here.

I also commend you on the results of budgetary policy in recent
years, which you have spelled out, in terms of growth, in terms of
employment, 1n terms of real income, after allowing for inflation.
After all, this committee is a critical committee and should be, but we
tend to overlook the good things about the economic progress, and
you properly point them out.

The other commendation I would like to make is in regard to the
PPBS. This is one of the most encouraging developments, I think,
in Government budgetary policies.

The Defense Department has made wonderful progress in develop-
ing systems for comparing costs and benefits, being in a position for
the first time, I think, in the history of our Government, really, to
determine properly how best our resources can be allocated to meet
pa;‘ticular goals with the lowest dollar cost. We have not done this
before.

I hope this committee can explore this in detail, to determine how
we in ‘Congress can contribute to it, because with a more critical view,
I think we can make a much greater contribution than we would if we
did not really understand what this PPBS thing is. And I do not
think we understand it nearly well enough today, so I hope you can
help us on that line.

These are the things I think you are primarily involved in, and,
therefore, I think you deserve a lot of commendation.

You can’t be held responsible for the position the Congress and the
President takes on how much of our resources the Federal Government
should spend. You are a champion of that position; you have to be,
but I think in these areas of efficiency, you have done well.

There is one other aspect of this efficiency that I would like to men-.
tion that I think you might give more attention to, and that this is this’
measuring productivity in Government departments. Kermit Gor-
don, when he was your predecessor, published a book in this area which
is most encouraging.

Mr. Scuurrze. That is correct.

Chairman Proxyire. We can measure productivity in some Gov-
ernment departments which are doing amazingly well. We make the
ridiculous assumption that Government employees do not improve
their productivity, as T understand it, in our economic assumption, and
yet we find vast improvement in some areas. If we can put a little
more stress on this and have this developed in more departments than
it has been, I think that this is a very promising avenue.

Now, let me get into an area where I am a litfle more critical.

Yesterday, we developed an argument that the Vietnam war in this
fiscal year had been underestimated by $10 billion. That the estimates’
had been a year ago that there would be a $10 billion cost for the
Vietnam war, and it is $20 billion for this fiscal year.

Of course, this had a devastating effect on our economic policy. We
failed to increase taxes as perhaps we might have done; however, I
would have been opposed to that.
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We failed to cut spending, as I think we should have and would
have done if we had these figures before us, if we had an accurate, true
reflection of just what the budget was going to be, and I think it would
have saved us an awful lot of difficulty with inflation and high in--
terest rates.

I want to ask you, as Director of the Bureau of the Budget, what
responsibility do you feel you have to secure accurate estimates for the
President and the Congress and Pentagon on the cost of the Vietnam
war? '

How can you pursue the figure that they give you, to determine
whether it is accurate or not ¢

Mr. Scaunrze. Let me make several points, in answer to that, if 1
can, Senator Proxmire.

Let me go first to the substance of your point with respect to the
impact of underestimating Defense spending on economic policy and
economic consequences, and then to the role of Budget Director.

First, I think you have clearly got to put this in the context of last
year’s economy. Lf you will look at last year’s economy, you will find
that the main inflationary pressures were in being during the first 7,
8, 9 months of the year. Starting in August, the Wholesale Price
Index stabilized and began to recede after September. Consumer
food prices began to recede after August. The Consumer Price Index
itself began to inch up at a much lower rate after October. So, pretty
clearly, the main inflationary pressures in the economy were during
the first 7 to 9 months.

Chairman Proxdrire. Beginning in February. In January, prices
did not rise. It wasin February.

Mr. Scaurtze. They were rising to some extent in late 1965. And
then there was a little tapering down and then they rose again,

Now, let us look at what happened to the Federal budget, as we pre-
dicted and as it actually occurred, taking the NIA. measure.

Chairman Proxmire. I do not want to be rude, but my question was
as to what your responsibility is in getting information from Mr.
McNamara and the Defense Department, whether you can go behind
his figures, or you do go behind them, or not. That is what I want
toknow. I wantto pursuethis. You can make any answer you wish,
‘but if you are responsive, what I want to know is whether you have the
right and whether you feel you have the responsibility to challenge
figures that come from the Pentagon.

Mr. ScauLtze. Then, let me reverse the order of my answer. I
was going to talk first to the substance and then ile procedure.

I will switch and talk first to the procedure and then come back to
the substance.

Essentially, there is no simple answer to this, Senator.

In the first place, with respect to the Defense Department, the
Bureau of the Budget pursues a different procedure than it pursues
-with respect to other departments. Other departments submit a
formal budget request to the Bureau of the Budget which we review
and on which we present recommendations of our own to the Presi-
dent. In these cases there is a formal exchange of views back and
forth between us and the agency head before we see the President, and
‘then together with the President.
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In the case of the Defense Department, the Bureau of the Budget-
staff and then later I and my top aids work right with the Secretary
of Defense and his staff in his overall budget recommendations to the
President. In other words, instead of the Secretary formally sub-
mitting a budget request to us and the Bureau reviewing it separately,.
we work together with him in developing his presentation to the-
President.

Chairman Proxmire. So, you work with him in determining that
the cost of the Vietnam war will be $10 billion.

Mr. Scmurrze. We work with him in determining

Chairman Proxare. It was a joint error, so to speak.

Mr. Scrurtze. I accept whatever responsibility comes out of this
procedure. Now, let me go ahead on this. )

The next point is that the expenditures with respect to Vietnam
could not really be determined with any accuracy until the require-
ments were determined, and those requirements were not determined.
or pinned down until very late in the year, for two essential reasons,
and I think the first one particularly you would be quite interested in.

Chairman Proxmire. You knew the requirements involved, 400,000
troops by the end of the year. That was known. )

Mr. Scmurrze. Gradually, that became known; that is correct.

Let me go back a little, if I may.

In October and November of 1965 when the Defense budget for-
fiscal 1967 was being prepared, our own buildup in Vietnam was.
literally on a 60° curve. In 120 days we shipped 100,000 men overseas.
At the same time, according to actual reports and intelligence estimates,
the Vietcong and other strength was rising also at a 60° angle. At that
time, we just did not know where this was going to level off.

Rather than present a budget request then or even later in the-
year, based on unknown requirements, the assumption was made-
that we would finance the war just through 1967 and come back in
later for a supplemental if the war was going to go on longer.

Chairman Proxmire. But throughout that period, you must have
realized again and again and again that you were going to be off’
and you did not tell us. There were no figures given.

Mr. Scrurrze. I disagree.

Chairman Proxmire. No opportunity for the Congress to modify-
its policy. Congressman Laird and Senator Stennis spoke out on this,
nailed it down. They turned out to be dead right and all we got from
(f:ihe administration was that they were wrong; they stuck by their-

gures.

Mr. Scaurrze. In February of last year, Secretary McNamara, in
appearing before a joint session of the Senate Armed Services and
Defense Appropriations Subcommittee, pointed out that if the war-
were going to have to continue beyond the end of 1967 , he was going
to have to come back in for more money. In August, he told the
same committees that it was pretty clear at the time that a supple-
mental was going to be necessary but he did not know the amount,.
and I did not know the amount.

In September and October, in appearing before the House Ways:
and Means Committee and the Senate Finance Committee, to ask
for the suspension of the investment credit, Secretary Fowler and I
both pointed out unless there was a dramatic breakthrough in the-
situation in Vietnam, there would be additional need for funds.
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Now, the reason that we did not send up, did not want to send up—
-and I fully agree with Secretary McNamara in not sending wp—=a
supplemental request at the time, hinges on two major points.

First, one of the most important tools that a Secretary of Defense
has in trying to provide efficient budgeting in the Pentagon is not to
ask for a dime that is not associated with specific requirements. Once
you break that rule, which has been painfully built up over the years,
I personally believe that the control and the effectiveness of these
programs in military budgeting would just go out of the window. I
sincerely believe that it would have been a major mistake to come up
with a supplemental not based on specific requirements, because in
doing so you would be breaking a rule with a lot of psychological
impact in terms of effective military budgeting that has taken years
to get established and made effective. And for the sake of argument,
if we could have come up with an estimate, it would have been a wide-
ranging one, and it would not have been based on specific requirements
in terms of specific attrition, specific amounts of ammunition re-
-quired, specific numbers of bombs needed. It would have been a
guess.
£ That money would have been appropriated, as sure as I am sitting
here, and would have been available in a lump sum, and the Secretary’s
ability to limit spending to specific requirements would have been
substantially weaker. So I feel it was a correct decision to wait
antil the specific requirements were known, although it was a politi-
«cally unpopular one, and has caused us a lot of trouble.

Chairman Prox»mre. It was just plain wrong. He was off 100

-percent. He said $10 billion and it was $20 billion. He never cor-

‘rected it. All this talk about how it is more efficient to make an

-estimate, based on an assumption which is a ridiculous assumption,

s just completely beyond me.
I just cannot understand how in the world you can say it was right,
-or that it was courageous, or that it was unpopular. It was com-

‘pletely wrong. It destroyed all of our economic policy for that whole
_year.

Mr. Scrurrze. May I come back to that? I would like to, very

-much.

Chairman ProxMire. I want to apologize for the fact that I have
-gone over my time, and also, that I must leave, because I have to
-attend the meeting of the Senate Judiciary Committee. I will be
‘hack. T want to pirsne this.  You are an excellent, witness and you
.can give us good answers in this area, but I am just going to ieave now
-and yield to Congressman Reuss, who will chair the meeting when I
:am gone.

" Mr. Scuurrze. Senator, I would like, sometime when you come
‘back, to make a particular point in the record.

Representative Reuss (presiding). I will see to it, if Chairman
Proxmire does not come back, that you will be given an opportunity to
be heard on that.

Mr. Rumsfeld, you are recognized.

Representative Runmsrerp. Thank you, Mr. Chairman.

Mr. Schultze, I have been very interested in the discussion you have
‘had with Senator Proxmire. I am curious to know, exactly lzow you,

as you suggest, share the responsibility for the decisions that were
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made with respect to estimates of the Department of Defense. What
has been done since that time to see that your joint capability to accu-
rately forecast or even reasonably accurately forecast will be improved
in the coming year?

I sense from your statement that you share my concern about the
credibility of the U.S. Government, about the accuracy of your previ-
ous budget estimates and about the believability of statements con-
cerning these difficult and technical matters, which I grant are difficult
to predict and are subject to change.

I am pleased to see there is gomg to be a study made to see how
the budget can as accurately as possible reflect what is in fact going
on in this country, but I would like to hear what steps, specifically
with respect to DOD, have been taken.

I asked Mr. Ackley yesterday if DOD was being pulled into this:

working group, and he indicated not.

Mzr. Scaurrze. May I respond? »

Let me make a couple of points. First, I want to make it very clear
for the record that I do not and should not share responsibility for
the determination of how many men we need in Vietnam, nor how
many planes. That is not my responsibility. In translating those
determinations into the budgetary impact, of course I do have a role.
I want to make it clear that the Budget Director is not deciding what
General Westmoreland needs. That is obvious.

On the next point—I do not know whether you are aware of it, but
you know you cannot fight a war without supplementals. There were
seven of them during the Korean war. Nobody can predict how these
things are going to come out and.

Representative Rumsrerp. You say nobody can do it. There were
people in Congress doing it over and over again. When the original
request came out, three or four Members of the House and Senate
took the floor and pointed out that it was outdated then.

The construction activity that was programed to sustain a troop
commitment that was considerably in excess of that for which funds
were being requested.

I knew that, and I am not on the Armed Services Committee.

Mr. Scaurrze. As I indicated earlier, Secretary McNamara said
time after time that if we were going to finance the long leadtime
procurement we would need if the war were to continue past June
1967, “I am going to have to have more money and I am going to
come back in for it.” He said it time after time. And he also said,
“When our commitments are rising at a 60° slope, I can’t predict
where they are going to level off.” '

Now, where are we now compared to a year ago? Unlike a year
ago, the rate of our planned buildup is moving up much more gradu-
ally. It is now possible, with 18 months of combat experience behind
us, to assess somewhat better what the requirements are, barring a
massive change inthe conditions of the war. It is also possible to make
?hmil'ih better set of assumptions with respect to combat attrition, and

e like.

As a consequence, the 1968 budget request of the Department of
Defense, unlike the 1967 request, provides all of the funds necessary
to procure the long leadtime items which will be necessary should the
war continue.
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Let me give you an example

Representative Rumsrerp. So, in this case, you are not really violat-
ing the principle you are stating in respect to Senator Proxmire’s
question ?

Mr. Scaurrze. No, sir; not at all.

Representative RumsrrLp. But on the other hand, you are leaving'

yourself the option—I should not say you, the administration and the
Department of Defense—of programing ahead and making specific

requests for specific things that they do not know at that point whether

or not, according to your statement, they are going to require?

Mr. Scaurrze. No, sir; that is not the difference. The key differ-
ence is that last year, because we were right in the beginning phases
of a rapid buildup, we could not know what it was going to be like
18 months ahead. We still do not know exactly what is ahead—ob-
viously, we do not—but we are in a much better position to know. We

.are on a curve now which is tapering off. We can see the future,

barring major changes, much better than we could at that time.
Aircraft 1s a good case in point. The 1968 budget provides neces-
sary funds, since aireraft have leadtime, to finance the attrition of air-

craft to January 1,1970. Inthe case of ammunition, which is a shorter

leadtime item, about 6 months, the budget provides the amounts neces-
sary to finance it, should the war continue to December 30, 1968. We
did not do that, admittedly, at the time of the 1967 budget a year ago,

because we were much less able to know what those attrition rates:

were going to be. )
Representative Rumsrerp. Have you detected to any extent a desire

to not make accurate prognostications over the near term because of
an unwillingness to reveal military activities or a planned buildup ¢

Mzr. Scaovrze. No, sir.

Representative Rumsrerp. Construction activities?

Mr. Scaunrze. No, sir.

Representative Rumsrerp. So, in other words, you are stating cate-
gorically that you do not know of any situation where tactical con-
siderations, strategic considerations, or diplomatic considerations have

dictated the stating of figures or estimates that are not as complete,.

full, and accurate as they could be?

Mr. Scuurrze. No. Let’s take a look at accuracy, since it has been:

brought up.
We missed substantially this year on expenditures and a budget

missed in 1966, and in 1064 and 1965, hut the other-
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way. And if you add those 4 years together, it turns out that our-

predictions of deficits practically cancel each other out. We over-
estimated in some years and understimated in others, but if you look
at the record there is no—

Representative RumsreLp. I am not thinking of how you net out

over a period of 6 months. I am talking of the economic impact of’

poor estimates on a given year’s policies.

Mr. Scrorrze. I am saying again, Mr. Rumsfeld, that (a) we-

obviously missed, () we are in a war, and you miss in a war, and
(¢) the specific assumptions on which the 1967 budget was based in
respect to the June 30 termination of the war were stated by Secre-
tary McNamara time and time again. It was not concealed from

anybody. We did not, admittedly, come up until this January with:
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the specific amount of the supplemental. That is correct. We did

not come up with it. I think there were good reasons for not doing
that. This1s where we obviously disagree.

Representative Rumsrerp. I am pleased with parts of your state-
ment, because of your expressed desire, to see that the budget message
and the Budget 1tself is communicated to the extent possible as an
accurate evaluation of where we are going. I think your statements
have been encouraging, and I commend you. ]

You quoted from Life, saying that the budget was defensible against
pennypinchers and spendthrifts, both. I think we ought to make sure
that 1t is defensible also on the issue of believability, because this is
exceedingly important to this country, and I am hopeful that the
steps.you have outlined here will be taken, and that we can come up
with some suggestions for the coming budgets.

I would like to ask you one other question. This question relates

to your comment about the Defense Department’s procedures in not,

“lzanting to make anything other than a specific request for a specific
thing.

You, as Budget Director, are familiar with NASA’s budget?

Mr. ScauLTZE. Yes, sir.

Representative Rumsrerp. You are also familiar with the categories
on advanced missions and Apollo applications?

Mr. ScEULTZE. Yes, sir.

Representative Rumsrerp. To some extent they are specific and to
some extent they are catchalls.

Mr. Scuurrze. Go ahead.

Representative Rumsrerp. I personally am concerned about the
fact that we seem to be spending money to keep production lines open
in the space program for the apparent reason that post-Apollo de-
cisions have not been made. The reason I am given for the fact that
we fail to make post-Apollo decisionsis the war in Vietnam.

b Now, we can get into a pretty tight and expansive little circle
ere.

I am curious to know what your role is here. You have, I think,
pretty accurately indicated your role with respect to DOD and said it
was unique.

I would be curious to know what your relationship to a decision like
this might be, simply for my information from a procedural stand-

oint.
P Mr. ScavrrzE. Let’s take post-Apollo programs as a good example.

Representative Rumsrerp. I think, in a broader sense, the question
is where this country is going post-Apollo.

Mr. ScauLrzE. Exactly, I am trying to complete my thoughts as to
how best to present it.

Representative RumsreLp. Well, my 10 minutes are up.

Mr. Scauorrze. I will use my time to answer your question, if that
isall right.

Starting back in 1965, it was clear that decisions about post-Apollo
programs would have to be made in the 1968 budget.

Representative Rumsrerp. Or before.

Mr. Scrorrze. Well, maybe some small ones.

Representative RumsreLp. The manpower curve had already
started down.
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Mr. ScruLrzE. But nevertheless the basic decision would have to be
taken in the 1968 budget about what to do with manned space flight
capability, and starting with 1965, NASA began to examine a number
of alternatives. Those alternatives were discussed with many areas
in Government, but let’s just stick with what NASA was discussing
with the Budget Bureau. NASA made a nwmber of presentations
to the Budget Bureau, and discussions were held, beginning in the
summer of Jast year.

NASA came up with a number of alternatives, and those alterna-
tives gradually began to be narrowed down.

As you know, the major problem, of course, is that even though
the manned lunar landing, in terms of work to be accomplished, has
a long way to go, the leadtimes are such that either you make a
decision in 1968 to provide the development to maintain manned space
flight capability thereafter, or you let it go.

epresentative RUMSFELD. ]%xactly.

Mr. Scaurrze. Now, in the 1968 budget, far from being a highly
unspecific program, there is a specific program for post-Apollo, as spe-
cific as any development program can be, and what that involves is a
combination of two things really closely related.

One is, some plans to use Saturn 1-B’s that might not be needed
for the manned lunar landing program, with certain adaptations.

Representative Rumsrerp. 1 do apologize for interrupting.

I am aware of what is in the budget for 1968.

My question runs to your responsibility with respect to this type of
decisionmaking process just as Senator Proxmire’s ran to yours with
respect to the Department of Defense.

Mr. ScrurrzE. Right.

Representative Rumsrerp. I am interested from a procedural stand-
point.

Mr. ScevrrzE. Our main responsibility is to insure that all of the:
relevant and reasonable options are developed for presentation to the
President. Now, when you are getting down to nickels and nuts and
bolts, the agency and the Budget Director can very often settle that
and make a joint presentation to the President, and there is not much
disagreement. But on something asimportant as this——

. ](?iiepresentative Ruwmsrerp. More like $100 million in last year’s
udget.

r. Scaurtze. What I meant to do is contrast simpler problems
that with a decision like this where the point is not simply to have
one option but to be able to prosent the President with a number of’
different options.

Our responsibility is (a) to insure that those options are devel-
oped, and that all of the options that are reasonable are presented
to him and (b) to make recommendations. But it is up to the Presi-
dent to choose among these. So, I would say here, our role is devel-
oping the options and alternatives for the President’s decision, in:
conjunction with the agency head—what the costs are, how they relate
to other fiscal problems, et cetera.

Representative Romsrerp. Thank you.

Representative Reuss. I would like to ask what I think is a very
fundamental question, probably the most important I am going to
ask in this series of hearings.
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The economic philosophy of the administration for some years has
been based upon the so-called full-employment fiscal dividend, the
full-employment surplus, which postulated, in effect, is “Bear with
us, gentlemen, while we run deficits for a few years, because, when
we get to full employment so carefully have we calibrated this thing
that we will have a nice fiscal dividend available even for sugarplum
Heller plans and so on.” .

We now have, in the words of the first paragraph of the report
of the Council of Economic Advisers, essentially full employment.
We also have in this half of 1967 a deficit on the national Income
accounts system in excess of $5 billion. I stress the national income
accounts system.

Mr. Scrurtze. That is right. ) )

Representative Reuss. Because there is no phony unfair strait-
jacket imposed on you, you might question, “What in the world has
gone wrong #”

Before you answer and because of the 10-minute limitation, I
would like to give you my “two bits worth™ on what has gone wrong,
for your comment.

I think we have got our income system way out of whack.

T know from an important piece by our friend over here, that after
tax, profit margins from manufacturing in 1966 were the highest in
history. I know that the real, after tax workers’ earnings in manu-
facturing had gone down in 1966, and this is the first time it has gone
down since 1960. ,

I note that high-interest rates, which we have had, channel money
away from poor people to wealthier people. That is the effect of
who gets and who receives interest.

I note that our old classic tax loopholes are still with us and new
ones are discovered : oil-depletion allowance; the scandalous pirating
municipal industrial revenue bonds, which the Economic Report, to
its credit, castigates, but nothing, despite my urging, is done about
1t; or any program, the capital gains, and so on.

So, I suggest to you for your comment, that the reason for this
ccurious paradox is that there is in the Keynesian sense oversaving
in a community; that people who can spend the money if it were in
their jeans are not getting it in sufficient margin; and those who are
getting it neither spend it because they already have several neckties
and they do not spend it on investment because we are already invest-
ing at a very high rate. So, I think there is a fundamental imbalance
there, and that is why I suggest the dream is not coming true.

Now, would you comment on (1) what happened to the great fiscal
-dividend of full employment and (2) what causes it,?

If T am not right, what is your thesis?

Mr. Scaurrze. I would say one obvious thing that has happened is
Tairly simply expressed in three words: “Ho Chi Minh.” The second
point——

Representative Reuss. Just a minute. If you are trying to tell me
that our Vietnam budget is causing all the trouble, I wish you would
weigh your words very carefully .

Mr. Scaorrze. 1have.

Representative Reuss (continuing). Because if we spend $22 billion
that we are spending in Vietnam, or whatever it is, in building yachts
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and then taking them out to the sea and scuttling them, it would have
recisely the same economic effect if we were not spending that $22
billion on Ho Chi Minh. We would have a higher employment rate.

Mr. ScrULTZE. Except for one point, and that is, the rate at which
the increases had to occur because of the speed of the buildup in Viet-
nam. Itisnot just thelevel of what you doj; it is the rate at which you
get to 1t.

In turn, that has a very important impact on the rate of inventory
-accumulation, for example. As a consequence, you will find, as you
know, from the economic indicators in the report, that in the fourth

quarter of 1966, inventory accumulation was up in the $15 billion neigh-
borhcod. That is obviously unsustainable. It almost surely will
«come down. This means that in the first half of the calendar year
1967, that will obviously have a negative effect on the economy.

If you look beyond that, at our fiscal projections, you will find that
the NIA budget at full employment approaches and moves along in
‘balance. Now, as to whether it is actually going to work that way,
I can’t say that it is going to hit that exactly. It is our best estimate
‘that it will.

But I think that you have got to bring into your equation not just
‘the levels of what is happening but the rate at which it is happening
:and how this affects temporarily the movements of the economy.

Representative Reuss. May I interrupt again to say that in view of
the fact that if we have all been so wildly wrong in the last few years
on our projections, wouldn’t it be a good 1dea to give serious considera-
tion to my thesis and to ask us also whether our income-price-profit
pattern is not badly out of whack ¢

This, you know, is what Karl Marx always used to say about capital-
ism, and I am very anxious to prove him wrong. I think the best way
‘to prove him wrong is to make sure that we do have enough purchasing
power and investing power in the economy in each period to take oft
the market the products that we produce so John say’s law does not
work. It does not work if you do not automatically get it off the
market.

Mr. Scaurrze. I would make a couple of points on this. I, of
-course, can’t sit here and say that the income distribution as between
‘functional shares, for example, is completely right.

I think, on the other hand, if you put it in the long-term perspective
for the last 20 or 25 years, you will find that the large expansion in
profits, in profit margins, since 1961, the largest part—not all of it,
bub the largest part of it—simply returned them to about the norimal
relationship.

Now, in 1966 they were higher somewhat than what is normal, but
as the Council’s report points out, there may be a little—

Representative Reuss. You are saying in effect Democratic eco-
nomics is more sensible than Republican economics, and I agree with
you, but the question is: Isit good enough?

Mr. Scaurtze. 1 had not thought T said that, but I am willing to
accept it.

Representative Reuss. Isit good enough? :

Mr. ScrurTzE. 1 guess, Mr. Reuss, I would have to say that while
I can’t argue that the income distribution is perfect for long range
stable growth, I think I would have to say I see no evidences that 1t
is so badly out of whack that there is a major problem.
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Now, let’s take a look, for example, at the $5 billion NTA deficit
in the first half of calendar year 1967 and assume for the moment that
this is a $5 billion NTA deficit at the full employment level. We than:
ask why can’t we have zero at a full-employment level

I indicated earlier the temporary problem, particularly with the:
inventory accumulation. But more importantly, what we are talking-
about in terms of a deficit on the one hand and saving on the other-
is something on the order of magnitude of a saving rate of about two-
thirds of 1 percent of GNP.

Now, the extent to which that is related to a change in income dis-
tribution gets down to pretty fine judgments, and I am not sure I
am prepared to make them. What I am saying is that we are not
dealing with very large margins here. We are not dealing with in--
come shares which have moved way off balance with historical levels..
There may be a little bit of “out-of-balance” in them but not very
seriously, I would say.

Representative Reuss. Were historical levels enough to give us:
full employment ?

The answer is “No.”

Mr. ScroLrzE. In some periods, yes; in some periods, no.

Representative Reuss. Therefore, we should not be complacent about:
the problem.

Mr. Scaurtze. I agree.

Representative Reuss. And I know you are not complacent.

Mr. Scauvtze. That is correct.

Representative Reuss. The only thing that worries me is that in the
813 pages of the Economic Report and in the five thousand or so pages.
of the budget, I do not find any analysis of what I regard as “essential!
problem” as to whether we can attain employment without inflation,.
which is what the Employment Act of 1946—which established this:
Joint Economic Committee—is all about.

Mr. ScrULrzE. I would not have read the Council’s section in the:
whole wage-price area as being indifferent to the problem of full em-
ployment without inflation.

Representative Reuss. I did not suggest that. What I did suggest
is that I do not find any attempt to grapple with the paradox of the:
deficit in this amount at this phase of our employment cycle, or with.
a real searching examination as to whether income shares are such as’
to put into the pockets of people who will either spend or consume
or invest in factory and equipment enough money so that they can in
a given period take off the market that which hasbeen produced in the-
preceding period.

Mr. Scrurrze. Conversely, Mr. Reuss, in the first half of calendar
year 1966 we ran an NIA surplus at an annual rate of about $3 billion,.
and I do not think at that time you would have said, nor would I
have said, that this implied an income redistribution the wrong way,.
the other way.

And I do not think—it turns out that over periods of time when you
get into stable growth and you get this probﬂm—fthat you can really
point to it as an evidence of income distribution. The fact that this:
year there will be a NTA deficit of $5 billion in the first half, and
last year it was a surplus of $3 billion in the first half, that either one
of those periods can, per se, be taken to indicate that there is some-
thing wrong with the——
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Representative Reuss. No, I certainly did not suggest a year ago

that there was something wrong during that period, with the income

distribution pattern, because I would have expected with full employ-
ment that there should be the kind of indicated surplus that we had,
but what I am concerned with is that now we do have a deficit at a
time when we say that we have full employment, and I can’t help but
think that the income share situation must have been deteriorating in
the last year particularly in order to produce that, and I think thisis
something we have to take a long hard look at.

My time is up.

Senator Jordan?

Senator Jorpan. Thank you, Mr. Chairman.

You mentioned, Mr. Schultze, the fact that the administration
reduced the expenditures $3 billion in the 1967 budget. Would you
detail that for us?

Mr. ScauorTzE. Yes,sir. I do not know how much detail you want.
I have a 20-page list of items.

Senator Jorpan. Give it to usin capsule form.

Mr. Scrurtze. I will give to you some of the items in capsule form.

‘What the President has done is request-—and we set some targets—
each agency to take the budgets they got from the Con%'ess, either
through- appropriations or back-door spending, and hold back on the
contracts and commitments under that authority.

Now, let me give you some major examples.

The one that I am sure you are familiar with is the $1.1 billion reduc-
tion in obligations for the highway program. QOur best estimates are
that, by reducing those obligations from the budgeted level by $1.1
billion, there will be about a %400 million reduction in expenditures in
the year from October 31, 1966, to October 31, 1967. That is a case
in point.

second case in point—I am trying to give you examples, which is
really the best way to do it—is the Corps of Engineers. We tock
virtually every new start that was budgeted in 1967, including 25 new
starts that we had recommended and 31 more that the Congress had
added, for a total of 56 new starts, and postponed by 6 months the
dates on which they would start.

We got the Corps of Engineers starting dates and asked them to
postpone these for 6 months, except for programs dealing with urban
flood protection, where we imposed only a 3-month postponement.

At 'the same time wa told them to go ahead and huy the necessary
land because land prices tend to escalate. And we siowed down the
rates of construction of Bureau of Reclamation projects, and projects
under the Department of Agriculture’s small watershed program.

Another case in point would be in the Department of Health, Edu-
cation, and Welfare, where two kinds of actions were taken. Right
across the board on all grant programs for construction, we had them
slow down, hold up, and postpone the date of the letting of the con-
tracts and the making of the grants. Second—another kind of illus-
tration applicable to many of the formula grant programs—around
the months of February or March the Department normally circular-
izes the States and finds out which States have not used up-their full
grant, call back the unused amounts and reallocate them. This year;
we are telling the agency not to reallocate the unused grants and: this;
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in turn, will mean a reduction of almost $100 million, somewhere in
that neighborhood. That is another case in point. ) )

By substantive legislation last year, the President was given $1 bil-
lion in special assistance for housing mortgages. This comes right out
of the administrative budget. Instead of releasing all of that, he has,
held back $750 million and only released $250 million.

Now, Senator, I want to point out that in the highway program
and some of these others, these represent deferrals or postponements.
They are not cancellation of projects, and if the economy should turn
out to require it, we may release some of the housing or other funds
later, depending on the economiec situation.

Senator JorpaN. They are stretchouts.

Mr. ScuuLrzE. Yes, sir; they are stretchouts. T would say about

- half, or maybe a little more, of the total reductions are just stretch-
outs and the others are actual reductions. But it was never said we-
were doing anything more than that. We were trying to take some.
of the heat off the economy last fall, and this is what we are doing,.
both by deferrals and stretchouts, and by reductions.

But let me be perfectly candid. In many cases, that money eventu-.
ally will be spent, but it will be stretched out and spent at a slower rate.
_..Senator JorpAX. On another matter, Mr. Schultze, the administra-
tion constantly compares the price performance during the Vietnam
war with the performance during the Korean war and concludes that
we are doing much better this time. Isn’t it true that the national
defense expenditures at the height of the Korean war were substan-.
tiall%r a greater percent of the gross national product than they are
now ? :

Mr. Scaurrze. That is correct, sir.

Senator Jorpax. And isn’t your' comparison therefore false to that
extent? You compare percentages now; compare amounts now. Isn’t
it true that it is a distortion when you say it was much greater during
the Korean war?

Mr. Scrurrze. -T would make two points in response to that, Sena-
tor. First, the differences were also very largely in price behavior.
On consumer prices we have had a 4.2-percent increase versus 11 per-
cent during the comparable Korean war period.

Senator Jorpax. Yes.

' Mr. Scaurize. But second, let’s not take the Korean period, but
let’s go back to thelast prior period before 196364, a similar 18-month
period of peacetime full-employment. The price increases now, even
with Vietnam, are better than that.

Now, one final point. I do not want to appear smug or satisfied
about it. You know that we did not do as well as we had hoped for.
We did not do as well as we should, in many ways, if you want to look
at it in that way. We are trying to do better.

Price increases have tapered off a good bit. I did want to put it in
perspective, that it is not what we wanted, but still, compared with
other periods when we have had this kind of problem, even in a similar
18-month peacetime period of full employment, ‘it racks up pretty
well, even though not as well as we wanted it to,

Senator Jorpan. Will you supply for the record, Mr. Schultze, the
relevga,nt figures during both the wartime periods, Korean and Viet-
nam ?
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Mr. ScuuLrzE. Yes, sir; 1 will be very glad to.
The Budget Bureau subsequently suppled the following table:

Price index changes during comparadble Korea and Vietnam periods

[1957-50=100}
Consumer Wholesale
Price Index | Price Index

Korean period:

June 1950.. 83.0 84.4

December 1951 .. 92.2 95.6

Percent change 1.1 13.3
Vietnam period:

June 1965 110.1 102.8

December 1866.. . . 114.7 105.9

Percent change 4.2 3.0

Senator Jorban. Now, referring to your statement, you say:
Our price performance in 1966 is not up to what we had earlier hoped.
Then, you go on to say:

In the last 18 months saw a rise of 4.2 percent in consumer prices and a
3-percent rise in wholesale prices.

Many economists believe that a tax increase should have been
implemented about a year ago now. What is your reaction to that
now, with hindsight, since you have had a year of operation?

What would have been the effect, say, of a 6-percent surcharge you
are recommending now, to take effect in July, had it been implemented
a year ago?

Mr. Scrurrze. I guess it is a little bit easier to do it from hindsight
than foresight.

I am not sure, Senator. You have got to remember that we did
have tax accelerations; we cut off the excise reductions that were then
in order, and there was at the time, although it was fortuitous in the
sense it had been enacted earlier, a significant increase in social
security taxes.

With all of these together, we pulled some $10 billion out of the
economy. I think going all the way back to November and December
of 1965, in the context as we then saw it, and even allowing for some
further increase in defense spending, although not as much as
occurred, I think our policy decision then was right.

We did come in in September with suspension of the investment.
eredit, and with thesé budget deferrals, which took a lot of the heat
off of the economy. If we had put in a tax increase larger than we
did, earlier, I am not sure where we would be. We might have been
better off for the months of the summer and probably worse off now.
So it is pretty hard for me to judge. '

I don’t think wé missed it by to much. Let me put it that way.
We took a lot of pressure off the economy.

Senator JorpaN. Are you satisfied year after year running up
deficits here at the time when the economy is at its highest level of
productivity and achievement we have had in many, many decades?
Do you think it is wise to do that in the light of the dire results that
are bound to derive from it ? B

Mr. Scaurrze. I guess the first thing I would say, Senator, is that
given a $22 billion expenditure for Vietnam, in fiscal 1968, to have
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budgeted for, on a national income account basis, a $2.1 billion deficit
during that period is not bad at all and fits in just about, I think,
with the economic requirements.

If we had not had Vietnam, particularly in terms of the speed of
the buildup, I am convinced that we would be running a significant
surplus, and we may actually have been in the process of talking about
a tax reduction. It 1is a little hard to know what would have happened
if something else hadn’t happened, I admit. )

But you know, $22 billion of expenditures for Vietnam on a $2.1 bil-
lion NIA deficit gives you an indication of where you might have been
had it not been for Vietnam, and looking at those two figures, I think
it isnot too bad a performance.

Senator Jorpan. I am sorry; my time isup.

Chairman Proxmrre. Mrs. Griffiths?

Representative Grrrrrras. Thank you.

Mr. Schultze, I must say that having sat with you for the last
4 or 5 days in the committee, you must feel this is a.cold and friendless
world.

Mr. ScaurTzE. Not aslong as you are on the other side.

Representative Grirrrras. I would like to ask you are you estimat-
ing for 1968 something more than a $2 billion deficit in the national
income?

Mr. Scaorrze. On a national income accounts basis it is $2.1 billion.

Representative Grirrrras. Does this take into consideration a tax
increase of about $5 billion 2

Mr. ScrurTzE. On an NIA basis; that iscorrect.

Representative Grrrrrras. What do you estimate the effect of a
$5 billion tax increase upon employment will be ?

Mr. Scrurrze. Very roughly we would feel that with a $5 billion
tax increase, and with all of the other things that are going on, both
Government and private, as we can best estimate it, the unemployment
rate should remain, with obviously some minor fluctuations from
month to month, about where it is now.

If you didn’t have the $5 billion tax increase but had everything else,
then presumably the unemployment rate would fall. We believe that
this at the same time would in this context lead to greater price rises.

Representative Grrrrrrme. And what is the unemployment rate
right now ?

Mr. ScerULTZE. 3.8 percent.

Representative Grirrrras. I observed, I believe it was yesterday or
the day before, and T think it was in Wisconsin, milk being poured
down the drain because people weren’t getting the prices they wished.
If unemployment were increased, would you still press for a $5 billion
tax increase ? '

Mr. Scaurrze. Fairly obviously, Mrs. Griffiths, we hope we have
the ood sense to be flexible in the face of changing conditions, and
I think we do have that good sense. At the present time, in our best
estimates of what the economy requires, we think the $5 billion is
needed. TIf circumstances were to change, we would have to reevaluate
this, but at the present time we see no need to.

Representative Grrrrrras. Does it not really depend upon employ-
ment rather than upon deficits? ’ :

|
|
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Mr. Scaurrze. It is primarily a matter of a fiscal policy shaped

for a given stable growth with low unemployment. That is right,

©s. .

Y Representative Grrrrrrns. Now I would like to say something about
the decisionmaking process, too. If you had come in last year at any
period during the year, with anything other than an absolute firm state-
ment as to what the deficit would have been or is going to be, would
you not in your opinion have been then forced to say you needed a tax
increase, because of a buoyant economy, because we can afford a tax
increase, or we should have to prevent inflation ¢

Mr. ScHuLTZE. 1 am not sure how to answer that. Let me try.

The first thing that scares me a little bit about the question is after
the last 4 days, which I believe you, Mr. Curtis, can attest to, if we had
come in with an appropriation request not based upon firm require-
ments, on the basis of that 4 days’ experience I hesitate to think what
condition a number of us would have been in.

Representative Grirrrras. This is exactly right.

Mr. Scaorrze. What the fiscal policy requirements would have been
then, I can’t even try to tell you, because I am not sure. I would have
to go back and look at the whole thing.

Representative GrirrrTas. But the real answer is that a large part of
the decisionmaking process rested within this body. If you had come
in and said that these are firm estimates, you would have probably been
told, “Well, you can’t prove it.” If you had said they are anything
but firm estimates, and we needed a tax increase, you certainly could
not have anticipated getting it.

Mr. Scaorrze. 1 think that is right.

Representative GrrrrrTas. And you are in grave danger this year
of not getting a tax increase, no matter what you say, and no matter how
yousay it. So while we are putting you through the hoops, and taking

. you over the coals, for what you are doing, it 1s time, in my judgment,

that the Congress of the Umted States, which would like now to say
“Ah, last year was the year to have had a tax increase ; this year we must
wait,” to think back on its own attitude at that time. ILast year was
not a year that you could get a tax increase, either. I know some of
the recommendations and thinking current then.

" T think we, Congress, should step up and take our full share of the
responsibility for all of these decisions, and I am sure that if you
would have come in with anything less than absolute statements, you
would have been laughed off the Hill. I think you have done a very
good job, Mr. Schulize. )

. Chairman Proxmire. The next questioner will be Congressman

urtis.

Representative Curtis. Thank you, Mr. Chairman. I am glard to
see Mr. Schultze here in a different arena.

Mr. Scuurrze. Welcome back, Mr. Curtis.

Mr. Scaurrze. Is thaa a paraphrase of a better known quote?
will get a chance to get a word in edgewise.

Mr. Scuurrze. Is that a paraphrase of a better known quots!
_Representative Curris. You know, listening to this maybe others
since the Democratic Party controls the Executive and——

Representative Reuss. What party?

75-314—67—pt. 1——7
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Representative Curris. I called it the Democratic Party. Is that
what it is? Well, whatever it is, I forget you are sensitive in this area.
I should watch that. ) )

Mr. Schultze, there are two things that I would like to bring out.
One is the emphasis that I find the administration places, public
relations-wise, on the national income budget. It seems to me that the
budget that most affects our policies right now is the administrative
budget.

T%e national income accounts budget is no new budget as far as this
committee is concerned, and certainly as far as the Congress is con-
cerned. This has been used for years and served a very useful pur-
pose, and as is often said, is the one that probably gives us a better
concept of economics. But at this particular time, with our problems
of last year in the area of high interest rates and inflation, in fact the
interest rates exceeded anything going back three or four decades, it
is the administrative budget, the deficits there, that bear directly on
these problems, rather than the national income accounts budget.

This has been very clearly brought out in the testimony before
the Ways and Means Committee last week and this week, too, on the
problems involved in the debt ceiling.

In your testimony before the Ways and Means Committee, one of the
points that you made in demonstrating why the estimates on expendi-
tures had been infirm was the $3 billion increase in expenditures result-
ing from increased interest rates that the Federal Government had to
pay, plus, as I understand it, some of the impact resulting from the
increases in the Wholesale and Consumer Price Index.

Mr. ScaurTzE. No, sir, not the latter.

Representative Corris. Not the latter ?

Mr. Scaurtze. Just the former.

Representative Curris. Just the former, just the interest rates.

Mr. Scaurrze. Well, no.

Representative Curris. The Wholesale Price Index?

Mr. Scaurrze. No,sir.

Representative Curris. Let’s clarify that.

Mr. ScavLrze. Let me clarify that. What I said in that testimony
is that there was a $3 billion increase in Federal expenditures this year
on account of monetary conditions, both credit availability and in-
terest rates.

Representative Curris. Yes.

Mr. Scrurrze. Thereis that clarification.

Representative Curris. But in the monetary area, and of course as
many economists, I think, wisely have pointed out, that as we look at
1966, and indeed as this was coming along, the argument was that we
were putting entirely too much burden on monetary policy to try
to meet the inflationary forces that were existing, and too little on the
fiscal policy.

My own arguments have been that in the fiscal area, it was toward
expenditures that the main thrust should be directed rather than in-
creasing revenues thruogh taxes, although I said at the time, after we
had begun the proper exercise of going over what could be done on
expenditures, I was willing to look at the revenue side, too. But I
certainly wasn’t going to look at the revenue side, that is, a tax in-
crease, until I thought a thorough job had been done on expenditures.
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What I am leading up to is again the emphasis by the administra-
tion in their public relations of calling attention to the national in-
come accounts budget, when the serious problem for policy decision
lies in the deficit of the administrative budget, particularly the $9.7
billion for fiscal 1967. This has been gone into considerably, and the
lack of better estimates of what this deficit was going to be, given to
us in January 1966 in the 1967 budget.

Mr. Sceurrze. May I speak to the national income accounts part
of what you have said ?

Representative Curtis. Surely.

Mr. Scaurrze. I don’t like to count pages. That is not really the
way to answer, but let me make two points. One, I think there are
about 15 pages in this document essentially on the national income
accounts, and 450 on the administrative budget.

Representative Curris. You are not responding to the question.

Mr. Scaurize. Let me finish. I will respond. I wanted to start
out with that. May I?

Representative Currrs. 1 want to be sure you understand what the
point was. I saidthe public relations operation of the administration.
I know of your budget. But I have seen the Washington Post devote
almost the front page, and a whole full page talking about the na-
tional income accounts budget. But go ahead.

Mr. ScrurTzE. I presume they have done that and I congratulate
them for it. But in any event, we carefully pointed out in the budget,
and I tried in my testimony to point out also, that for purposes of
overall fiscal policy, the national income accounts budget is the best
measure.

Clearly, however, for purposes of analyzing individual programs,
for purposes of congressional action on appropriations, it is the combi-
nation of administrative budget and trust funds which is most rele-
vant, and of course we did, have done, and always will, present full
information on those budgets.

Representative Curris. To pinpoint this question, I am not relating
to that, although I am very much interested of course in the expendi-
ture policy. If we are going to do anything on expenditure policy, we
have to talk in terms of the administrative budget.

Mr. ScaorTze. That is correct.

Representative Courris. But what I was talking about, and I have
been on the debt ceiling, is the impact of debt management, the impact
of deficit financing on monetary policy and interest rates and, I might
add, that which has been forgotten too much by the administration,
our deficits in international payments. :

I am talking about the impact of the deficit showing up in the ad-
ministrative budget. That is the crucial thing with respect to mone-
tary policy interest rates, the amount of money created, and interna-
tional deficits.

This is what I think becomes the crucial point, because it has shown
up actually in expenditure policy by an underestimate of €3 hillion.
Surely in 1966 it 1s quite clear what the damage of high interest rates
did to the economy, and is still doing to the economy. Certainly the
inflationary impact is clear, and that is still a problem. What T am
saying is that the impact of the new deficit becomes important to
Congress in making its decision in regard to these policies.
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Would you care to respond to that?

Mr. ScauLTzE. Yes, sir. I think actually to get what you want,
you really ought to look at the cash budget, as a matter of fact, because
this is the one that influences how much borrowing the Federal Gov-
ernment does from the public.

Representative Curtis. Ah, let’s stop there, because I thought you
would say it, and I wanted you to say it, because the cash budget in-
cludes the trust funds.

Mr. Scaurrze. Correct.

Representative Curris. But let me say this. That is not the rele-
vant budget. In light of what the Secretary testified, when he said
that if we didn’t give him the debt increase that maybe we would
have to cut back on the payments to the people on social security.
Then we said, well, why isn’t the social security trust fund, which is
supposed to be a contingent fund, available to pay those people. He
suggested we would have trouble selling the securities.

Those securities that are put into the social security fund are sup-
posed to be there so that they are readily salable to meet the respon-
sibility of contingent liabilities, not a captive market.

Mr. Scaurrze. But that

Representative Cortis. Now wait. You will get your chance. Not
a captive market, just to put the Federal deficit in whatever form they
§>1ea-se, but particularly not in the form of marketable securities. So

say it is the administrative budget that is relevant in this context.
I see my time has run out.

May we have him respond ¢

Mr. Scaurrze. I would love to have a couple of minutes to respond.

Chairman Proxmire. You may go ahead and respond.

Mr. ScHurrzE. In the first place, I thought you started out by say-
ing the national income accounts budget is not the appropriate budget.
1 responded by saying it is, for purposes of fiscal policy. You in turn
responded by saying that we also have to take into account the impact
of Treasury debt management on the economy.

Representative Curtis. That is right.

Mr. Scaorrze. I in turn responded by saying that if you want to
look at the impact of debt management on the economy, what you are
after is the amount of debt that the Treasury has to float with the
public. I am saying the amount of debt that the Treasury has to float
with the public 1s approximately, aside from changes in the cash bal-
ances, the administrative budget deficit minus that part of the deficit
sopped up by the trust funds?

epresentative Curris. That is right.

Mr. Scaurtze. Isay nothing whatever about the nature

Representative Curris. What was my response ?

Mr. Scaurrze. May I——

Representative Corris. Go ahead.

Mr. ScuurrzE. Let me point out in terms of the magnitudes in-
volved, that what the Treasury has to float with the public is the $9.7
billion deficit minus about $3 to $4 billion that will go in the trust funds,
leaving $5 to $6 billion to be floated with the public. Now just one final
point.

Representative Curris. Yes, but Mr. Director, please respond to the
point where I said that under those conditions the trust funds would
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have to be regarded just like any other source. If the trust funds are
to be contingent, then those must be marketable securities, not just
the——

Mr. Sceurrze. All T am saying, as an economist, if I want to look
at what the Treasury has got to lay on the market in any given year,
I look at the administrative budget deficit and take off what the trust
fund surplus is. I don’t know how to respond beside that. .

Representative Currrs. Could I go a little further with the indul-
gence of my colleagues, and see if we can get the answer?

The point I am making is the Federal Government has the respon-
sibility in those trust funds to keep their integrity, and if you approach
it the way you say, lodging whatever debt you can in there, with a dis-
regard for whether this debt consists of marketable kinds of securities,
and that the overage is all the Government has to worry about then
the integrity is compromised. Iam not asking you to agree with me, I
am trying to get you to discuss the points.

Mr. Scaurrze. I guess then the only thing I can say in response
to that, if you are getting at the reliability or the absolute security
.of what the trust funds are invested in, it is the U.S. Government
that is behind them as special issues—fully as much, no more, no less
than it is behind the Treasury securities that are marketed to the
public. I don’t understand the difference of the marketability business.

Representative Curtis. Simply what the Secretary of the Treasury
told us in your presence, that 1f we didn’t give them the debt ceiling,
that they would have to shut down on payment of social security
funds, because the security holdings of this contingent fund were not
readily marketable, so that these funds or these securities could be
converted into cash to pay the people. That is the point.

Mr. Scaurrze. But that is a debt limit problem. If the debt limit
isn’t raised all bonds are—

Chairman Proxumire. Go ahead, finish your reply.

Mr. ScaurrzE. My only point was that this is a debt limit problem.
Of course, if the debt limit isn’t raised, all securities are called into
question.

Representative Curts. I thank the Chair.

Chairman Proxumire. Senator Ribicoff ¢

Senator Risicorr. Mr. Schultze, I noticed for the first time, I be-
lieve, in the history of the budget, you have a section on Federal as-
sistance